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I QUALIFICATIONS

My name is Sean Butson. | am a consultant and a Chartered Financial Analyst
with over a decade of experience in both debt and equity capital markets. My experience
includes both providing capital to companies as a commercial lender and advising
institutional investors on equity markets. In particular, I have performed and published
extensive valuation and competitive landscape analyses via complex financial models and
written reports.

I began my career in 1995 as a credit analyst at NationsBank (which acquired
Bank of America). Ithen went on to become a commercial lender of a $20 million debt
portfolio of companies in the Washington, D.C. area with revenues of $10 million to
$250 million (including AOL LLC). In that position, I underwrote and structured debt
financing for clients, including senior debt, revolving credit facilities, and standby letters
of credit.

In 1997, 1 joined Legg Mason as an associate equity analyst covering the telecom
equipment and services industries (including Motorola, Nokia, and Ericsson). In 1999, 1
was promoted' to analyst, assumed coverage of the wireless services industry (including
AT&T Wireless, Nextel, and Spring PCS), and initiated coverage of the communications
tower industry (including American Tower, Crown Castle, and SBA). In that role, I built
valuation models, scrutinized SEC filings, met with management teams, drafted equity
research reports, and discussed investment theses with Legg Mason clients. During that
time, I authored several major reports on the wireless and communications tower

industries, served as an expert witness, was a Top-5 analyst within a department of 35





such professionals, and received the Wall Street Journal award as the #1 stock picker in
the wireless services industry (co-coverage) in 2002.

In 2003, I expanded my coverage to the media industry, including Hispanic
media, cable networks, film, and TV broadcasting (including Univision and Viacom).
My specialization became satellite radio, and I spent the majority of my time covering
Sirius and XM Satellite Radio. While there are currently over 25 analysts covering
satellite radio, I was one of the first to cover the industry. As a result, I was frequently
quoted in major financial publications such as The Wall Street Journal and by
Bloomberg, and I often appeared on television (CNBC, Wall Street Week, Bloomberg
Television) discussing the industry. In addition, I authored dozens of reports on the
satellite radio industry, including forward-looking pieces on technology, subscriber
growth, and content.

The following testimony is similar in substance to the financial analysis work I
have performed for nearly a decade. Ihave relied on various external data and public
direction from the satellite radio companies, and I indicate such external sources in my
testimony. Ihave performed various calculations and projections based on the available
information, which comport to the type of modeling customary in the financial analyst
community. Idraw my conclusions from the financial modeling I have performed,

similarly as I or any qualified analyst would when following a particular industry.’

II. SUMMARY OF TESTIMONY

Satellite radio is the biggest development in the radio industry since FM was

introduced more than four decades ago. Much like cable revolutionized television,

'A copy of my curriculum vitae is attached as Appendix V.





satellite is transforming the radio industry. The satellite radio companies offer hundreds
of channels of narrowly tailored music for practically all tastes, and other programming
as well — a proposition that is clearly striking a.chord with consumers. There is wide
consensﬁs amongst the analysts covering the industry that both Sirius Satellite Radio and
XM Satellite Radio (collectively, “SDARS”) will continue to show robust subscriber and
revenue growth, and will attain positive EBITDA (Earnings Before Interest, Taxes,
Depreciation, and Amortization) and free cash flow (EBITDA minus capital
expenditures, net cash interest, cash taxes, and working capital change) by 2008-09.

In addition to offering a service with wide consumer appeal, I believe that satellite
radio’s attractive duopoly structure, large addressable market, compelling product,
inexpensive pricing, and high incremental margins all are ingredients that make for a
successful industry. In my analysis and projections of the industry, I estimate the
combined discounted cash flow” of the SDARS to be $9.3 billion, assuming that the
royalty rate percentages proposed by SoundExchange are adopted in full. (For
calculations see Appendices A and B, p. 4.) For the sake of clarity, throughout the
discussion that follows and in my projections, I use the graduated percentage royalty rate
proposal submitted by SoundExchange to the Copyright Royalty Board as a component
of the projected costs of the SDARS.

I understand that as part of these proceedings the Copyright Royalty Judges will
consider possible disruptions to the industry arising from a change in the sound recording
copyright royalty rates. As explained in detail as part of the discussion that follows, it is

my expert testimony that the rates proposed by SoundExchange will not jeopardize the

? Discounted cash flow is the most widely recognized valuation technique and is used to determine the
present value of all future cash flows for a company.





SDARS’ liquidity or their ability to remain fully funded. Further, the proposed rates

should not preclude the industry from attaining substantial profitability.

II1. DISCUSSION

A. OVERVIEW OF THE SDARS INDUSTRY

In this section I provide an overview of the SDARS industry, including a short
~ recap of its history and an introduction of the individual SDARS, as well as some basic

information on their service and business models.

1. Inception of the SDARS Industry

Today’s satellite radio industry began taking shape more than a decade ago when
CD Radio (the predecessor to Sirius) and American Mobile Radio Corp. (the predecessor
to XM Satellite Radio) started developing the first satellite radio service in the United
States. Following more than five years of research and development, the FCC granted
two 12.5 MHz Digital Audio Radio Service (“DARS”) licenses in the 2.3 GHz band to
XM Satellite Radio (“XM?”) and Sirius Satellite Radio (“Sirius”) in October 1997. While
Sirius was first to launch its satellites in late 1999, with XM launching in early 2001, XM
became the first satellite radio provider in the country with its September 25, 2001
commencement of service in Dallas and San Diego. Sirius followed about six months
later with its own service launch, and both companies have grown rapidly since, with
over 12 million combined subscribers to date. To raise capital for the significant upfront
costs associated with launching the service, both companies went public — Sirius in 1994

and XM in 1999,





2. SDARS Industry Participants

The satellite radio industry is a duopoly occupied by two publicly traded
companies, Sirius Satellite Radio and XM Satellite Radio.

a) Sirius Satellite Radio. Founded in 1990 as CD Radié, Sirius is the smaller
of the two satellite radio companies in the U.S., with over five million subscribers. Sirius
receive;i a DARS license from the FCC in 1997, launched its satellites in late 1999, and
commenced service in 2Q02.

Although Sirius launched its satellites before XM, chipset problems resulted in
delayed service offerings and the company has been playing catch-up to its larger rival
ever since. The company significantly closed the gap with XM this year, with Sirius’s
market share growing from 30% in 3Q05 to 42% in 3Q06 (Appendix C). During this
period of time, Sirius added more net new subscribers than XM for the first time in 4Q0S,
and continued the gains in 2006. Going forward, I expect Sirius to continue to close the
subscriber gap with XM, and I believe the two companies will ultimately end up with
close to equal market share, with XM maintaining a slight edge due to the higher market
share of its auto partners.

Sirius’s financial performance has been very positive since mid-2005. The
company’s stock price reflects this positive momentum, as evidenced by Sirius’s total
basic enterprise value® of $5.6 billion exceeding XM’s by 52%, despite Sirius having

only about 70% of XM’s subscribers.

* In this testimony, I use basic enterprise value to mean the total value of the company calculated as
follows: market cap (stock price times shares outstanding) plus debt plus preferred stock minus cash. The
debt, preferred stock, and cash figures are derived from the SDARS’ financial statements, while the market
caps are sourced from Bloomberg.





b) XM Satellite Radio. Founded as American Mobile Radio in 1992, XM is
the larger of two satellite radio companies, with over seven million subscribers. In 1997,
XM received a DARS license from the FCC, launched its satellites in early 2001 and
commenced service in September of the same year in San Diego and Dallas.

Due primarily to an earlier service launch, a technology lead, and faster auto
installations, XM has been the industry subscriber leader since acquiring its first
subAscribers in 2001, However, a number of recent even-ts allowed Sirius to make up
significant ground. In addition to gains Sirius was able to generate by its aggressive
marketing campaigns, XM experienced some reduced retail inventory caused by FCC
concerns about power levels of some XM units with FM modulators. The company
limited its marketing efforts due to the reduced inventory and also had to change some of
its marketing practices due to an FTC inquiry. I believe that XM has addressed each of
these difficulties and that its results will improve over the next year, particularly with
significant growth from its automobile Original Equipment Manufacturer (“OEM”)

partners.

3. Service Offerings

Satellite radio providers XM and Sirius offer more than 100 channels each of
diverse high-quality audio content nationwide to portable and stationary devices for car,
home, boat, aircraft, small business, and personal use. While most terrestrial radio
stations provide a limited selection of local and some national audio content, the SDARS
offer an extremely broad range of nationwide content. Although the vast majority of
each of the companies’ more than sixty music channels operate with no commercials (no

Sirfus music channels have commercials and XM only has a few music channels with





commercials), as compared to about fifteen to twenty minutes of commercials per hour
on broadcast radio stations, the news, talk, and other non-music channels on satellite
radio do have advertisements. The basic monthly subscriber price for satellite radio is
currently $12.95, with both companies offering various discounts for multiyear
subscribers and family plans (Appendix D).

The SDARS provide a very diffe.rent listening experience than traditional
broadcast radio, especiglly with respect to the breadth of the content offered. For
example, over half of all radio stations use only one of six programming formats
(country, news/talk, religion, contemporary Christian, Spanish, and oldies) (Appendix E).
Likewise, in comparison to the more than 100 channels offered by each SDARS,
terrestrial radio offers only forty-four FM stations in New York City and forty-nine in
Los Angeles,” the two largest radio markets in the United States. Satellite radio,
therefore, offers not only mass audience content, but also customized channels that
appeal to a particular demographic, such as world music and folk music, to name a few.
Also, because the FCC’s indecency regulations do not apply to satellite radio, the
SDARS have attracted subscribers with programming that would not be permissible on
terrestrial radio. This includes an opportunity to play sound recordings of a particular
genre in their original, unedited, form — a clear advantage over FM radio.

The channel lineups of the two companies are similar (Appendix F). Both rely
heavily on music programming, which is relatively similar between the two services.
XM and Sirius also offer various forms of talk radio and a variety of special interest
programming. The two SDARS differentiate themselves principally by offering sports

and talk programming that is by contract unavailable on the other satellite network

* According to New York Radio Guide (www.nyradioguide.com) and Radiowatch (www.radiowatch.com).





(though similar sports and talk programming frequently is available on broadcast radio or
other media). Sirius has exclusivity for Howard Stern, the NFL, and Martha Stewart,
while XM counts Oprah Winfrey, Major League Baseball, the NHL (exclusive starting
with the 2007-08 season), and NASCAR (until January 2007, at which time it will be
exclusive for Sirius) within its satellite radio exclusive programming offerings.

The SDARS offer their programming over a wid_e variety of devices, providing
music and other content in the broadest possible contexts (though programming over only
some of those devices is subject to rates set in this proceeding). Initially, the companies
focused on designing products for auto manufacturers to install in vehicles and for
retailers to sell in the aftermarket for auto, home, boat, or business use. This is still the
principal way people listen to satellite radio.

More recently, the SDARS have developed products for portable use and with
recording capability. For example, XM’s Pioneer Inno and Samsung Helix are both
capable of recording up to 50 hours of music and both allow the consumer to customize
(by re-sorting, deleting and importing music from other sources) the resulting playlists.
Notably, the devices can sort recorded music by artist and title, allowing consumers to
have an experience similar to listening to an album from a particular artist. I understand
that programming played on these devices is subject to the statutory license. I also
understand that there is a dispute concerning whether making sound recordings available
through certain of the features of some of these devices is within the statutory license.

Both XM and Sirius have hardware agreements with a number of electronics
manufacturers, including Delphi, Alpine, Pioneer, Sony, Clarion, Audiovox, JVC, and

Kenwood. XM continues to hold a slight lead in product development as a result of





Sirius’s early difficulties with its chipset, but over time the devices from both SDARS are-
expected to be of similar technical quality. The devices and services offered by the
SDARS are also expected to continue to evolve. For example, XM has demonstrated, but
not yet put on the market, a portable device that provides up to 20 video channels at
256kb each. Sirius’s new Stiletto 100 has MP3 capability, 100 hours of storage, and, for
the first time, WiFi access. Such a device should close the technology ga-p with XM and
provide for more robust reception in many areas that do not have line of sight to Sirius’s
satellites. The SDARS also offer their service in two ways not subject to the compulsory
license at issue in these proceedings: over the Internet, and over satellite television
through contracts with DirectTV and EchoStar.

The SDARS are also beginning to generate revenue from a growing number of
new services, such as data and traffic navigation services. XM recently reported that over
27,000 people subscribe to its data-only services. As the SDARS industry matures, it is
well-positioned to exploit these additional revenue opportunities and attract a new
segment of the market that may not want to subscribe to a radio-only service. In the
longer term, the SDARS are also likely to enter the video distribution market, providing
them another potentially lucrative incremental revenue opportunity. The ability to
provide children’s video programming to back seat monitors of cars has an immediate
business appeal.

4. Distribution
While having quality content and products are clearly important, without solid

distribution, XM and Sirius could not maximize their subscriber growth. In developing





effective distribution channels, the companies have focused primarily on the automobile
manufacturers (OEMs) and nationwide retailers.

The fetail channel has been in place since the inception of the industry, with
SDARS products now available in all major electronics stores (Best Buy, Circuit City,
RadioShack), a number of large discount stores (Wal-Mart, Target), numerous truck stops
(Pilot, Truckstops of America, Petro, and Flying J), and marine locations. Retail sales
have been integral to the satellite radio industry and currently account for about two-
thirds of total subscribers (Appendix G). Due to its late chipset introduction and long
cycle incorporating satellite radios into vehicles, Sirius historically has been much more
retail-focused than XM. However, this is changing as Sirius’s exclusive arrangements
with both Chrysler and Ford ramp up. Nevertheless, not only is retail an effective sales
channei, but it also can be more profitable due to the lack of revenue sharing, which
many OEMs receive. Although retail promotions and residual payments can lower
returns, retail subscribers generally produce higher margins than those of auto.

Notwithstanding the importance of retail sales, with about 17 million new cars
and trucks sold every year in the United States,’ establishing and maintaining good
relationships with the OEMs is key to the continued success of both XM and Sirius.
Auto manufacturers significantly ramped up satellite radio installations over the last
several years. Led by purchasers of General Motors, Honda, DaimlerChrysler, and Ford
vehicles, auto subscribers now account for about one-third of total subscribers (Appendix
G), a percentage that will grow over time. Early on, the SDARS signed exclusive

agreements with the top-three OEMs (XM — GM,; Sirius — Ford and DaimlerChrysler) for

5 Automotive News, 2006 Market Data Book, North America Sales History and Forecast
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the installation of their products. Since that time, each company added auto partners,
resulting in XM’s current market share lead among OEMs (Appendix H).

Installation rates among satellite-radio-capable autos varies (Appendices A and B,
page 3). All of the OEMs, however, continue to add new models to their factory installed
plans, with GM leading the pack with XM availability on 90% of its 2006 models. Even
more impressive, Hyundai and Acura expect to become the first OEMs to make satellite
radio service standard in all of their cars and trucks. Within the next five years, about
two-thirds of all new cars and trucks will come with an XM or Sirius radio pre-installed
(Appendix I). Over the long term, I expect virtually all new cars and trucks sold in the
United States to come with XM or Sirius pre-installed. This fact alone assures substantial
growth for the SDARS. Finally, Acura recently announced that it will install XM
receivers in certain used vehicles as well.

In addition to the retail and auto distribution channels, there are a number of
smaller distribution channels, such as rental cars, direct sales, online, airplanes, and
hotels. Even in the aggregate, these ancillary sources account for only a small percentage

of total subscribers.

5. Business Model of the SDARS

As service businesses, the SDARS generate the vast majority of their revenue
from subscription fees, making the subscription price (typically measured as the average
revenue per user per month or “ARPU”) and the number of subscribers to the service the
primary drivers of revenue. While the satellite radio providers generate revenue from

activation fees, direct equipment sales, and advertising, these amounts are currently fairly
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small. Of the aﬁcillary revenue streams, I believe advertising has the potential to grow to
a meaningful profit contributor to the SDARS.

The satellite radio industry is one of high fixed costs, but also of high incremental
margins. The business model of the industry is, therefore, to focus on rapid subscriber
growth, because once the fixed costs are covered, profit generation through incremental
subscribers is substantial. This model is typical of various subscription based businesses,
allowing for analogies with industries such as cable TV and mobile wireless.

As a rough numeric example (Appendix J), assuming an average subscription
length of four years, and an ARPU of $11.00 per month (including activation and
advertising), a subscription will generate $528.00 in revenues (48 months *
$11.00/month). About 33% of this figure goes to cover variable costs such as auto
revenue share, customer service and billings, and subscriber acquisition cost. Even after
applying a $40 semi-variable sales and marketing assessment per gross subscriber
addition (“gross add”), each new subscriber produces roughly a 60% incremental margin,
excluding royalties. Due to the significant start-up costs associated with launching and
maintaining a satellite network (and a terrestrial repeater network), fixed costs currently
account for nearly 50% of revenue, but I believe that they will settle at around 15% in the
long term.

As a result of the high incremental margins and high fixed costs, the financial
success of the SDARS will hinge on their ability to grow their subscriber bases
profitably. Assuming the subscriber growth in my models (which is consistent with
projections of other analysts), the proposed Sound Exchange royalty rates will not

prevent the SDARS from attaining substantial profitability.
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B. DUOPOLY DYNAMICS OF THE SDARS INDUSTRY

The SDARS’ positive economic forecast is driven by two complementary factors.
First, they deliver a product that consumers plainly value and have shown a willingness
to pay for. Second, the SDARS are in the enviable position of being protected by
substantial barriers to entry by any additional competitors. The SDARS therefore are in
the enviable position of building their businesses protected from direct competition and
being situated to use their brand recognition and substantial subscriber bases to fend off a
possibly superior delivery technology that may or may not become available sometime in
the future.

Although there are other ways to receive music and other audio content, Sirius
and XM clearly have the best products available for streaming audio to autos and portable
devices. Accordingly, XM and Sirius form a duopoly industry and enjoy significant
economic benefits resulting from this structure. For example, despite the early stage
nature of the business, XM already has raised its subscription price and Sirius has
publicly discussed its plans to do the same. Such price increases are common within
duopoly industries, but much more difficult to accomplish in heavily competitive ones.
Likewise, subscriber retention is high in the satellite radio industry, partially because the
subscribers clearly appreciate the music and other content offered, but also because of the
lack of competitive options for a similar service. Finally, although subscriber acquisition
cost per gross add (“SAC?”) is a significant expense for both companies, it would be
higher still if there were three or more competitors.

The continuance of the advantageous duopoly structure is virtually guaranteed as

a result of the following factors:
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a) FCC Licenses. Only two SDARS licenses have been issued (to XM and
Sirius in 1997) and the FCC has no current plans to offer additional ones.

b) Auto Relationships. Sirius and XM have locked up supplier agreements

with every major auto manufacturer. Consequently, even if a new competitor is licensed,
its ability to enter the auto market would be extremely limited. Most of the SDARS’ auto
agreements are exclusive. This fact alone creates a virtually insuperable barrier to a new
auto competitor over the near term.

c) Start-Up Costs. Even if a potential competitor were able to obtain an FCC
license and could overcome the significant hurdles created by the OEM arrangements, the
capital costs necessary to launch service present yet another barrier to entry. To offer
service initially, the SDARS invested over two billion dollars in their satellite
constellations, terrestrial repeater networks, human resources, marketing, devices, and
content.

d) Switching Costs. Due to their duopoly power, particularly in the installed

auto market, the satellite radio companies enjoy low churn and high conversion rates. It
is expensive and complex to swap one radio for another, creating high switching costs for
consumers. In any event, very few OEMs have decided to offer both XM and Sirius due
to the complexity of including both satellite radio options, although products are being
developed that provide interoperable service. In addition, the relatively low subscription
price is typically one of the smallest monthly bills that subscribers pay (and as a practical
matter it is typically automatically charged to a credit card or is a part of the monthly car
payment), resulting in less price sensitivity. Finally, satellite radio’s attractive bundle of

commercial-free music, sports, and other content provide a differentiated service when in
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the car or a portable environment. For all these reasons, I believe that satellite radio
enjoys significant power to retain its subscribers.

e) Supplier Power. As the only two buyers in the market, the SDARS enjoy
duopsony leverage and have a strategic market advantage over suppliers operating in a
more fragmented and competitive market. Although some of this leverage is difficult to
exploit today due to the size of some of the current suppliers, this should change over

time as the satellite radio industry grows.

C. FINANCIAL STRUCTURE OF THE SDARS INDUSTRY

In this section I will discuss the financial structure of the SDARS industry and
explain what I see as the key drivers in the industry’s financial success. I will start my
discussion with an analysis of the income statements of the SDARS and then discuss the

key balance sheet considerations.

1. Income Statement Analysis
a) Revenue Sources
@) Subscription Revenues. By far, the most important source of revenue for

the SDARS is subscriber fees, i.e., the charges to consumers for access to the service.
Subject to the considerations discussed below, subscription revenues are essentially a
factor of the number of subscribers and the ARPU.

The number of subscribers for each period, in its simplest form, is a function of
the previous period ending subscribers, gross adds and cancellations (either voluntary or
involuntary, e.g., bad debt, lost radios, stolen cars), or as termed in the industry “churned
subscribers”. In reality, this calculation becomes more complicated for various reasons,

including the complexities of defining a “subscriber” (e.g., the treatment of customers
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enjoying promotional offers), and the timing of the additions and churned subscribers
within the period. For example, in the fourth quarter, a significant amount of subscribers
are added at the very end of the period and a failure to account for this would result in the
average subécriber numbers being overstated.

The second factor, ARPU, is the weighted amount of revenue realized per
subscriber from all the different subscription plans. While it would be tempting to
sirﬁply use the advertised monthly subscription rate of the satellite radio providers
(currently $12.95) as the ARPU, an accurate number must take into account the various
discounts, rebates, and promotions available. For example, XM and Sirius both offer a
one-year subscription for $142.45, which effectively provides one month of service free
and reduces the ARPU for certain subscribers to $11.87. Other adjustments to ARPU
result from a different rate for businesses, and various other special and promotional
offers. My calculations, based on information reported by the SDARS, result in a fair
estimate of 2006 ARPU of $11.34, which includes subscﬁption, activation, advertising,
equipment, and other revenue.

(i)  Advertising Revenues. Although advertising is not currently a primary

source of revenue for the SDARS (it accounted for about 5% of total revenue in 2Q06), 1
believe it will grow significantly in importance and could account for 10% of total
revenue in the long term. As a reference point, Comcast generates about 10% of its cable
television revenues from advertising even though it does not receive ad revenue from its
broadcast channels (NBC, CBS, ABC, FOX, and CW). While it may be tempting to
think that satellite radio’s music channels will never have a significant number of ads,

recall that cable TV started with the cable networks that were commercial-free. But once
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the subscribers got hooked on cable TV’s diverse content, the companies began
advertising on their cable networks. Today, the amount of commercials on cable
networks is virtually the same as that on broadcas’;. Advertising is attractive because it
provides a high margin ;evenue source, resulting in a disproportionate benefit at the
margin level compared to subscriber income.

(iii))  Activation and Other Revenue. Activation fees represent one-time

revenue opportunities when subscribers sign up for service. Sirius and XM both charge
$15 for activation of each radio ($10 online), and these fees are amortized over the life of
the average subscriber (forty-two months for Sirius and forty months for XM). While a
small percentage of overall revenues, activation revenues are a stable and high margin
source of income for the SDARS.

Other revenue consists of several small items, including processing fees to
invoiced subscribers, royalty revenues from tuners, and royalty fees from Canadian
operations. Other revenue is a very small percentage of total revenue and I do not expect
it to become significant even in the longer term.

b) Cost Structure

As discussed in the business model section above, the basic cost structure of the
SDARS industry is one of relatively high fixed costs, but at the same time high
incremental margins on new subscribers. Accordingly, over the long term, the
profitability of the SDARS depends primarily on their ability to maintain revenue growth,
which, as discussed above, is primarily a function of the growth of their subscriber bases.

The financial reporting of the SDARS does not break out the costs of the
companies clearly between variable and fixed costs, and XM and Sirius classify and

combine costs differently, which complicates the task of analyzing the reported financials
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and projecting their future financial performance. In the following section I will identify
the key cost items of the SDARS industry and break them into variable, semi-variable,
and fixed cost types (Appendix K).

) Variable Costs. The key variable costs of the SDARS include subscriber
acquisition costs (dubbed “subsidies and distribution” at XM), customer service and
billing, revenue share, and royalties. Commissions payable on advertising revenue are
variable costs as well, but they are not significant in comparison to the main variable
costs.

By far, the largest variable cost item is subscriber acquisitions costs (“SAC”) —
during 2006, | expect this expense to account for 60% of total industry variable costs.
This item refers to the various subsidies involved in manufacturing and selling satellite
radios. In particular, the subsidies that are accounted for in the subscriber acquisition
cost line include the cost of the chipset, the cost of the radio, the cost to install radios in
automobiles, hardware-related promotions, and retailer commissions. While SAC will
always remain a substantial variable cost item, as the industry matures, with the number
of new subscribers becoming a lesser percentage of total subscribers, this cost item will
decline as a percentage of revenue.

Customer service and billing is the second largest variable cost, and I expect it
will account for 14% of total industry variable costs in 2006. This line represents the cost
to service customer phone calls, Internet requests, billing, and information technology for
front office applications. It is often quoted as a per subscriber per month figure (XM
reported $1.30, and Sirius reported $1.05, in customer service and billing in 2Q06). Total

customer service and billing costs typically grow with the number of subscribers and,
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therefore, the amount of revenue, but there are some economies of scale that result in a
decline as a percentage of sales over time.

While revenue share is not currently a large cost item, it is likely to become more
importaﬁt over the long term as auto subscribers become a larger percentage of the
industry subscriber base. This cost item consists primarily of monthly payments to car
manufacturers for the subs-cn'bers they generate, with a smaller amount paid to some
content providers.

Royalties represent payments made to copyright owners of musica} works (music
publishers) and sound recordings (record companies), which have historically amounted
to only 6%-7% of subscription revenues. In my projections, SoundExchange has asked
me to assume that its current royalty rate proposal is adopted. Accordingly, my
sensitivity analysis provides the Court a sense of the economics of the SDARS in the
event it adopts SoundExchange’s royalty proposal.

(i1)  Semi-Variable Costs. Although most costs can be classified as primarily

fixed or variable, in my opinion advertising and marketing expenses should be viewed as
semi-variable. First, aside from the cost of the in-house marketing staff (which is de
facto a part of overhead), marketing is a discretionary cost even in the short term, thereby
not making it consistent with the concept of a fixed cost. At the same time, while many
variable costs are incurred simultaneously with revenue recognition, discretionary
marketing expenses are usually incurred in advance of revenue and the amount does not
always correspond to revenues, as is the case with most variable costs. In other words,
these costs share some of the characteristics of fixed costs and some of the characteristics

of variable costs. While marketing expenses will grow faster than fixed expenses (which
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over time should follow inflation), they should decline as a percentage of revenue as the
industry grows.

(ii1) - Fixed Costs. The key fixed cost items for the SDARS are programming
and content; satellite and terrestrial transmission; engineering, design, research, and
development; and general and administrative expenses.

Programming and content accounts for the largest portion of fixed costs
(estimated to be close to half of fixed costs in 2006) and primarily represents the cost of
non-music related content made available to subscribers. The majority of these costs are
related to major sports and personality deals, such as Sirius’s agreement with radio
personality Howard Stern, valued at a minimum of $500 million over five years in cash
and stock. Similarly, XM is paying Major League Baseball $650 million over 11 years,
including MLB extension options (see Appendix L for additional detail).®

Satellite and terrestrial transmission costs relate to the operation (but not the
upfront cost) of the satellite infrastructure and the network of terrestrial repeaters needed
to ensure signal coverage in various places. These costs account for roughly 18% of total
industry fixed costs. The various categories of engineering and development costs,
expended to maintain and improve the service and devices from a technical standpoint,
are about 12% of fixed costs, with general and administrative costs, the in-house
marketing staff, and various miscellaneous items accounting for the rest.

(iv)  Depreciation. While not a cash expense, depreciation reflects the annual
cost associated with capital expenditures and, in the long term, cash outlays by way of

replacement investments. The vast majority of the capital expenditures resulting in

8 As1 discuss in what follows, I treat the sound recording royalty at issue here as a variable cost because
the cost increases when revenue increases. Such treatment would be appropriate for any type of content
costs that vary with respect to revenue or number of subscribers.
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subsequent depreciation expense are related to the satellites and the terrestrial repeater
networks. The former typically have useful lives of approximately thirteen to fifteen
years, while the latter are depreciated over five to fifteen years.

(v)  Other Costs. The remaining costs on the income statement are non-
operational, i.e., costs associated with fhe financing of the companies’ operations and
other costs. These items include interest expense and interes-t income, preferred
dividends, and the recognition of stock-based compensation, as well as changes in value
of the equity position in the SDARS’ respective Canadian operations, various taxes, and
similar non-operating items.

As non-operational, these items are not relevant in my analysis of the cash flow of
the SDARS industry, but are considered when determining liquidity needs.

c) Recapitulation of Drivers of SDARS Profitability

As already discussed, three key metrics are integral to ;[he SDARS’ long-term
success and profitability — (i) subscriber growth and churn, (ii) subscription rates
(ARPU), and (iii) subscriber acquisition costs (SAC). Having provided research on
service-based businesses for almost a decade, I have found that if these factors are
managed properly, the companies are almost always successful. There is every reason to
believe the SDARS will be successful in managing these metrics and operating profitable
businesses.

I base my statement in the foregoing on several specific points relevant to the
SDARS. As a high margin duopoly with substantial fixed infrastructure costs, both
Sirius and XM need to maintain healthy revenue growth in order to achieve profitability.
As discussed in my analysis, revenue growth is, in its simple form, a factor of the number

of subscribers and ARPU. Not only do [ expect strong subscriber growth for the industry
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over the long term, but ARPU should trend upwards with inflation as well, producing a
multiplying effect on revenue. The proper management of SAC is the other key driver in

determining the SDARS?’ level of profitability:

2. Balance Sheet Analysis

Following recapitalized balance sheets in 2003 and solid access to capital since
then, the SDARS currently have healthy balance sheets.

a) Assets, Liabilities, Equity. Due to the high investments in their
infrastructures, and losses associated with the industry’s launch, the SDARS are presently
asset-rich but equity-poor. In fact, both XM and Sirius are now in a “negative equity”
position, meaning that their liabilities exceed their éssets. Importantly, however, this
accounting phenomenon is without significance in the financial analysis of the industry,
because it does not take into account the value of the subscriber base or future subscriber
growth, profitability, and cash flow.

b) Leverage. In analyzing the reasonableness of the SDARS current debt
load, traditional credit ratios are not relevant because of the industry’s start-up nature. I
do, however, believe the companies’ combined long term debt load of $2.4B is very
manageable for three reasons. First, the combined interest expense of $178M is only
11% of 2006 expected revenues and this percentage should decline significantly over the
next several years as subscribers and revenues grow. Second, of the total long-term debt
figure, all but $126M comes due in 2009 or later. By that time, I believe that both
companies will be producing positive free cash flow, meaning they will be able to finance

their business and debt payments with internally generated cash flow. Third, $2.2B of
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the long term debt is fixed rate, with only $200M subject to the risks of floating inferest
rates, meaning that the vast majority of debt costs are fixed.

c) Liquidity. Although both companies are still utilizing cash each year to
fund their operations, I believe they are both fully funded based on the following: cash
balances, marketable securities, restricted investments, and lines of credit.

As of June 30, 2006, Sirius had liquidity of $792M, which consisted of $535M in
cash, $49M in marketable securities, $108M in restricted investments, and a $100M line
of credit from Loral. Ibelieve this liquidity is sufficient to fund the company’s $783M in
free cash flow losses that I expect through 2008, with positive free cash flow projected
for 2009.

Similarly, as of June 30, 2006, XM had liquidity of $834M, which consisted of
$431M in cash, $3M in restricted investments, a $150M line of credit from GM, and a
$250M bank line of credit (XM Radio must maintain $75M in cash to use the bank line
and borrowings are limited to $50M until less than $75M of senior secured notes are
outstanding). I believe this liquidity is sufficient to fund the company’s $695M in free
cash flow losses that I expect through 2008, with positive free cash flow projected for
2009.

Based on this analysis, I do not believe that the adoption of Sound Exchange’s
rate proposal would require the SDARS to access the public capital markets and therefore

would not affect their ability to remain going concerns.
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D. SDARS FINANCIAL PERFORMANCE PROJECTIONS

1. Subscriber Projections

Due to its low price ($11 per month on average), high utility (one hundred-plus
Achannels of audio), and only 12 million subscribers, I believe that the satellite radio
industry has significant growth potential. In this section, I forecast long-term satellite
radio subscribers. I start with a discussion of the size of the market opportunity.

a) Market Potential. Due to the similarities between pay TV and pay radio,
it is tempting to assume that they have the same target market. While satellite radio does
indeed have the ability to serve the 110 million households in the U.S., it is also targeted
at the country’s roughly 140 million cars, 95 million trucks, 23 million small businesses,
and 18 million boats, for a total of nearly 390 million (Appendix M). I note that this
figure does not include any personal devices integrated with satellite radio such as MP3
_ players, iPods, PDAs, cell phones, or computers, which together number in the hundreds
of millions. When making my forecast, I take into account the overlap that these target
markets have with individuals. For example, including portable devices, the total market
opportunity could be considered over 600 million, although there are only 300 million
people in the U.S. While some people already have multiple subscriptions for their car,
home, boat, etc., to be conservative I do not take account of the multiple subscriptions.
Accordingly, while I believe that the 235 million cars and trucks are the core market for
satellite radio, I also believe that the total U.S. population is the most appropriate way to
determine the size of the entire target market.

b) Subscribers. Consistent with other analysts, I predict strong subscriber
growth for the SDARS. In forecasting the total number of satellite radio subscribers over

the long term, I conduct distinct analyses of the auto and retail markets (the other
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channels of distribution are a very small segment of the total and expected to become
smaller).

@) Auto Subscribers. Auto subscriber growth is primarily driven by four

factors: auto production, the number of satellite radio-capable auto lines, the installation
rate of those lines, and the conversion rate. I will discuss each of these in turn.

First, as mentioned previously, each satellite radio company is exclusively aligned
with several OEMs, and their respective auto production levels determine the potential
for satellite radio gross adds in a given period of time. Satellite radio subscribers are
typically counted when the car or truck is delivered to the dealer lot (due to automatic
activation and promotions). Second, not all auto lines currently offer satellite radio as a
factory option. While this figure is increasing every year, it varies significantly from a
single-digit percent of production to nearly 100%. Third, not all satellite radio-capable
autos are actually installed with the devices at the factory. This figure, called the
installation rate, is also increasing rapidly and varies significantly by OEM. Factory
installed satellite radios are much more successful in generating gross adds than dealer
installed ones. Lastly, the vast majority of auto subscribers are sourced through
promotions (i.e., 3 months free from XM and 6-12 months free from Sirius). The
SDARS have had great success with these promotional offers — fully 50% of promotional
auto subscribers begin paying for the service themselves after the end of the promotional
term.

Taking all of these factors into account, I forecast that autos produced for sale in
the United States will increase from approximately 17 million cars and trucks in 2005 to

about 20 million in 2020, equating to a 1% compound annual growth rate. More
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mmportantly, I expect both auto line availability and the installation rate to hit 90%-100%
~ over this period of time, as many OEMs make satellite radio standard equipment.

Finally, I expect the conversion rate to fall from the current 55% level to the high 40s as
satellite radio is built into lower priced autos. These factors result in an expectation of
auto satellite radio subscribers increasing from about 4.2M in 2Q06 to approximatély 36
million in 2020, or a 13% penetration of the 270 million autos expected in the U.S. at that
time. Iam attaching Appendix N showing these calculations.

(i)  Retail Subscribers. While most successful service-related businesses

generally experience rising gross adds over the long term, I am forecasting flat to down
retail gross adds through 2020 due to the cannibalization effect of auto subscribers. The
majority of autos do not yet have satellite radio factory installed. As a result, many
people purchase a device in a retail store and then install it themselves or with the help of
a technician. As auto penetration increases over time, however, I believe it will result in
fewer retail gross adds. This cannibalizing is partially offset, however, by the purchase
of portable devices such as satellite radio/MP3 players. Although I am expecting flat to
down retail gross adds over the next 15 years, I do believe that churn will continue to rise
as total subscriber growth slows. Accordingly, I believe that retail net adds will turn
negative in 2015 and stay that way going forward. When combined, my gross add and
churn estimates result in retail subscribers increasing significantly from the current level
of 7.3 million to 16.2 million by 2020. I am enclosing Appendix O to provide more
detail on these calculations.

(1ii))  Total Subscribers. Based on the auto and retail estimates above, and a

modest rental car forecast, I expect the total number of satellite radio subscribers to
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increase from about 12.3 million today to approximately 40 million in 2012, to 53 million
in 2020, equating to a 10% compound growth rate, as shown in Appendix P. This figure
equates to 15% of the total U.S. population of 345 million expected at that time. This
forecast reflects a 51%/49% split of subscribers between XM Radio and Sirius in 2020,
with the former growing slightly larger due to higher auto production from its exclusive
partners. Although XM has stumbled this year in terms of subscriber growth, I believe it
has addressed the appropriate issues and expect the company to be back on track within a

few quarters.

2. Revenue Projections

Based on the subscriber forecasts above, ARPU estimates, and non-subscriber
revenue projections, I believe that satellite radio industry revenues will increase fourteen-
fold over the next fifieen years to approximately $11.1 billion (Appendix Q). A
reasonable estimate for the year 2012, at the end of the next license period, is $6.4 billion.
Subscriber revenue is the primary driver, accounting for about 85% to 90% of the total.
Along with net subscriber growth, maintaining a healthy subscription price is integral to
this forecast.

In respect to subscription price, as a result of the high customer satisfaction
associated with satellite radio (i.e., self-pay churn under 2% per month) and the duopoly
industry structure, I believe that the SDARS will be able to increase their prices gradually
over time (at least in line with inflation), much as pay television does today.

Accordingly, I expect the subscription ARPU to grow from the current level of about

$10.31 to the mid-teens by 2020. Importantly, this forecast reflects potentially increased
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competition for portable aundio from non-SDARS, but also accounts for data and video
services, both of which should push ARPU up.

The remaining revenue forecast reflects estimates for activation, merchandise,
other, and advertising, with the latter accounting for the majority of these ancillary
revenue sources. While advertising is currently a relatively small part of the satellite
radio business, I believe that it could ultimately account for about 10% of total revenue,
driven by non-music programming and, ultimately, commercials on music channels

(similar to the progression of pay TV).

3. EBITDA Projections

Based on the revenue estimates above and m)} cost forecasts, I am projecting that,
with SoundExchange’s royalty proposal 'being approved, the SDARS will generate total
industry EBITDA of approximately $2.1B in the year 2020 (Appendix R). This figure
reflects an EBITDA margin of about 19%. This is the result of (i) variable costs,
excluding the SoundExchange royalty, of about 37% of total revenue, (ii) estimated
marketing costs of 8%, (iii) the proposed SoundExchange royalties, and (iv) fixed costs
of about 15%. Among the key variable cost items, I expect SAC to decline to
approximately $50, and customer service and billing per subscriber per month to decline
to approximately $0.80, over the next several years before growing at inflation. In

addition, I expect revenue share to approximate 20% of auto subscriber revenue.

4. Net Income Projections

Based on the revenue and cost estimates above, along with non-operating expense
forecasts, I am projecting satellite industry net income of $1.3B in 2020 (Appendix S).

By 2020 I expect both companies to be paying a full corporate tax rate of 40%, as

28





compared to the virtual lack of taxes today. This forecast equates to a combined net
profit margin of about 12%. This estimate includes $592M in pretax interest income on
the $13.5B in cash on balance sheets in 2020. In reality, it is likely that XM and Sirius
will utilize this cash to make acquisitions or enter new businesses (resulting in an array of
potential outcomes), buy back stock, pay down debt, or issue dividends. But it is

imprudent to estimate such speculative events in financial forecasting.

5. Free Cash Flow Projections

Based on the all of the estimates above, and my forecasts for capital expenditures
and working capital changes, I forecast that the satellite radio industry will generate
approximately $1.6B in free cash flow in the year 2020, following Sirius’s expected

replacement of satellites in 2012 and XM’s in 2019 (Appendix T).

6. Risk Factor Analysis

a) Subscriber Growth. With subscriber growth being the major driver of the
SDARS’ profitability, it obviously also constitutes the biggest risk factor. A material
downward deviation from my forecast would have a significant impact on the SDARS’
profitability. Mitigating this risk is the very impressive subscriber growth of the industry
to date, exceeding that of wireless and cable TV within their first 5 years of service.’
Further, my long term forecast only calls for only 15% penetration of the target market.

b) SDARS Competition. Although XM and Sirius form a duopoly, they have
shown aggressive marketing and content tactics, reducing returns in the industry. In the
event the companies engage in ultra-competitive behavior, this could erode their ARPU,

increase SAC, and hurt their profitability. However, I believe that both companies will

7 According to Greystone Communications in an XM Radio presentation at the Merrill Lynch Media and
Entertainment Conference on Sept. 14, 2006.
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produce si gniﬁéant profitability in the future even if they do not moderate some of their
current activities. Further, I find it highly unlikely that the internal competition within
the SDARS industry would intensify from today’s level.

c) New Technologies. Satellite radio offers the most robust audio signal
available today, particularly in autos. However, new technologies such as MP3 players,
High Definition Radio, multimedia cellphones, and wireless Internet provide some
competition. Going forward, it is impossible to predict exactly how technology will
develop, but I do not see the SDARS’ significant advantage in cars and trucks being
presently threatened.

d) Auto Relationships. Given that GM currently accounts for over one-third
of all XM subscribers and that I believe auto will comprise the majority of industry
subscribers in the long run, maintaining good relationships with the OEMs is imperative.
Further, the current auto sales problems at GM, Ford, and DaimlerChrysler, and Delphi’s
bankruptcy create additional risks for the SDARS because such issues are largely outside
of their control. That said, auto production will continue (even if there is some
restructuring within the auto industry) and the SDARS are likely to maintain their strong
position in this distribution channel.

€) Government Activities. The SDARS have had to address some
government inquiries that could have an adverse effect on the satellite radio industry.
Earlier this year, the FCC began investigating satellite radios that had built-in FM
modulators due to interference complaints. While both XM and Sirius are working
diligently to correct the problems (and already have received certifications for several

radios), this issue has exposed a possible problem that could re-emerge and hinder the
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industry’s growth. Also, the FTC is investigating some of XM’s marketing practices as it
relates to the “Do Not Call” list. Ibelieve any monetary fine against the company will be
at most of marginal significance, but future restrictions on advertising practices could
have an impact on subscriber growth.

The major recording companies have sued XM for copyright infringement related
to the introdu-ction of certain of XM’s new portable devices. Iam not a legal analyst, but
the published analyst reports do not consider this litigation to be a substantial threat to the
industry’s viability. Finally, the PERFORM Act (Platform Equality and Remedies for
Rights Holders in Music Act of 2006) has been introduced in Congress. If passed, the
proposed legislation would change the legal standard applied in future rate setting
proceedings, and might subject the SDARS to some additional fees. I do not know how
likely it is that this bill will pass, although it does not appear to have progressed much

during the most recent legislative session.

E. PROJECTED VALUATION OF THE SDARS INDUSTRY

1. Valuation Models for the SDARS Industry

Based on the projections detailed above, I estimate that using discounted cash
flow analysis the satellite radio industry is worth approximately $9.3B today versus its
current combined basic enterprise value, which is also $9.3B (Appendices A and B).

My discounted cash flow model incorporates expected cash flows of the SDARS
through 2020 and then uses a multiple to value all cash flows beyond that year. Due to
the current negative cash flows of both Sirius and XM, the terminal value in my model
accounts for nearly one-half of the projected valuation. This implies that the analysis is

very sensitive to the multiple applied to it, which is calculated using the cost of capital
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. and terminal growth. The former reflects the companies’ weighted average cost of
| capital of debt and equity (WACC), while the latter equates to the estimated long term
-annual growth of cash flows.
For both XM and Sirius, I use 4% terminal growth, but my WACC estimates vary
due to the companies’ current risk assessment (i.e., 10.5% for Sirius and 11% for XM).
Finally, any cash flows that a1;e not consolidated in the companies’ financial statements
due to less than controlling interests are valued and added to the U.S. operations. Such

assets include stakes in Canadian operations and XM’s WorldSpace shares.

2. Sensitivity Analysis/Alternate Scenarios

As part of my financial research, I conducted sensitivity analysis on my estimates
to determine how sensitive the forecast is to various inputs. Further, this analysis is used
. to determine reasonable, best, and worst case scenarios for the companies. While my
results are summarized in Appendix U, there are a two key takeaways. First, a 20%
increase in SAC or churn results in meaningful declines in EBITDA, free cash flow, and
enterprise value. Second, a 20% decrease in ARPU has the largest impact on revenue,
EBITDA, free cash flow, and enterprise value. Accordingly, I believe it is imperative
that satellite radio companies maintain valued content and offer additional services in

order to grow ARPU over time,

F. PROJECTED IMPACT OF THE SOUNDEXCHANGE ROYALTY
RATE ON SDARS VALUATION

In addition to the sensitivity analysis conducted above, I calculated the impact of
SoundExchange’s proposed royalty rates on the cash flow, liquidity, and value per share

of the SDARS. For the purposes of my analysis, I calculated the current royalty rates for
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the music publisher and sound recording artist royalties collectively to be 7.0%, which is -
the figure frequently used by analysts.

The most important finding of my analysis is that the proposed royalty rates are
unlikely to affect adversely the SDARS status of being “fully funded”, ;'.e., their ability to
reach positive free cash flow with their existing capital structure and, therefore, not be
dependent on the capital markets for liquidity. ’I;he proposed royalty rates of 10% for
2007 and 12% for 2008 represent 6.5 and 8.5 percentage point increases, resulting in an
incremental royalty expense of around $218 million for XM and $205 million for Sirius
in those years. According to my analysis, this should not create an issue with respect to
liquidity for the SDARS, and should therefore not disrupt their operations. After 2008,
both SDARS are projected to be free cash flow positive and capable of digesting the

increase in their variable costs that the proposed royalty rates would impose.

IV. CONCLUSION

As I'have outlined in my testimony, the broad consensus amongst analysts
covering the satellite radio industry, as well as the results of my own independent
research and analysis, is that the SDARS have a bright future ahead of them. The
attractive duopoly structure of the industry combined with an attractive product offering
giving consumers an unprecedented breadth of music and other programming is broadly
considered a recipe for financial success.

I have evaluated the impact of the royalty rates proposed by SoundExchange on
the SDARS’ financial future, and it is my conclusion that if the rates are approved they
will not disrupt the SDARS?’ ability to remain going concerns and succeed in the

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

best of my knowledge and belief.

w1000t Sear- POy

Sean Butson - }
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Subscriber Market Share
APPENDIX C
Source: Sirius and XM Radio

2002 2003 2004 1Q05 2Q05 3Q05
Sirius 29,947 261,061 1,143,258 1,448,695 1,814,626 2,173,920
XM Radio 347,159 1,360,228 3,229,124 3,770,264 4,417,490

4Q05 1Q06 2Q06 3Q06
3,316,560 4,077,747 4,678,207 5,119,207
5,034,642 5,932,957 6,501,859 6,899,871 7,184,871

B XM Radio
[ Sirius

2002 2003 2004 1Q05 2Q05 3Q05 4Q05 1Q06 2Q06 3Q06






Satellite Radio Subscription Prices

APPENDIX D
Source: Sirius and XM Radio

Sirius XM Radio
Monthly Price:

Basic $12.95 $12.95
1 Year $11.87  $11.87
2 Years $11.33 $11.33
Family Plan’ $6.99 $6.99
Business $24.95 $27.95
Lifetime Cost $499.99  $599.40

'Additional radios
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‘ Retail Subscriber Share

APPENDIX G
Source: Sirius and XM Radio
2003 2004 1Q05 2Q05 3Q05 4Q05 1Q06 2Q06
Retail 995,490 2,776,401 3,294,373 3,868,188 4,383,286 6,066,350 6,904,919 7,349,692
Auto 568,180 1,527,996 1,847,441 2,292,877 2,755,965 3,111,754 3,609,121 4,158,563

B Auto
Retail

2003 2004 1Q05 2Q05 3Q05 4Q05 1Q06 2Q06
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SDARS Auto Factory Installation

APPENDIX |
Source: Sean Butson, Sirius, XM Radio

2006 2007 2008

Auto Sales 16 16 16
Installations 3 5 7
Install Rate 21% 32% 42%

2009 2010 2011
16 17 17
8 10 11
50% 58% 64%

70%

Millions

2006 2007

1L 60%

- 1 50%
T 40%
. 30%
ot 20%

1 10%

2008 2009 2010 2011

0%

=] Auto Sales
Installations
Install Rate






Incremental Subscriber Margins
APPENDIX J

Source: Sean Butson

Churn
Average Subscriber Life (months)
ARPU
Revenue
Variable Costs (excluding royalties)
Sales and Marketing

Incremental Cash Flow

Amount
2.1%
48.0
$11.00
$528

174

40

Margin

33%
8%

$314

59%
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Satellite Radio Major Content Deals

APPENDIX L

Source: Sirius and XM Radio
Date

NASCAR 1/6/00

MLB' 10/20/04

NHL? 9/12/05

Oprah & Friends 2/9/06

Term includes 3 year MLB option
2$69M funded by XM Canada

SIS

NFL 12/16/03
Howard Stern 10/6/04
NASCAR 2/22/05
Martha Stewart 4/18/05

Exclusive

Until 1/1/07
Yes

Starting 07-08 season
Yes

Yes

Yes
Starting 1/1/07

Yes

Amount

Undisclosed
$650M

$100M
$55M

$188M
$500M
$107.5M
$30M

Term
(years)

7
11

10
3

B~ 0o





SDARS Market Potential

APPENDIX M
(millions)

Source: FCC, Small Business Administration, U.S. Dept. of Transportation, National Marine Manufacturers Association

Cars
Trucks
Households
Small Businesses
Boats

Total

140
95
110
23
18
386

Millions
Cars, 140

Boats, 18

Small
Businesses, 23

Households, 110

Trucks, 95
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Sensitivity Analysis
APPENDIX U

Source: Sean Butson

2020 2006
Free Enterprise
Revenue EBITDA CashFlow Value
SAC 0% -14% -17% -19%
Churn -12% -36% -41% -43%
ARPU -20% -64% -78% -92%
Sirius 5,244 1,041 878 4,889
XM Radio 5,848 1,085 729 4,378
Total 11,092 2,126 1,607 9,267
SAC
Sirius 5,244 921 762 4,116
XM Radio 5,848 916 572 3,391
Total 11,092 1,837 1,334 7,507
Churn
Sirius 4,639 691 577 3,000
Churn 5,076 660 371 2,304
Total 9,715 1,351 948 5,304
ARPU
Sirius 4,195 391 267 608
XM Radio 4,690 382 84 125

Total 8,885 773 351 733





SEAN PAUL BUTSON, CFA
P.0. Box 6995 Dillon, CO 80435
Cell: 301-252-4919

spbutson(@comcast.net

_AREER SUMMARY

Over a decade of experience in both debt and equity capital markets, either providing capital or advising institutional investors.
Performed extensive valuation and competitive landscape analysis via complex financial models and written reports, with a focus on
the media and telecom industries. Developed significant relationships and received the following awards in 2002: #1 in stockpicking
from the Wall Street Journal for Wireless Services and #3 in the Greenwich Institutional Investor Poll for Communications Towers.

WORK EXPERIENCE

Legg Mason, Baltimore, MD, 1997-2005

Principal/Equity Analyst, Media Industry, 2003-2005

 Senior media equity research analyst covering the satellite radio, Hispanic media, cable networks, film, and TV broadcasting
sectors (including XM Radio, Sirius, Viacom, and Univision) via financial models, written reports, and oral communication with

. clients thronghout the U.S. and Europe

¢ Established as one of the premier satellite radio analysts, with average annualized Buy-rated stock appreciation of 100%

o Authored dozens of reports on the satellite radio industry, including forward-looking pieces on technology, subscriber growth, and
content

s Frequently appeared on CNBC and quoted in major publications regarding the media industry

e Asked to lecture MBA courses on finance and capital markets

Principal/Equity Analyst, Wireless Services and Tower Industries, 2000-2002

o Received Wall Street Journal award as the #1 stockpicker (co-coverage) in the wireless services industry (including Nextel, Sprint
PCS, and AT&T Wireless) in only year eligible (2002)

o Finished 3rd in the 2002 Greenwich Institutional Investor Poll for Communications Towers

» Leading analyst covering the tower industry; provided extensive research coverage of American Tower, Crown Castle, and SBA
Communications, while avoiding Pinnacle and SpectraSite, both of which went bankrupt

» Top-5 analyst in department of 35+ professionals

Authored major reports on the wireless industry, including The Wireless Industry Scorecard and What’s Next for Wireless
¢ Served as an expert witness

Associate Equity Analyst, Wireless Services, Towers, and Equipment Industries, 1997-1999

¢ First associate analyst promoted to analyst of 1997 hires

o Drafted equity research reports, built valuation models, and discussed investment theses with Legg Mason clients in the wireless
services, equipment, and tower industries (including Nokia, Ericsson, and Motorola)

Bank of America, Bethesda, MD, 1995-1997

Portfolio Manager, 1997 -

e Manager of a $20 million debt portfolio of middle market clients with annual revenues from $10-$250 million

» Structured debt financing for clients, which included senior debt, revolving credit facilities, and standby letters of credit

Credit Analyst, 1995-1996
o Graduated the credit training program with the “Top Analyst” Award
» Underwrote various debt facilities for middle market clients

Kaulkin and Associates, Bethesda, MD, 1994

Mergers and Acquisitions Analyst .

s Produced valuation analysis for mergers & acquisitions in the debt collections industry

» Composed company reports and contacted potential investors to market investment banking ideas

USF&G Insurance Corporation, Baltimore, MD, 1993 )
Financial Planning and Budgeting Analyst

s Designed and implemented expense forecasting models for the claims budgeting process for 37 branch offices

» Formulated cost analyses of competing records management systems

EDUCATION

Achieved Chartered Financial Analyst designation in minimum number of years (3)

Series 7, 86, and 87 registered

University of Maryland, College Park, MD, 1994 Wake Forest University, Winston-Salem, NC, 1993
Bachelor of Science, Finance: 3.8 GPA Bachelor of Arts, Politics: Dean’s List
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Sirius Radio Model

Prepared by SPButson 10/27/2006

Page 1

APPENDIX A
($thousands) 2005A) 1Q06A 2Q06A 3Q06E 4Q06E 2006E 2007E 2008E[ 2000E| 2010E 2011E 2012E 2013 2014E| 2015E 2016E 2017E 2018E 2019E 2020E
income Statement
Subscription revenue 233,635 117,991 136,020 164,239 170,664/ 578,914 985,585 1,408,028 1,814,196 2,186,681 2,524,042 2,835,599 3,126,481 3,401,117 3,660,793 3,904,603 4,129,868 4,337,020 4,530,234 4,711,423
Activation revenue 6,790 3,724 3,647 1,797 3,928 13,096 14,713 15,155 15,609 16,078 16,560 17,057 17,569 18,096 18,638 19,198 19,774 20,367 20,978 21,607,
Effect of mail-in rebates -16,810] -6,534 -2,031 -1,659 -13,074 -23,298| -23,997, -24,717| -25,458 -26,222 -27,008| -27,819 -28,653 -29,513 -30,398 -31,310 -32,250 -33,217 -34,214] -35,240
Subscriber revenue, net 223,615 115,181 137,636 154,378 161,518 568,713 976,302 1,398,467 1,804,347 2,176,537 2,513,594 2,824,837, 3,115,397 3,389,699 3,649,033 3,892,490 4,117,392 4,324,170, 4,516,998 4,697,790
Advertising revenue, net of agency fees 6,131 7,338 8,125 9,079 12,333 36,875 79,312 131,905 181,681 228,952 269,989 304,039 336,072 366,548 395,589 423,087 448,736 472,569 495,024 516,299
Equipment Revenue 12,271 3,692 3,096 2,123 6,959 15,870 16,346 16,837| 17.342 17,862 18,398 18,950 19,518 20,104 20,707 21,328 21,968 22,627| 23,306 24,005
Other revenue 228 453 1,221 1,233 1,246 4,153 4,277 4,406 4,538 4,674 4,814 4,959 5,107, 5,261 5,418| 5,581 5,748 5,921 6,098 6,2@‘
Total Revenue 242,245 126,664 150,078 166,813 182,056 625,610 1,076,237 1,551,613 2,007,907| 2,428,024 2,806,795| 3,152,784 3,476,094 3,781,611 4,070,747 4,342,486 4,593,844 4,825,287 5,041,426 5,244,375
% growth 262.3% 193 1% 187.5% 149.6% 127.6% 158 3% 720% 44.2% 294% 20.9% 156% 123% 10.3% 88% 76% 6.7% 58% 50% 4.5% 4.0%
Sales and marketing (ex revenue share) 158,100] 31,888 46,506 39,823 86,747 204,964 245,957 282,850 311,135 326,692 336,493 346,587 356,985 367,695 378,725 390,087| 401,790 413,844/ 426,259 439,047|
Revenue share (est.) 13,724 7,408 10,103 12,765 13,455 43,730 87,118 125,444 1786,139] 225,513 273,367, 320,135 366,060] 411,255 455,273 495,844 532,260 565,148 594,954/ 622,350/
Total Sales and marketing 171,824 39,296 56,609 52,588 100,201 248,694 333,075 408,295 487,274 552,205 609,859 666,723 723,045 778,950, 833,998 885,931 934,080 978,991 1,021,212 1,061,397
Customer service and billing 46,653 15,841 13,659 14,545 24,501 68,547, 90,442 100,276 129,328 156,155 180,637} 203,418 224,850 245,239, 264,669, 283,067 300,228 316,173 331,197, 345,430
Cost of Equipment 11,827 3,465 3,467 2,123 6,959 16,014 16,346 16,837| 17,342 17,862 18,398 18,950 19,518, 20,104 20,707, 21,328 21,968 22,627 23,308 24,005
Subscriber acquisition costs 349,641 109,144 108,663 81,790 154,925 454,523 436,008, 400,026 350,618 325,685 354,993 385,588 417,855 451,400 484,798 511,482 533,557 555,824 576,650 598,269
Other programming & content {est ) 59,845 22,189 23,890 25,789 27,723 99,690 119,628 137,572 151,329 162,679 170,813 179,354/ 188,321 197,738 207,624/ 218,008 228,906 240,351 252,369 264,987|
Royalties (est.) 16,354| 8,259 9,521 10,797 11,948 40,524 140,057 232,926 361,401 500,522! 645,058 818,887, 903,265 982,976 1,068,391 1,128,244 1,194,755 1,255,046 1,311,323 1,364,140
NASCAR (est.) 0 [ [ 0 0 0 18,750 20,156 21,668, 23,203 25,040/ 26,292 27,607 28,987| 30,436 31,958 33,556 35,234 36,996 38,845
Howard Stern costs (est ) [ 19,500 19,500 19,500 19,500 78,000 78,000 78,000 78,000 78,000 83,850 90,138 96,899 104,167, 111,879 120,378 129,406 139,111 149,545, 160,760
NFL costs (est.) 22,9961 6,496 0 6,600 9,900] 22,996 22,996/ 22,996 22,996 22,996 24,146 25,353 26,621 27,952 29,349 30,817 32,358 33,976 35,674 37,458
Total Programming and content 99,195 56,444 53,011 62,686 69,069 241,210] 379,431 491,650 635,394 796,490 948,907 1,140,025 1,242,713 1,341,819 1,437,780 1,530,402 1,618,980 1,703,718 1,785,807 1,866,191
Satelite and transmission 27,856 7,301 17,686 7,484 7,671 40,141 30,682, 31,603 32,551 33,528 34,533 35,569 36,636 37,736 38,868 40,034, 41,235 42,472 43,746 45,058
General and administrative 59,831 19,144 21,653 22,736 23,872 87,405 104,886 115,375 121,143 124,778 128,521 132,377| 136,348 140,438 144,652 148,991 153,461 158,065 162,807 167,681
Eng g, Design, and Di pment 42,925 12,679 12,775 13,094 13,422 51,870 59,766 65,742 69,029 71,100 73,233 75,430| 77,693 80,024/ 82,425 84,897| 87,444 90,068 92,770 95,553
EBITDA ~567,507, 136,650 137,445 +90,233 -218,565 562,893 -374,307 78,190 166,227, 350,222 457,714 494,705 597,437 685,802 762,851 836,354 902,922 957,349 1,003,832 1,040,781
Depreclation expense 98,555 24,933 25,738 26,060 26,751 103,482 109,771 114117 131,374 145,269/ 149,831 154,539 166,871 171,811 176,899 182,140 187,539 193,100 198,829 204,730
Equity granted to third parties and employees 284,586 67,289 0 0 351,875, 0 0 0 0 0 0 0) [ 0 0 0 0 0 0
Operating Income 446,169 -230,472 116,293 245,317 1,038,251 -484,167 «182,307 33,853 204,964/ 307,883 340,166 430,565 514,001 585,952 654,214 715,383 764,249 805,003 836,061
Debt restructuring 0 0 0 0 0| 0 0] 0] 0 v 0 0| 0| 0 0] 0 0 0 0
Interest and investment income 9,937 8,873 7,295 5,321 31,426 17,649 818 -8,979) -7,509] 9,248 32,692 15,924 46,222 82,491 124,263 170,660| 221,870 278,180 330,268
Income (expense) from affiiate 4,445 0 0 0 -4,445) [ 0 0 0 0 0 [} 0| 0 0| 0 0 0 0|
Other income 10 9 9 ] 37| 37, 37 37| 37 37] 37 37| 37| 37 37| 37, 37, 37, 37|
Interest expense, net of amount capitalized -17,124 -15,660 -17,032 -17,032, -66,848) -68,127| -68,127 -68,127| -68,127 -68,127| -68,127 -68,127| -68,127 -68,127 -68,127 -68,127, -68,127, -68,127 -68,127|
Income before taxes -860,686 -457,791 -237,250 -126,021 -257,018 -1,078,080 -534,808| -259,579 ~44,216 129,364/ 249,041 304,768, 378,399 492,223 600,353 710,377, 817,953 918,029 1,015,103 1,107,229
Taxes -2,311 -753 -578 -578 -578| -2,487 -2,487 -2,487) -2,487 -2,487 -2,487 -2,487 -2,487 -2,487 -2,487 -2,487' -2,487 -2,487| -2,487) -442,892)
Net income -862,997| -458,544 -237,828 -126,599 -257,596 +1,080,567| -537,085 -262,066 -46,703 126,877, 246,554 302,281 375,912 488,736 597,866/ 707,890 815,466 915,542 1,012,616 664,337
Cash Flow
EBITDA 567,507 136,650 137,445 -80,233 -218,565 -582,893 -374,387 78,190 165,227 350,222 457,714 494,705 597,437 685,902 762,851 836,354 902,922 957,349 1,003,832 1,040,761
Free Cash Flow +268,376 175,242 ~84,973 157,884 72,721 -490,820 -336,621 215,942 49,391 335,153 468,874 335,356 605,961 725,387 835,229 928,148 1,024,201 1,126,390 1,221,563, 878,019
Company Guidance
Revenue $225M $615M $1B; $3B
Subscribers 3M 6.3M
OEM Subscribers to double
Churn 1.5%) 1.8%!
SAC < $145 $110 down
Capex $110M
Cash Fiow from Operations minus Capex ($375M) positve ($500M) positive|positive $1B;
EBITDA ($540M) ($565M)
EBITDA -234.3%| -107.8% -91.6% -54.1% -120 1%, -93.2% -34.8% -5.0% 8.2% 14.4% 16.3% 15.7% 17 2% 18.1% 18 7%! 19.3% 197% 19 8% 19 9% 19.8%
Free Cash Flow -110 8% -138 4% -56 6% -94.6% -39 9% -78.5% -31.3% -13.9% 2.5%| 13.8% 16 7% -10.6% 17 4% 18 2%| 20.5%) 21.4% 22 3%)| 23.3%)| 24 2% 16 7%
FCF Conversion 47.3% 128.2% 61.8% 175.0% 33.3% 84.2% 89.9% 276.2% 20.9%) 95 7%)| 102.4% -67 8% 101.4%, 105.8%| 108.5% 111.0% 113.4%| 117.7%| 121.7%| 84.4%)|
Tax rate 0.3% 0.2% 0.2% 0.5% 0 2% 0 2%, 0.5%| 10% 5.6%| -1.8% -1.0% -0 8% -0 7% -05% -0.4%| -0.4%) -0.3%) -0.3% -0 2% -40.0%
Capex % of revenue 20.6% 4 3% 14 8% 24 6% 22.6%| 17.6%, 56% 4.0% 3 2% 27% 2.4% 2.2%) 21%) 2 0%! 1.9% 18% 18% 1.7%) 17% 17%;
Credit Ratios
Net debt & pref. / EBITDA 0.4 -1.3 -29 -16.4 75 286 0.9 15 0.3 -0 8 -1.8 -2.8 -37, -4.7) -5.7] -6.3]
EBITDA / int. Exp. -125 -87 -5.5 -1.1 24 5.1 67 7.3 8.8 10.1 12 123 13.3] 14.1 14 7| 15.3
Free Cash Flow
EBITDA -667,507| -136,650 -137,445 -90,233 -218,565 -682,893 -374,397 -78,190 166,227, 350,222 457,714 494,705 597,437 685,902 762,851 836,354 902,922 957,349 1,003,832 1,040,781
Capex -49,888 -5,496 22,284 -41,000 -41,2201 -110,000) -60,000 -61,800, -63,654/ -65,564/ 67,531 -69,656 -71,643; 73,792, -76,006 -78,286 -80,635 -83,054 -85,546 -88,112
New satellites 0 o [} [ 0! 0 1] ~150,000 -110,000 v} 0 -877,897 [V 0| 0 0 0 0 0 0
Cash taxes -2,311 -753 -578 -578 -578 -2,487 -2,487 -2,487 2,487 -2,487 -2,487, -2,487| 2,487 -2,487 -2,487| -2,487| -2,487| -2,487| -2,487| -442,892
Cash Interest expense -24,387 -26,819 -4,651 -16,270 -16,270; -64,010) -65,079 -65,079) -65,079| -65,079 -66,079 -65,079 -66,079 -65,079 -65,079) -65,079 -65,079 -65,079 -65,079, -65,079
Cash interest income 26,878 9,937 8,873 7,285 5321 31,426 17,649 818 -8,979 7,509 8,248 32,692 15,924 46,222 82,491 124,253 170,660 221,870] 278,190 339,268
Cash preferred dividends 0] [ 0 0 0 0 0 0 0 0] 0 0] 0 0 0 0 [ 0f 0 0]
FCF before WC change 617,215 159,781 -156,085 140,786 271,312 -727,964 -484,314 -356,738 -85,972 209,583 331,865 487,622 474,151 590,766 701,770 814,755, 925,382 1,028,600 1,128,911 783,966
Working capttal change 348,839 {15,461} 71,112 {17,098} 198,591 237,144 147,692 140,796 135,363 125,570 137,008 152,266 131,809 134,621 133,460 113,393 98,820 97,790 92,652 94,052
Free Cash Flow 268,376 175,242 84,973 157,884 72,721 -490,820| -336,621 215,942 49,391 335,153 468,874 -335,356/ 605,961 725,387| 835,229 926,148 1,024,201 1,126,390 1,221,563 878,019
Line of credit 0 0 100,000 100,000 100,000] 100,000 100,000 100,000 100,000 100,000/ 100,000 100,000 100,000 100,000! 100,000 100,000 100,000 100,000 100,000 100,000
Line outstandings 0| 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0 0
Line avallability [ 0 100,000 100,000 100,000 100,000 100,000 100,000 100,000| 100,000] 100,000 100,000 100,000 100,000 100,000 100,000 100,000, 100,000 100,000} 100,000
Restriction 0 [ 0 0 0| 0 0 [V 0 v 0 0 0f 0| 0 0 0] 0 0 0
Net line avallability 0 0 100,000 100,000 100,000 100,000 100,000 100,000 100,000, 100,000] 100,000 100,000 100,000 100,000 100,000 100,000 100,000 100.000] 100,000 100,000
Cash and restricted nvestments 986,872 823,546 691,903 534,019 461,298 461,298 124,677, -91,265, -41,874 203,279 762,153 426,797 1,032,758 1,758,144, 2,503,374 3,521,622 4,545,723 5,672,113 6,893,676 7,771,695]
Liguidity 823,546 791,003 634,019 561,298 561,208 224,677 58,126 393,279 862,153 526,797 1,132,758 1,858,144 2,693,374 3,621,522 4,645,723 5,772,113 6,993,676 7,671,695' F I N AL
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($thousands) 2005A] 1Q06A 2Q06A 3Q06E 4Q06E 2006E 2007E 2008E] 2000E] 2010E 2011E 2012E 2013E 2014E] 2015E] 2016E] 2017E] 2018E] 2019E] 2020E|
138 ASSETS
139 Cash and cash equivalents 762,007| 630,831 534,963 377,079 304,358 304,358 -32,263 -248,205 -198,814 136,339 605,213, 260,857 875,818 1,601,204| 2,436,434 3,364,582, 4,388,783 5,615,173 6,736,736 7,614,755
140 Marketable securities 117,250, 84,400 48,625 48,625 48,625 48,625 48,625 48,625 48,625 48,625 48,625 48,625 48,625 48,625 48,625 48,625 48,625 48,625 48,625 48,625
141 Accounts recevable 31,688 19,959 18,922 21,032 22,954 22,954 39,487 56,929 73,671 89,085 102,982 115,676 127,539 138,748 149,357 159,327| 166,549 177,041 184,971 192,417|
142 Inventory 14,256 15,454 25,110 18,900 35,800 35,800] 34,342 31,508 27,616 25,653 27,961 ’ 30,371 32,912 35,554 38,185 40,287| 42,025 43,779] 45,420 47,122
143 Restricted nvestments, short-term 25,165 25,165 25,165 25,165 26,185 25,165 25,165/ 25,165 25,165 25,165 25,165 25,165 25,165 25,165 25,165 25,165 25,165 25,165 25,165 25,165
144 Prepald expenses 18,248 37,016 52,776 47,182 73,536 73,536 88,269 99,171 112,124] 126,431 142,938, 161,740 175,162 188,369 201,281 213,343 224,587 235,358 245,682 255,782,
145 Other current assets 42,834/ 45,600 43,597 38,976 60,746, 60,746 72,917| 81,923 92,623 104,442 118,078 133,610 144,697 155,607 166,273 176,237 185,526 194,424/ 202,952_[ 211,296
146  Total current assets 1,011,448 858,425 749,158 576,959 571,184 571,184 276,542 95,116 181,010 555,739 1,070,962 785,044/ 1,429,918 2,193,273 3,065,319 4,027,568 5,083,261 6,239,565 7,489,550 8,395,163
147 Property and equipment, gross 1,206,002, 1,209,056 1,222,757 1,265,198 1,287,631 1,287,631 1,338,618 1,541,048 1,703,914 1,757,550 1,812,778 1,957,435 2,015,376 2,075,061 2,136,541 2,199,872 2,265,108 2,332,306 2,401,526 2,472,827
148 Accumulated depreciation -377,645) -402,578 -428,316 -454,376 -481,127 -481,127 -590,898 -705,015) -836,389 -981,648) -1,131,479| -495,911 -662,7831 -834,594 -1,011,493 -1,193,633 -1,381,172 -1,574,272 -1,773,101 -1,977,831
149 Property and equipment, net 828,357 806,478 794,441 800,822 806,504 806,504 747,720, 836,032 867,525 775,902, 681,209 1,461,523 1,352,593 1,240,467 1,125,049 1,006,239 883,936 758,034 628,424 494,996
150 FCC license 83,654 83,664 83,654 83,654 83,654, 83,654 83,654 83,654 83,654, 83,654 83,654 83,654 83,654 83,654/ 83,654 83,654 83,654 83,654 83,654 83,6541
151 Restricted investments 82,450, 83,150 83,150 83,150 83,150| 83,1501 83,150 83,150 83,150 83,150 83,1501 83,150| 83,150 83,150| 83,150 83,1501 83,150 83,150 83,150 83,150
152 Deferred Financing Fees 16,303 15,603 14,908 14,908 14,908 14,908 14,908 14,908, 14,908 14,908] 14,908| 14,908 14,908| 14,908 14,908 14,908 14,908 14,908 14,908 14,908
153 Other long-term assets 63,150] 60,704 86,085 93,891 101,925 101,925 107,927, 114,286| 122,063 130,979 140,271 149,949 160,641 171,737 183,252 195,196| 207,584/ 220,429 233,744/ 247,544/
154  TOTAL ASSETS 2,085,362 1,908,104 1,811,396 1,653,384 1,661,325 1,661,325 1,313,901 1,227,147| 1,352,310 1,644,332 2,074,243 2,578,229 3,124,863} 3,787,190, 4,555,332 5,410,713 6,356,494/ 7,399,740 8,533,431 9,319,414
155
156 LIABILITIES
157 Accounts payabie and accrued expenses 331,953 293,500 345,979 308,305 482,071 482,071 578,657 650,127 735,044 828,833 937,046 1,060,306 1,148,294 1,234,876 1,319,517 1,398,593 1,472,306 1,542,917 1,610,593 1,676,810
158 Accrued interest 23,546 13,083 24,703 24,703 24,703 24,703 24,703 24,703 24,703 24,703 24,703 24,703 24,703 24,703 24,703 24,703 24,703 24,703 24,703 24,703
161 Deferred revenue 251,468 285,186 310,830 315,113 390,640 390,640 466,425 550,965 621,753 679,846/ 741,023 804,888 872,244 942,266 1,011,984 1,067,684 1,113,764 1,160,246 1,203,719 1,248,845
162  Total current liabilities 606,967 591,769 681,512 649,121 897,415 897,415| 1,069,784 1,225,795 1,381,500 1,533,383 1,702,773 1,889,897 2,045,242 2,201,845 2,356,204 2,490,980 2,610,773 2,727,865 2,839,015 2,950,358
165 9 5/8% Senior Unsecured Note due 2013 500,000 500,000 500,000 500,000 500,000 500,000 500,000 500,000 500,000 500,000 500,000 500,000 500,000 500,000 500,000 500,000 500,000] 500,000 500,000 500,000/
166 2 1/2% Convertible Notes due 2009 300,000 300,000 300,000 300,000 300,000 300,000 300,000 300,000 300,000 300,000, 300,000 300,000 300,000 300,000 300,000 300,000, 300,000 300,000 300,000, 300,000}
167 3 1/2% Convertible Notes due 2008 65,045, 52,185 52,185 52,185 52,185 52,185 52,185 52,185 52,185 52,185 52,185 52,185 52,185 52,185 52,185 52,185 52,185} 52,185 52,185 52,185
168 8 3/4% Convertible Sub Notes due 2009 1,744 1,744 1,744 1,744 1,744 1,744] 1,744 1,744 1,744 1,744 1,744 1,744 1,744 1,744 1,744 1,744 1,744 1,744 1,744 1,744
169 3 1/4% Convertible Notes due 2011 230,000 230,000 230,000 230,000 230,000 230,000] 230,000 230,000 230,000 230,000 230,000 230,000 230,000 230,000 230,000 230,000 230,000] 230,000 230,000 230,000/
172 Long-term debt 1,084,437 1,083,020 1,083,829 1,083,829 1,083,929 1,083,929 1,083,929 1,083,929 1,083,929 1,083,929 1,083,929 1,083,929 1,083,929 1,083,929, 1,083,929, 1,083,929 1,083,929 1,083,929 1,083,929 1,083,929
174 Deterred revenue 56,479 67,219 70,964 71,942 89,185 89,185 106,487, 125,788 141,949 155,212 169,179, 183,760 199,138} 215,124 231,041 243,767 254,278 264,890 274,815 285,117
178 Other long-term liabilities 12,511 30,484 32,114 32,114 32,114 32,114, 32,114 32,114 32,114 32,114 32,114 32,114 32,114 32,114 32,114 32,114 32,114 32,114 32,114 32,114
176  TOTAL LIABILITIES 1,760,394] 1,773,401 1,868,519 1,837,106 2,102,643 2,102,643} 2,292,314 2,467,626 2,639,492 2,804,638 2,987,995| 3,189,700 3,360,422 3,633,012 3,703,288 3,850,780 3,981,094] 4,108,798 4,229,872 4,351,519)
180 Common Stock 1,346 1,402 1,406 1,406 1,405 1,405 1,405 1,405 1,405 1,405 1,405 1,405 1,405 1,405l 1,405 1,405 1,405 1,405 1,405 1,405
181 Addtional pad-in capital 3,079,169 3,320,698 3,366,697 3,366,697 3,366,697, 3,366,697 3,366,697 3,366,697 3,366,697 3,366,697 3,366,697, 3,366,697 3,366,697 3,366,697 3,366,697 3,366,697 3,366,697 3,366,697 3,366,697| 3,366,697|
182 Deferred compensation -26,694| 0 0 0 0| 0| 0 0 0| 0| 0 0| 0 0| 0 0 0 0| 0 0
183 Accumulated (loss) ncome 0| 0 0 0 0| 0| 0 0 0| 0| 0 0 1] 0] 0 0 0 0| 0 0
184 Accumulated deftcit -2,728,853] -3,187,397 -3,425,225 -3,551,824 -3,809,420 3,809,420 -4,346,515) -4,608,581 -4,655,285 -4,528,407| -4,281,854 -3,879,5673 -3,603,661 -3,113,924 -2,516,058] -1,808,169| 992,702 77,160 935,456/ 1,599,794
185  TOTAL EQUITY 324,968 134,703 -57,123 -183,722 441,318 -441,318] -978,413| -1,240,479) -1,287,183) -1,160,305! -913,752 -611,471 -235,559 254,178 852,044 1,569,933 2,375,400 3,200,842 4,303,558 4,967,896
186 TOTAL LIABILITIES & EQUITY 2,085,362 1,908,104 1,811,396 1,653,384 1,661,325 1,661,325 1,313,901 1,227,147 1,352,310 1,644,332| 2,074,243 2,578,229 3,124,863 3,787,190 4,555,332 5,410,713 6,356,494 7,399,740 8,633,431 9,319,414
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Sirius Subscribers

2005A] 1G06A 2006A 30_?&5__ GQ_EG;EJ 2006E LO?]E 2_0LOBE 2009E 2010E 2011E 201_2-5_ 2013E 2014E Z_Oﬁj 9_0165 2_01 7E 2018E 2010q 2@
Begnning 1,143,288 3,316,560 4,077,747 4,678,207 5,119,207 3,316,560 6,326,307 9,373,662 12,204,152 14,674,758 16,724,493 18,466,841 19,954,050 21,287,248 22,348,592 23,291,708 24,073,683 24,673,276 25,149,749 25,503,603
Gross adds 2,519,207] 960,610 830,571 711,220 1,549,262, 4,051,653 4,856,707 5,569,897 6,102,448 6,478,276 6,855,569 7,229,529 7,606,334, 7,877,626 8,318,334 8,520,659 8,629,418 8,727,723 8,701,011 8,854,932
Churmed subs -345,995( -199,423 -230,111 270,221 -342,1524 -1,041,907 -1,809451 ~2.739.ﬁq 3,631,842 -4,428,541 -5,113,221 -5,742,320| 6,323,136} -6,866,282 -1.375,220] 7,738,582 -8,029,826| -8,251,250] -8,437,157] -8,581,715)]
Ending subscribers 3,316,560| 4,077,747 4,678,207 5,119,207 6,326,307 6,326,307 9,373,562 12,204,152 14,674,758 16,724,493 18,466,841 19,054,050 21,237,248 22,348,592 23,201,708 24,073,683 24,673,276 25,149,749 26,503,603 25,776,821
Avg subscribers 1,852,344 3,782,627 4,354,447 4,881,067 5,481,337 | 4,624,869 7,651,863 10,604,869 13,278,866 15,566,393 17,482,414 19,113,777 20,512,241 21,720,683 22,758,847 23,631,866 24,334,506 24,880,542 25,303,676 25,622,453
Subscriber growth - yoy 190 1% 181 5% 157 8% 1355% 907% 90 7% 482% 80.2% 20 2% 14.0% 10.4% 81% 6.4% 52% 4.2% 34% 2.5% 19% 1.4% 11%
Net Adds 2,173,302 761,187 600,460 441,000 1,207,100| 3,009,747| 3,047,256 2,830,588 2,470,607 2,049,735 1,742,348 1,487,209} 1,283,198| 1,111,344 943,114 761,877 599,693 476,473 353,854 273,218
% growth - yoy 146 4% 149 2% 64 1% 22.7% 5.6% 385% 1.2% -7 1% -127% -170% -150% -14 6% -137% -13.4% -151% -17 1% -233% -20.5% -257% -228%
% growth - seq 146 4% -33.4% 21 1% -26 6% 173.7% 38 5% 1.2% -7.1% -127% -170% -150% -14.6% -137% -13.4% -151% -17.1% -233% -20 5% -257% -22 8%
Gross Adds
% growth - yoy 155,4% 170.8% 92 0% 529% 223% 608% 199% 147% 96% 8.2% 58% 55% 52% 49% 4.3% 24% 1.3% 1.1% 07% 07%
% growth - seq 155 4% -242% -135% -144% 117 8% 608% 199% 147% 96% 62% 58% §5% 52% 49% 43% 24% 1.3% 11% 07% 07%
Tetal Churn (calculated) 1.6%] 1.8% 1.8% 1.8% 2.1%) 1.8%; 2.0%] 22%] 2.3%| 2.4%) 2.4%; 2.5%| 2.6%| 2.6%)| 2.7% 2.7%)| 2.7%) 2.8%) 28% 2.8%]
Total Chum (reported) 1.6%] 1.8% 1.8%
Subscribers
Retail and special markets 2,465,363 3,000,321 3,276,615 3,398,007 4,190,378 4,190,378 5,627,110 6,700,622 7,481,071 8,028,324 8,392,028 8,613,224] 8,725,367, 8,755,397, 8,724,745 8,702,505 8,686,500| 8,675,024 8,666,666 8,660,626
OEM 823,693 1,049,036 1,373,610 1,693,127 2,107,947 2,107,947, 3,717,470 5,473,648 7,162,708 8,664,187 | 10,041,832 11,306,845} 12,476,900 13,657,213 14,528,979 16,333,108 15,947,704 16,434,744 16,795,956 17,074,213}
Henz 27,504 28,390 27,982 27,982 27,982 27,982 28,982 29,982 30,982 31,982 32,882 33,982 34,982 35,982 36,982 37,982 38,982 39,982 40,982 41,982
Full-paying 762,809 897,104 982,423 1,049,437 1,265,261 1,265,261 1,827,845 2,318,789 2,714,830| 3,010,409 3,231,697 3,392,189 3,504,148, 3,575,775, 3,610,215 3,611,052 3,577,625 3,520,865 3,442,986 3,350,987
Mulu-year 2,188,930 2,691,313 3,087,617 3,378,676 4,175,362 4,175,362, 6,186,551 8,054,740| 9,685,341 11,038,165 12,188,1185| 13,169,673 14,016,584/ 14,750,071 15,372,526 15,888,631 16,284,362 16,598,834 16,832,378 17,012,702
Family Plan (est ) 364,822 489,330 608,167 691,093 885,683 885,683 1,359,167 1,830,623 2,274,588 2,675,919 3,047,029 3,392,189 3,716,518 4,022,747 4,308,966 4,574,000 4,811,289 5,029,950| 5,228,239 5,413,132
Sub Share
Retal and special markets 74 3% 736% 70 0% 66 4% 66 2% 66.2% 60 0% 54.9% 51 0% 48,0%| 45.4% 43 2%) 41.1%) 39 2% 37.5% 36 1% 35.2% 34 5% 340% 33 6%,
OEM 24 8%, 25 7% 294% 33.1% 33 3%) 33.3% 38 7% 44 9%| 48 8% 51.8%| 54.4%) 56 7% 58.8% 607% 62.4% 63 7% 64.6% 65 3% 65.9% 86 2%,
Hertz 0 8%, 07% 06% 05% 0 4%) 04% 03% 0 2% 02% 0.2%| 0.2%)| 02% 0.2%] 0 2% 0.2%)] 02%) 0.2% 02%) 0 2% 0 2%
Full-paymg 23 0% 220% 210% 20.5% 20.0% 200% 19.5% 19 0% 18.5% 18 0% 17 5% 17.0%; 16 5% 18.0% 15 6% 16.0% 14 5% 14.0%)| 13 6% 13.0%|
Mults-year 66 0% 66 0% 66 0% 66.0% 86.0%) 86 0% 66.0% 86 0% 66 0% 66 0%| 66 0% 66.0% 66 0% 66.0% 66 0%) 66.0% 86 0% 66.0%) 66 0% 66 0%
Famly Plan 11 0% 12 0% 13 0% 1356% 14 0% 14.0% 14 5% 16.0%| 16 5%) 18 0% 16.5% 17 0% 17.5%| 18 0% 18.5% 18 0%) 19.5% 20.0%| 20 5% 21 0%
Net Adds
Retail share (NPD) 55% 84% §7%
Retail share (actual) 47%] 684% 62%
Retail and special markets 1,564,108 534,958 276,204 121,482 792,281 1,725,015 1,436,732 1,073,412, 780,549 547,253, 363,704, 221,196 112,143 30,030 -30,652 -22,150] ~16,008| -11,566 -8,368| -6,040
OEM 620,224/ 225,343 324,674 319,517 414,819 1,284,254 1,609,523 1,756,178/ 1,689,058 1,501,482 1,377,644 1,265,013 1,170,055 1,080,314 972,766 803,126 614,599 487,039 361,212 278,257,
Henz -1,030 886 -408 [} 0l 478 1,000 1,000 1,000 1,000 1,000 1,000 1,000| 1,000 1,000} 1,000} 1,000} 1,000} 1,000 1,000,
Net Add Share
Retail and spectal markets 71.5%) 703% 46.0% 275% 65 6%) 57.3% 47 1% 37 9% 31 6% 26 7%| 20 9% 14 9% 8.7%| 27% -3.3% 2 8%)| -2.7%| 2 4%) -2.4%] -2 2%
OEM 28 5%, 29.6% 54 1% 72.5% 34 4%) 42 7% 52.8% 62 0% 68.4% 73 3% 791% 85.1% 912% 97.2% 103 1% 102,7% 102 5% 102 2% 1021% 101.8%)
Hertz 0 0% 0.1% -01% 0.0% 00% 00% 0.0% 00%) 00% 0 0% 01% 0.1% 0.1% 0.1% 0 1% 01%) 02%) 0 2%| 03% 0 4%
Beginning 911,285 2,466,363 3,000,321 3,276,615 3,398,007 2,465,363 4,190,378 6,627,110 6,700,522 7,481,071 8,028,324 8,392,028 8,613,224 8,725,367 8,755,397 8,724,745 8,702,505 8,686,590 8,675,024 8,666,668
Gross adds (est) 1,828,939 679,436 436,888 299,550 982,048 2,397,922 2,397,922 2,397,922 2,397,922 2,397,922 2,397,922 2,397,922 2,397,922 2,397,922 2,397,922 2,397,922 2,397,922 2,397,922 2,397,922 2,397,922
Chumed subs (est ) -274,831 -142478 -160,504 -178,068 —189.7671 -672,807] 961,190 -1,324,511 -1,617,374] -1,850,669] -2,034,219 2.176,726] -2.285,779] -2,367.892 2,428,574 -2,420,072] -2,413,928] -2,409,488) -2,406,280) 2,403,962
Ending subscribers 2,465,363 3,000,321 3,276,615 3,398,097 4,190,378 4,190,378 5,627,110 6,700,522 7,481,071 8,028,324 8,302,028 8,613,224 8,725,367 8,755,397 8,724,745 8,702,505 8,686,500 8,675,024 8,666,666 8,660,626
Avg. subscribers 1,380,813 2,796,022 3,121,600 3,325,338 3,634,174 3,219,284 4,784,885 6,058,701 7,006,068 7,688,888 8,157,332 8,459,840 8,634,186 8,711,410 8,716,592 8,694,969 8,680,690 8,670,014 8,662,970 8,657,645
Net adds 1,554,108 534,958 276,294 121,482 762,281 1,725,015 1,436,732 1,073,412 780,548 547,253 363,704 221,196 112,143 30,030 {30,652)| (22,150) (16,008) (11,566) (8,358), (6,040)]
% growth - yoy 123.3% 169 4% 128% -42 1% -120% 11.0% -167% ~26.3% -27 3% -299% -33.5% -392% -49.3% -732% -202,1% 27 7% -27 7% -27 7% -27.7% -27 7%
% growth - seq 123.3% -40 6% -48 4% -56 0% 5522% 11.0% -167% -25.3% -27 3% -29 9% -33.5% -392% -49.3% -732% -202 1% -27 7% 27 7% -27 7% -277% -27.7%)
Gross Add Growth
% growth - yoy 130.4% 177.6% 443% 0.0% 0.0% 31.1% 00% 00% 00% 0.0% 00% 0.0% 00% 00% 0.0% 00% 0.0% 00% 0.0% 00%
% growth - seq 130.4% -30.8% -35.7% -31.4% 227 8% 31.1% 2529% 448 9% 700 5% 1442% 00% 00% 0.0% 00% 0.0% 00% 0.0% 00% 0.0% 00%
Retall Churni E 1.7%| 1.7% 1.7% 1.8% 1.9%)| 1.7% 1.8% 2.0%| 2,0%| 2.1%| 21%| 2.2%)] 2.2%) 2.3%)| 2.3%; 2.3%| 23% 2.3%| 2.3%| 2.3%]|
Beginning 203,468 823,693 1,049,036 1,373,610 1,693,127 823,693 2,107,947 3,717,470 5,473,648 7,162,706 8,664,187 10,041,832 11,306,845 12,476,900 13,667,213 14,529,979 15,333,106 16,947,704 16,434,744 16,795,956
Gross adds (est) 691,388 280,288 394,01 411,870 567,204 1,663,253 2,457,785 3,170,975 3,703,526 4,079,354 4,456,647 4,830,607 5,207,412 5,578,704 5,818,412 6,121,636 6,230,496 6,328,801 6,392,089 6,456,010
Promo churn (est ) 61,946} -44,381 -53,636 -69,520 122,265 -289,702] 743,964 1,118,202 1,468,648 1,722,140 -1,917,206 -2,116,807| -2,318,691 2,525,595 -2,733,565) 2,930,109 -3,060,818 -3,146,401 -3,227,689) -3,291,926
Chumed subs (est.) -9,218) -10,564 -15,981 -22,633 -30,121)! -79,298} -104,298 296,505/ 555,820} -855,733) -1,161.706) -1,448,687) -1,718,665] -1,972,795 -2,213,081 2,388,401 -2,555,079) -2,695.361} -2,803,189] 2,885,827
Ending subscribers 923,603 1,040,036 1,373,610 1,603,127 2,107,847 2,107,847 3,717,470 5,473,648 7,162,706 8,664,187 10,041,832 11,306,845 12,476,900 13,557,213 14,620,879 15,333,108 15,947,704 16,434,744 16,795,056 17,074,213
Avg subscribers 958,012 1,204,813 1,627,847 1,820,361 1,877,758 2839214 4,517,188 6,242,680 7,846,290 9,202,810 10,620,624 11,843,713 12,973,909 14,005,871 14,899,496 15,615,396 16,171,095 16,600,260 16,923,355
Net adds 620,224 226,343 324,574 319,517 414,819 1,284,254 1,608,523 1,786,178 1,689,058 1,601,482 1,377,644 1,265,013 1,170,085 1,080,314 972,766 803,126 614,899 497,039 361,212 278,257
% growth - yoy 107 1% 253% g1% -38% -111% -82% -82% -7.5% ~7.7% ~10.0% -17 4% -23.5% -20 8% -25.8% -230%
% growth - seq 44.0% -1.6% 298% 107.1% 253% 91% -38% -111% “82% -82% -7.5% -77% -10.0% -174% -23.6% -20 8% -25.8% -23 0%
Gross Add Growth
% growth - yoy 139.1% 487% 29 0% 16 8% 101% 92% 84% 78% 7.1% 61% 3.4% 18% 1.6% 10% 10%
% growth - seq 406% 45% 378% 139.1% 487% 29 0% 16.8% 10.1% 9.2% 84% 78% 7.1% 61% 3.4% 18% 16% 10% 1.0%
Converslon Rate (est.) 60% 50% 58% 57%| 55%) 55%| 54%] 54%) 53%) 53%) 52%) 52%) 51% B1% 50%| 50%) 49%] 40%)
Auto Chum (est.) 1.8% 1.8% 1.8% 1.8%]| 1.9%| 2,0% 2.0%| 2.1%) 2.1%| 2.2%] 2.2%) 2.3%) 2.3%] 2.3%) 2.3%) 2.3%) 2.3%] 2.3%)
AR
Full-paying sub $12.95) $1295 $1295 $1295 $1295 $12.95! $13 34 $1374 $14.15| $14 58 $i501 $15 46} $15 93| $16.40 $16 90} $17.40 $17 93 $18.46 $19 02| $19.59
Mult-year (est) $10.686| $1062 $1062 $1062 $1062 $10.62; $10 94 $1127| $11.61 $11 96 $12.32 $12.69] $13 07| $13.46 $13 86} $14.28] $1471 $16.15 $15 60| $16.07|
Family Plan $6 99| $699 $699 $6.99 $6.99 $699 $7.20) $742 $7 64] $7.87 $8 10| $8.35] $8.60 $885 $98.12 $9 39 $9.68 $997 $10.27| $1057
Total $10.78] $10,70 $10.64 $1061 $10.58 $1087, $11.16 $11 46} $11 77} $12 09| $12 42| $1276 $1310 $13 46| $13.82] $14 19 $14.58 $14 97| $1537
Effect of Heriz subs $004 $0.03 $0.05 $005 $0 04 $003 $0.02 $0 02| $002 $0.02| $002 $0.02 5002| $0.02| $002| 002} so 02| $0.02f
ARPU before rebates $10.82] $1073 $1068 $1066 $10 62 $10.89 $1118 $11.48 $11.79] $1211 $12.4_4I $1277 $13.12 $13.47] $13 84 $14.21 $14 59 $1499 $1539
Effect of hardware rebates -$0.76) -$058 -$0 15 -$0 11 -$0 80) -$0.26 -$0.19 -$0.16| -$0 14] -$0 13 -$0.12] M;I -$0.11 -$0 11 -$0.11 -$0.11 -$0 11 -$0 11 -$0.41
Subscriber ARPU $10.06) $10.15 $10.54 $10.54 $0.82 $10.63| $10.99 $11.32 $11.65) $11.98) $12.32] $12.66; $13.00] $13.35] $13.73 $14.10; $14.48] $14.88 $16.28]
Net advertising ARPU $028 $0.65 $0 62 $0.62 $0.75) $0.86 $1.04 $1 14 $1.23 $129| $1.33 $1.37, $141 $1.45/ $149) $1.54 $158| $1.63 $168}
ARPU (reported) $10.34) $10.80 $11.16 $11.16 $10.57| $11.50 $12,03 $12.46) $12.88] $13.27] $13.64) $14.02] $14.41 $14.81 $16.22 $15.64] $16.07| $16.51 $16.96]
Equrpment and other ARPU Q $0.37 $0.33 M $050| $022) $0.17) $014 $0 12, $0.11 $0 10} $0.10, $010 $0 10 J $009| $0.10] $0 10, $0.10,
Totel ARPU (estimated) $10.90| $11.17 $11.40 $11.38 $11.07| $11.72 $12.19 $12.80] $13.00{ $13.38) $13.75| $14.12) $14.61 $14.91 $15.31 $15 73] $16.16} $16.60] $17.06|
ARPU per Hertz Sub $308 $431 $8 36 $836 $8.36| $8.61 $887 $9.13 $941 $9.69 $9.98 $10 28| $10 59 $1091 $11.23] $1157] $1192 $1228 $12 64|
Activation revenue per retail gross ad $4.76 $548 $8 35 $6 00 $4 00| $6 14 $6 32/ $6.51 $6 70| $6.91 711 $7 33| $7.55 $7 77 $8 01 $8 25 $8 49/ $8 75| $9.01
SAC $139) $113 $131 $115 $100) $112 $90 $72) $57, $60] $52 $53) $55 $57, $58) $60) $62 $64) $66 $68
S&M per gross add ex rev. share $63 $33 $56 $56 $56) $51 $51 $51 $51 $50| $49) $48] $47| $46 $46] $46| $47| $471 $48] $50]
Cash CPGA (est.) $201 $146 $187 1 $156) $163 $140} $123 $108] $101 $101 $101 $102| $103 $104] $106] $108| $111 $114] $117|
Mail-in rebate per retail gross ad $9 19| $968 $531 $5.54 $13.31 $972 $1001 $1031 $1062 $10.94 $11 26| $11.60| $11.95] $1231 $12.68 $1306 $13.45 $13.85 $14.27| $14 70|
Custamer S&B/sub/manth $2.06) $1.40 $1.06 $0.00 $1.49 $1.23 098 $0.79) $0.81 $0.84 $0.66 $0.80| $0.91 $0.84 $0.97 $1.00] $1.03 $1.08] $1.00] s1.12|
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Sirius Auto Subscribers

2005A 1Q06A 2Q06A 3Q06A 4QO06E 2006E 2007E 2008E 2009E 2010E 2011E 2012E 2013E 2014E 2015E 2016E 2017E 2018E 2019E 2020E
Ford
Auto sales 3,154 737 806 731 585 2,859 2,716 2,716 2,797 2,825 2,854 2,882 2,911 2,940 2,969 2,999 3,029 3,059 3,090 3,121
Sales growth -5.0% -2.8% -5.3% -16.9% -12.1% -9.4% -5.0% 0.0% 3.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0%
Sirius availability 10% 20% 20% 28% 38% 25% 60% 90%)| 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%
Sirius capable autos 315 147 161 201 219 729 1,630 2,444 2,797 2,825 2,854 2,882 2,911 2,940 2,969 2,999 3,029 3,059 3,090 3,121
Installation % 25%| 30% 30% 38% 43% 36% 50% 55% 60% 65% 70% 75% 80% 85% 90% 90% 90% 90% 90% 90%
Installs 79 44 48 75 93 261 815 1,344 1,678 1,836 1,997 2,162 2,329 2,499 2,672 2,699 2,726 2,753 2,781 2,809
Install growth 231.2% 212.0% 65.0% 24.8% 9.4% 8.8% 8.2% 7.7% 7.3% 6.9% 1.0% 1.0% 1.0% 1.0% 1.0%
Penetration 6% 6% 10% 16% 9% 30% 50% 60% 65% 70% 75% 80% 85% 90% 90% 90% 90% 90% 90%
DaimlerChrysler’
Auto sales 2,305 563 567 498 437 2,065 1,962 1,962 2,021 2,041 2,081 2,082 2,103 2,124 2,145 2,166 2,188 2,210 2,232 2,254
Sales growth 4.4% 2.9% -11.5% -17.4% -16.0% -10.4% -5.0% 0.0% 3.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0%
Sirius availability 80% 80% 95% 95%| 87% 100% 100% 100%! 100% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%
Sirius capable autos 450 454 473 415 1,792 1,962 1,962 2,021 2,041 2,061 2,082 2,103 2,124 2,145 2,166 2,188 2,210 2,232 2,254
Installation % 40% 40% 45% 45%) 42% 45% 50% 55% 60% 65% 70% 75%) 80% 85% 90% 90% 90% 90% 90%.
Installs 180 181 213 187 761 883 981 1,111 1,224 1,340 1,457 1,577 1,699 1,823 1,950 1,969 1,989 2,009 2,029
Install growth 16.0% 11.1% 13.3% 10.2% 9.4% 8.8% 8.2% 7.7% 7.3% 6.9% 1.0% 1.0% 1.0% 1.0%
Penetration 32% 32% 43% 43% 37% 45% 50% 55%| 60%)| 65% 70% 75% 80% 85% 90% 90% 90% 90% 90%
VW/Audi
Auto sales 311 72 86 89 86 333 350 360 364 367 371 375 379 382 386 390 394 398 402 406
Sales growth -7.4% 18.0% 14.7% 0.0% 0.0% 7.1% 5.0% 3.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0%
Sirius availability 40% 40% 45% 50% 44%) 80%, 90% 100% 100% 100% 100%! 100% 100% 100% 100%! 100% 100% 100% 100%!
Sirius capable autos 29 34 40 43 146 280 324 364 367 371 375 379 382 386 390 394 398, 402 406
Installation % 40% 40% 45% 45% 43% 45% 50% 55%)| 60% 65%| 70% 75% 80% 85% 90% 90%)| 90% 90% 90%
Installs 12 14 18 19 63 126 162 200 220 241 262 284 306 328 351 354 358, 362, 365
Install growth 100.9% 28.8% 23.4% 10.2% 9.4% 8.8% 8.2% 7.7% 7.3% 6.9% 1.0% 1.0% 1.0% 1.0%
Penetration 16% 16% 20% 23% 19% 36% 45% 55%) 60% 65%| 70%)| 75% 80% 85%, 90% 90% 90% 90% 90%
Mercedes Benz
Auto sales 224 51 64 62 75 252 277 298 313 322 325 328 332 335 338 342 345 349 352 356
Sales growth 1.4% 15.9% 16.4% 8.8% 10.0% 12.4% 10.0% 7.5% 5.0% 3.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0%
Sirius availability 60% 60% 65% 70%) 64% 75% 85% 90%| 95% 100% 100% 100% 100% 100% 100% 100% 100% 100% 100%
Sirius capable autos 31 38 40 52 162 208 253 281 306 325 328 332 335 338 342 345 349 352 356
Installation % 60% 60% 65% 68% 64% 70% 75%)| 80%)| 85% 90%)| 95% 100% 100% 100% 100% 100% 100% 100% 100%
Installs 18 23 26 35 103 145 190 225 260 293 312 332 335 338 342 345 349 352 356
Install growth 41.3% 30.5% 18.6% 15.5% 12.6% 6.6% 6.3% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0%
Penetration 36% 36% 42% 47%) 41% 53% 64%) 72%| 81% 90% 95% 100% 100% 100% 100% 100% 100% 100% 100%
Other Factory Installs®
Auto sales 831 192 229 211 208 840 857 869 878 887 895 904 913 923 932 941 950 960 970 979
Sales growth -4.2% -2.0% 2.2% -2.3% 6.5% 1.0% 2.1% 1.4% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0% 1.0%
Installs 30 14 62 77 182 300 348 395 443 492 543 594 646 699 753 808 864 873 881
Install growth
Penetration 16% 6% 29% 37% 22% 35% 40% 45% 50% 55%! 60%| 65% 70% 75% 80% 85% 90% 90% 90%
Total Sales 6,825 1,615 1,752 1,591 1,390 6,348 6,161 6,204 6,372 6,442 6,506 6,571 6,637 6,704 6,771 6,838 6,907 6,976 7,045 7,116
Total Installs 517 284 280 394 412 1,370 2,269 3,025 3,610 3,985 4,364 4,736 5115 5,485 5,861 6,095 6,203 6,313 6,376 6,440
Penetration 8% 18% 16% 25% 30% 22% 37% 49% 57% 62% 67% 72% 77% 82% 87% 89% 90% 90% 90% 90%

"Excluding Mercedes Benz
2BMW, Kia, Mistubishi, Volvo

Note: At the time of sale, vehicle owners purchasing or leasing a vehicle with a subscription to our service typically receive between a six month and one year prepaid subscription. Company guidance: "We receive payment from automakers for these subscriptions in advance of our service being

activated. Such prepayments are recorded to deferred revenue and amortized to revenue ratably over the term upon activation. Our subscriber totals include subscribers under our regular pricing plans; subscribers that have prepaid, including payments received from automakers for prepaid
subscriptions included in the sale or lease price of a new vehicle; and active SIRIUS radios under our agreement with Hertz."
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Discounted Cash Flow Model

[$000s ] 2006E 2007E 2008E 2009E 2010E 2011E 2012E 2013E 2014E 2015E 2016E 2017E 2018E 2019E 2020E

EBITDA -582,893 -374,397 -78,190 165,227 350,222 457,714 494,705 597,437 685,902 762,851 836,354 902,922 957,349 1,003,832 1,040,781
% Growth NM NM NM NM 112.0% 30.7% 8.1% 20.8% 14.8% 11.2% 9.6% 8.0% 6.0% 4.9% 3.7%

Depreciation 103,482 109,771 114,117 131,374 145,259 149,831 154,539 166,871 171,811 176,899 182,140 187,539 193,100 198,829 204,730
Operating Income -686,376 -484,167 -192,307 33,853 204,964 307,883 340,166 430,565 514,001 585,952 654,214 715,383 764,249 805,003 836,051

Taxes 2,487 2,487 2,487 2,487 2,487 2,487 2,487 2,487 2,487 2,487 2,487 2,487 2,487 2,487 442,892
NOPAT -688,863 -486,654 -194,794 31,366 202,477 305,396 337,679 428,078 511,604 583,465 651,727 712,896 761,762 802,516 393,159

Depreciation 103,482 109,771 114,117 131,374 145,259 149,831 154,539 166,871 171,811 176,899 182,140 187,539 193,100 198,829 204,730

Capex -110,000 -60,000 -61,800 -63,654 -65,564 -67,531 -69,556 -71,643 -73,792 -76,006 -78,286 -80,635 -83,054 -85,546 -88,112

New Satellites 0 0 -150,000 -110,000 0 0 -877,897 0 0 0 0 0 0 0 0

Working capital change 237,144 147,692 140,796 135,363 125,570 137,009 152,266 131,809 134,621 133,460 113,393 98,820 97,790 92,652 94,052
Unlevered FCF -458,236 -289,192 -151,681 124,449 407,742 524,705 -302,969 655,116 744,243 817,817 868,974 918,620 969,598 1,008,452 603,830
% Growth NM NM -47.6% -182.0% 227.6% 28.7% -157.7% -316.2% 13.6% 9.9% 6.3% 5.7% 5.5% 4.0% -40.1%

Terminal value 0 0 0 0 0 0 0 0 0 0 0 0 0 0 9,138,081
Total Cash Flow -458,236 -289,192 -151,681 124,449 407,742 524,705 -302,969 655,116 744,243 817,817 868,974 918,620 969,598 1,008,452 9,741,911

Terminal Multiples

EBITDA 8.8

Unlevered FCF 15.1

Cost of Capital

Net Debt (after tax) 5.8%

Preferred stock 0.0%

Common stock 11.0%

Weight of Capital

Debt 10%

Preferred stock 0%

Common stock 90%

WACC 10.5%

Terminal growth 4.0%

Unlevered FCF $2,474,114

Terminal Value $2,264,755

U.S. Operations EV 4,738,869

Canadian EV 150,000
Enterprise Value 4,888,869
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DIRECT TESTIMONY OF EDGAR BRONFMAN, JR

INTRODUCTION
Since 2004, I have been the Chairman and Chief Executive Officer of Warner Music
Group Corp. (“WMG”), one of the world’s largest music companies.! WMG, the only publicly
traded stand-alone music company in the United States, is composed of many of the best-known
labels in the music industry, including Atlantic, Bad Boy, Elektra, Lava, Maverick, Nonesuch,
Reprise, Rhino, Sire, Warner Bros. and Word. WMG’s Warner Music International, a leading
company in national and international repertoire, operates through numerous international
affiliates and licensees in more than 50 countries. WMG also includes Warner/Chappell Music,
one of the world’s leading music publishers, with a catalog of more than one million copyrights.
I am providing this testimony to emphasize the critical nature of this proceeding for
WMG and the recording industry generally. I hope that the Board will consider the following
points that are essential for setting a rate for the satellite services in this proceeding:
e ]t is a matter of fundamental importance that the royalty rates this tribunal
establishes for satellite services reflect the fair value of copyrighted sound recordings.
e WMG and other record companies should not be forced to subsidize the
satellite services through royalty rates discounted below the fair value of our music,
especially given the satellite services® payment of fair value in the marketplace for other

non-music content.

: Prior my role at WMG, I served as the Executive Vice Chairman of Vivendi Universal,
which owns many entertainment companies, including Universal Music Group. From 1994 to
2000, I served as President and CEO of The Seagram Company Ltd.





o The royalty rates set in this proceeding should not be discounted to reflect any
alleged similarity to terrestrial radio or any supposed “promotional” effect; satellite
services are most certainly not “radio” and nothing in WMG’s experience suggests that
they “promote™ sales of sound recordings in any meaningful way.

e The outcome of this proceeding will have a significant impact on record
companies and their demonstrated ability to obtain fair value for their copyrighted works,
both by directly determining revenue streams from satellite services and by setting a
benchmark that could affect other transactions.

I elaborate on these points below.

TESTIMONY

In this testimony, I will first provide some background to explain the dramatic changes in

the recording industry over the past decade as a result of the digital revolution, and WMG’s role

in that transition. I will then focus on the realities that should inform the setting of an

appropriate royalty rate for the use by satellite services of copyrighted sound recordings.

I

Background
A. The Transition to Digital

Twenty years ago, there were really only two ways the public experienced recorded

music: by listening to the radio for free or by purchasing a physical sound carrier — whether a

vinyl LP, a cassette tape or a CD. Today, the public can experience music in a variety of ways.

Consumers sitting at home can listen to music over their satellite receiving devices, choose from

thousands of webcasting stations streamed from hundreds of websites, listen to a digital

download on an mp3 player, listen to almost any sound recording they want streamed from a





subscription music service, listen to music (including XM and Sirius) over their television set, or
of course still listen to a CD they either purchased or burned themselves from their iTunes (or
other) music library. Consumers in their cars or on the street can now do many of these same
things — listen to music over their satellite receiving devices (installed in their cars or on
portable devices), listen to a digital track wirelessly downloaded to their cell phones, and listen
to almost any sound recording that has been conditionally downloaded from a portable
subscription music service.

The benefits to consumers of this array of choices are obvious, but they alsd underscore
the importance of record companies receiving fair value from all types of new distribution
platforms as they emerge. To be sure, CD sales still generate most of the recorded music
revenue for companies such as WMG, but that revenue stream is decreasing rapidly as
consumers spread their disposable income over a wider variety of music offerings. That trend is
certain to continue. As a record company, WMG embraces all viable, legitimate business
models and believes that a myriad of distribution channels brings significant value to consumers
by allowing consumers to listen to music in new and different ways. But it is critical in this
world of diversified distribution outlets and platforms that record companies receive fair value
for all of the uses of their sound recordings because our business model now depends upon
multiple revenue streams from multiple formats.

B. The Warner Music Group

In 2003, a group of investors and I entered into an agreement to purchase WMG from
Time Wamer Inc. for $2.6 billion. It was an especially difficult period for the recording
industry. The traditional CD-based business model was eroding rapidly, although there was not

yet any significant revenue from new digital sources and, indeed, the rapid transition of





consumers to music in digital form was seen by many as the bane of the industry as most of it
was in the form of online piracy.

My investor partners and I believed in the promise of the digital revolution for the music
industry. We foresaw that the transformation to digital would result in more music being
available to more people in more ways than ever before — ways that had never previously been
imagined. Across all of the new and emerging distribution platforms (such as online, cable,
wireless, and satellite) and all of the products and business models unforeseen less than a decade
ago (such as ringtones, music videos on handheld devices, portable subscription music services,
and satellite radio) there would be one commonality: the vibrancy and creativity of the music
that makes all of these business models possible.

We meticulously rebuilt Warner Music Group to capitalize on the digital future. Central
to our strategy was the decision to foster the development of new products and new business
models. We have embraced the reality that our future success will not be built on returns from
one product — the CD. We have cultivated multiple distribution methods, formats, and
products, all of which derive from the creative efforts of our artists and record labels and all of
which result in the increased availability of music to consumers. Today, WMG is no longer just
a record company; it is a music-based content company, eamning revenue from different digital
models and products, including digital downloads of single tracks and albums, online
subscription services, custom and non-interactive webcasting, streaming of music videos,
downloads of music videos, and all forms of ringtones. We were the first major record company
to offer music videos in the United States for download through a wireless carrier, and we were
the first major record company to enter into a licensing agreement with YouTube, an innovative

user-generated video site recently acquired by Google. In general, we are eager to enter into





partnerships with innovative distribution platforms whenever we can receive the fair value of our
music in those partnerships.

Our efforts are bearing fruit. Digital revenue was 11% of the company’s total revenue in
the second calendar quarter of 2006, more than double the percentage for the same quarter in
2005, and up from virtually nothing in 2004. Industry analysts predict that digital revenue will
approach 20-25% of total record company revenue in 2008. As CD sales continue to decline
industry-wide, digital revenue streams of all kinds are now essential to our company and
represent the fastest growing segment of our business. That is why proceedings such as this are
of critical importance to the music industry, both to recording artists and record companies.

IL Setting the Royalty Rates

As the discussion above makes clear, the recording industry is transforming itself in
dramatic fashion and at a lightning-fast pace. The business model of the past — a stable, single
source of revenue from physical sales — is rapidly being displaced. Success in this industry now
depends on creatively identifying and harnessing multiple streams of revenue from a wide array
of distribution, format and product possibilities. It is against this backdrop of profound
transformation that the royalty rate issue for satellite services should be assessed.

In setting the royalty rates in this proceeding, I believe there are four points that are
particularly important to the tribunal’s deliberations.

A. Royalty Rates Must be Based Upon Fair Value

First, the focus of the rate-setting inquiry should be on the value of copyrighted sound
recordings. That is how pricing for our sound recordings is set in the broader marketplace, and
that is how the price should be set here. When consumers pay $13 per month for satellite radio,

they do so principally because they want the music that is offered over XM’s and Sirius’s





services. Music is the primary content on these services and is the centerpiece of the consumer
offering. When WMG voluntarily provides its content to other parties for certain digital music
services, we are compensated with a share of revenue that is orders of magnitude greater than the
share of revenue that we now receive from satellite services.

The essential point that content providers should receive the value of the content they
provide is perfectly illustrated by the numerous high-profile and highly publicized agreements
XM and Sirius have entered into with Howard Stern, the National Football League, Major
League Baseball, Martha Stewart, and others. XM and Sirius pay significant sums to these
individuals and entities for the right to provide their content to subscribers. Given the substantial
fees XM and Sirius have paid in the marketplace to obtain this content, there is no reason to
think that these other content providers have discounted their prices because of the high costs
XM and Sirius may have incurred to construct and operate their delivery systems. XM and
Sirius have paid hundreds of millions of dollars to obtain such content because that is simply its
value. XM and Sirius find this programming to be valuable (and hence are willing to pay for it)
because they believe subscribers and potential new subscribers will pay a significant monthly fee
to acquire access to it. XM and Sirius have paid for non-music programming based on its fair
value in the marketplace.

As a matter of policy, the determination of content value should not depend upon how
much a particular distribution service costs to build or operate. Cable companies and
telecommunications companies have invested billions to install the infrastructure needed to
deliver broadband to America’s homes, yet they receive no discount from copyright owners for
the programming they provide to subscribers via these networks. By the same token, record

companies should not be required to accept below-market rates from one distributor simply





because that distributor may have higher costs than those of a different distributor. Such an
approach would undercut the position of the alternative distribution methods and unfairly
penalize them for their comparative efficiency, thereby hindering the vibrant businesses that are
developing for new paid uses of sound recordings. If the satellite services incurred their
infrastructure costs anticipating that, because of those costs, they would receive discounted rates
for content, that was a poor business decision. To reward them with discounted rates in this
proceeding on the same theory would be a poor policy decision.

Our copyrighted sound recordings are absolutely indispensable to XM and Sirius. They
would only be able to charge their subscribers a fraction of the amounts they currently charge if
those services did not offer music — indeed it is highly unlikely that they would even have a
viable business absent the music we provide. It is only appropriate that the royalty rates reflect
that fact.

B. Discounted Royalty Rates Would Act as an Unfair Subsidy for XM and Sirius

Second, there is no justification for forcing the recording industry to subsidize XM and
Sirius through rates that are less than fair value. Given the payment obligations that XM and
Sirius have voluntarily undertaken for other non-music content, it is impossible for the record
companies to agree that we (and no one else) should bear the brunt of all of XM’s and Sirius’s
business decisions, which result, according to them, in having less money to pay for their
flagship offering — music. After all, it was the recording industry that helped XM and Sirius
initially launch their service and has provided their centerpiece content since inception. By
entering into marketplace transactions with high fees for other content, XM and Sirius have
recognized the economic value of content, and no content is more essential to their services than

music. XM and Sirius should not be able to leverage our copyrighted sound recordings to





establish their businesses and then put sound recording copyright owners and artists at the back
of the line to receive fair compensation.

XM’s and Sirius’s desire to force the recording industry to subsidize them is especially
pernicious given the long period over which the new rate will apply (six years), which minimizes
the relevance of claims that XM and Sirius are not yet earning enough money. Investors in those
companies recognize the prospects of a long-term payoff and have put their money in these
companies with that in mind. The royalty rate that this tribunal imposes must account for the
rapid growth of XM and Sirius and their enormous future earning potential over the entire term
of the statutory license. The proposed approach of the record companies — royalties based upon
a percentage of revenue — represents an appropriate accommodation of all the parties’ interests
over the six-year term. By taking this approach, the record companies are betting on the
continued relevance of the satellite services. The revenue the record companies receive will
grow as XM and Sirius become more successful over time. Conversely, if the satellite services
do not achieve anticipated increases in subscribership, then our revenue will diminish as well.

Moreover, as a result of the rapidly changing distribution environment for music, our
marketplace distribution deals are of far shorter duration (often only one to two years) than the
statutory six-year license given to XM and Sirius. In the current climate, if there were no
statutory license, WMG would not accept a satellite services distribution deal with a six-year
term unless significant financial protections were built into the agreement. Accordingly, our
percentage of revenue rate proposal — pursuant to which the record industry would ride, either
up or down, with the fortunes of satellite services — is more than fair to the satellite services.

I want to be clear that WMG welcomes innovative services such as XM and Sirius. They

are exactly the kind of new digital platforms that WMG embraces. Consumers benefit from the





digital signal and the mobility of the transmissions (which the satellite services provide), and
from the variety and quality of music available (which the record companies and artists provide).
The satellite services and the sound recording copyright owners both contribute to the quality of
the satellite music experience; both should get fair value for their contributions. The success of
the satellite companies should not come at the expense of the recording industry. This is
especially true given that non-music content providers are earning a fair market return from their
deals with these services. Record companies want to be partners with services such as XM and
Sirius (indeed, our suggested percentage of revenue rate proposal would make us de facto
partners with these services), but that does not mean that, given the opportunity to do otherwise,
we would agree to license our content for the rates that XM and Sirius appear to desire. In fact,
WMG would rather pull its content from satellite services (if it had the option) than accept a
royalty rate that does not fairly value our content.

C. XM and Sirius are Neither “Radio” Nor Promotional

Third, it is inappropriate to analogize XM and Sirius to traditional terrestrial radio.
Indeed, the term “radio” is a misnomer for the services provided by XM and Sirius. XM and
Sirius are full-fledged digital music services that make massive use of sound recordings, playing
tens of millions of hours of music to millions of subscribers each week, while earning large
subscription fees in return. They transmit high-quality digital sound, and they have a unique
advantage (indeed a guaranteed duopoly created and protected by Congress) to provide digital
satellite transmissions that afford the option of nationwide mobile reception — in the home, in
the car or while traveling. They are able to offer consumers a dazzling array of channels, most
built on works of artists discovered and nurtured by the record companies — the companies that

financed the creation of the sound recordings and marketed those artists to the public. XM and





Sirius provide scores of narrowly themed programming channels that cater to the very particular
tastes of an individual listener. For instance, they offer stations individually dedicated to each of
the past six decades; stations with nothing but soundtracks, or nothing but show tunes; stations
for “Early Classic Rock,” “Late Classic Rock,” and “Deeper Classic Rock”; and all manor of
jazz and blues stations. There is even a station entitled “Hair Nation,” dedicated to “80’s Hair
Bands.” This type of extensive, specific, and highly targeted programming across dozens of
channels is unheard of on traditional terrestrial platforms.

The characteristics described above make satellite services a far cry from traditional
“radio.” Above all, XM and Sirius give listeners significant control over the music to which they
listen — which is of great value and replaces the need for some listeners to buy music in other
forms. And they have made their services even more attractive (in comparison to traditional
radio) through features such as “alert” functions that inform listeners when their favorite songs
are playing and allow them to jump from channel to channel to listen to those songs.

Nor is it correct that satellite services should be analogized to traditional terrestrial radio
on the theory that satellite play of sound recordings is “promotional” — that the exposure of
listeners to music via XM and Sirius induces listeners to purchase more CDs or digital
downloads. WMG does not consider XM and Sirius to be significantly promotional. We are not
of the view that the availability of our copyrighted sound recordings on XM and Sirius stimulates
sales, in any meaningful way on other paid distribution platforms.

For these reasons, we spend very little on so-called “promotional” activities involving
XM and Sirius, as compared to the amounts we spend on “promotion” for traditional terrestrial
radio. Indeed, in our judgment, the net effects of XM and Sirius on WMG and other record

companies are likely to be more “substitutional” than promotional — the availability of music on
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XM and Sirius is likely to reduce, rather than increase, the sales of our copyrighted sound
recordings. In my judgment, because consumers have limited budgets for music and limited time
to spend listening to music, the dollars they spend listening to music on XM or Sirius, and the
time they spend doing so, reduce their willingness to spend money on our copyrighted sound
recordings through other channels. Given the choice, WMG would not provide XM and Sirius
with the right to transmit our copyrighted sound recordings at rates less then fair value based on
a discount for claimed “promotion.”

D. The Satellite Royalty Rate Will Have a Profound Impact on the Recording
Industry

Fourth, it is critical to understand that the royalty rate set in this proceeding will have a
significant effect not merely on XM and Sirius, but on record companies and artists as well. The
success of WMG’s business model depends on receiving fair value for our music from all
distribution channels. To be sure, satellite services provide only one of the revenue streams on
which WMG’s future success depends. But given the projections for their growth, XM and
Sirius promise to be a popular music destination, and therefore a significant revenue source
(provided that we receive fair value for our music). The establishment of a fair rate for these and
other services will be critical to the record industry’s effort to offset the rapidly declining
revenue from CD sales over time.

Because the term of the statutory license is six years, the royalty rate chosen by this
tribunal is certain to have significant direct effects on the ability of WMG and other record
companies to weather the dramatic upheavals in traditional business models, and to succeed in
the new reality of multiple digital platforms. And if the tribunal sets rates at less than fair value,
such a ruling may inflict harms on record companies that extend well beyond the reduced

revenue from XM and Sirius. Such discounted rates could put downward pressure on other
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distribution deals negotiated in the marketplace, as distributors insist that the rates set in this
proceeding serve as a benchmark for pricing alternative digital services, and could also adversely
affect other compulsory license rates. The royalty rates record companies receive in this
proceeding are in no sense ancillary or unimportant to record companies’ future business
prospects. To the contrary, it would reflect an outmoded (and soon to be irrelevant)
understanding of market realities to determine a rate for satellite services on the notion that
revenue from satellite services will be merely incidental to record companies. Ultimately,
revenue from services such as XM and Sirius are the future of the industry, and only by
receiving fair compensation from such services will the record industry be able to thrive and

continue to create the music that is so important to the lives of so many people around the world.
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. I declare under penalty of perjury that the foregoing testimony is true and correct to the
best of my knowledge and belief.

Date: _/2/2 ? /2006
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DECLARATION OF SIMON RENSHAW

BACKGROUND AND QUALIFICATIONS

[ am a full-time music manager and President of Strategic Artist Management. I have
been in the music business since 1974. After initially working in live concert production and
promotion, I have been a full-time manager of artists since 1986. Over the last twenty years, [
have been involved in the careers of musical artists in a wide variety of musical styles and
genres, and of varying levels of commercial success, from new artists to international superstars.
My current clients include the Dixie Chicks, who are the best-selling female group of all time. I
also manage Anastacia, who has sold more than 20 million albums worldwide; Clay Aiken, who
rose to fame on the American Idol television show; and country music breakout artist Miranda
Lambert. Strategic Artist Management also recently signed 2005 American Idol finalist Bo Bice
for representation and is developing several new young artists.

Before forming Strategic Artist Management in 2005, [ served for four years as co-head

of the music department at The Firm, an artist management agency, which had absorbed my

Nashville-based management practice in 2001. I serve on the board of the Recording Artists’





Coalition, a non-profit recording artist advocacy group dedicated to promoting and protecting the
creative rights of musical artists. In 2000, I received the Pollstar Personal Manager of the Year
award.

DISCUSSION

I understand that the Copyright Royalty Board in this proceeding will establish the rates
and terms to be paid to copyright owners and recording artists for the performance of sound
recordings by the satellite radio services (XM and Sirius) and services that stream music over
cable and satellite television. I have devoted my career to working on behalf of artists, and the
compensation they receive for uses of their music is of great concern to me.

The satellite services offer a wonderful new format for the delivery of music to the
public. But for this format to work effectively and fairly, there must be a proper balance
between the ability of the satellite services to expand their businesses, while at the same time
properly compensating recording artists. I want the satellite services to succeed, but this success
should not occur based on a business model providing excessive compensation for some content
like sports or certain on-air personalities, and only providing minimal compensation to the
recording artists whose music is the most important content for the satellite radio services.

The ultimate success of satellite radio depends in large part on artists’ hard work and
creativity. Music draws subscribers to XM and Sirius, and artists should be duly compensated
for providing this essential component of the satellite service business model.

I am aware XM and Sirius offer channels featuring talk, sports, news and weather.
Nevertheless, music is the engine that draws the listening public to the service. It’s easy to
imagine XM and Sirius operating without sports or talk; it’s very hard to imagine them surviving

without music. 1hope the rate set by the Board in this proceeding will recognize the creative





contribution of artists and the centrality of music to XM’s and Sirius’s services. The value that
recording artists provide to the satellite services outweighs the benefit that XM and Sirius offer
to recording artists.

When one of my clients releases a new album, the record label develops a promotional
plan, and a major part of my responsibilities as a manager is to work with and supplement the
strategies designed by the record label to promote sales of the album. Based on my years of
experience managing both major stars and emerging artists, I’ve gained substantial knowledge
about effective ways to drive sales and promote an artist’s career.

Today’s marketplace has a vast array of entertainment options. People listen to and leém
about music and artists from a variety of sources, including television, movies, legal and illegal
downloads, social networking sites on the Internet, terrestrial radio, satellite radio, retail outlets,
webcasting sites, video on demand sites, and so on. Similarly, with the remarkable success of
the iPod and other mobile devices, people more frequently than ever can listen to what they
want, when they want, where they want.

In this vast marketplace, the artist’s team tries to create effective promotional campaigns
designed to sell the artist’s records and promote his/her career. In my experience, securing
television exposure, targeting terrestrial radio play on local stations that is coordinated with
touring and other local events (i.e., combining terrestrial play with a comprehensive promotional
strategy), and placing stories in major publications such as Rolling Stone is considered of much
greater value than gaining exposure on XM and Sirius by the record labels. It is generally
accepted that tours with media stops in each city, appearances on television shows, interviews

with the dailies, major monthlies and regional press, and in-store appearances with retailers are





all critical components of promoting and selling a new album. And while working with the
satellite services is an option, all of these other opportunities are given much higher priority.

Most of the executives that I deal with believe that there is more value to have an artist,
album or song featured on one of the major Internet music platforms that have emerged in recent
years, such as those operated by Yahoo! and AOL, than it is to have an artist’s music played by
the satellite radio services, For example, the major Internet music platforms allow visitors to
their web sites to stream videos on demand. They also display news features with photographs
and text about artists, lists of popular new songs, and offer fans the opportunity to click on links
to listen to songs and watch videos. Getting an artist featured on these kinds of sites can be an
effective part of a larger promotional campaign.

Ungquestionably, the satellite services rely greatly on artists to provide quality content that
entertains and holds the public's attention. The point is to keep their subscribers happy and to
draw new subscribers to their services. To do this, they not only play a wide variety of music,
they also advertise using prominent major artists, the point of which is not so much to promote
each individual artist. Rather, XM and Sirius use the notoriety of famous musicians as a way to
showcase the breadth and depth of their programming to subscribers and potential subscribers.
And this is a good thing. Without the varied content provided by artists, the satellite radio
services would not be as successful at enticing new subscribers with the promise of numerous
channels of music programming. Undeniably, music and artists are indispensable ingredients
that the services use to attract subscribers to pay for the services. In my estimation, music is at
the core of their business model.

I am aware that XM and Sirius often do more than simply play an artist’s songs. They

are generally less constrained than terrestrial radio stations in terms of the format of their





programming. The satellite services can and do play in-studio concerts or live performances that
are not typically played on terrestrial radio. Artists sometimes welcome these opportunities, but
perhaps more for aesthetic than economic reasons. Satellite radio services are a friendly vehicle
for artists. But I have not yet seen a direct connection between artist involvement with the
satellite services and increased sales. Indeed, sad to say, it is my understanding that sales across
the industry have declined even as the number of subscribers to satellite radio has grown.

The satellite services have used music more than any other content in building their
businesses. The value they receive from music is greater than the value the artists receive from
the services. The satellite services must still build their businesses, and they rely on music to do
that. As such, they should be required to pay artists a substantial royalty reflecting the artists’
hard work and creative contributions. Artists, labels, and the satellite services want this business
model to succeed. Only by imposing a substantial rate paid to artists for their music will a
proper balance be reached, thus ensuring a healthier music industry and a satisfied fan base. I

appreciate this opportunity to provide the Copyright Royalty Board with this testimony.





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

best of my knowledge and belief;
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Testimony of JANUSZ A. ORDOVER

INTRODUCTION AND QUALIFICATIONS

My name is Janusz A. Ordover. I am Professor of Economics and former
Director of the Masters in Economics Program at New York University, where I have
taught since 1973. During 1991-92, I served as Deputy Assistant Attorney General for
Economics at the Antitrust Division of the United States Department of Justice. As the
chief economist for the Antitrust Division, I was responsible for formulating and
implementing the economic aspects of antitrust policy and enforcement of the United
States, including co-drafting the 1992 U.S. Department of Justice and Federal Trade
Commuission Horizontal Merger Guidelines. I also had ultimate responsibility for all of
the economic analyses conducted by the Department of Justice in connection with its

antitrust investigations and litigation.'

My areas of specialization include industrial organization economics, particularly
antitrust and regulatory economics. I serve on the Board of Editors of the Antitrust
Report and have served as an advisor on antitrust and regulatory issues to many
organizations, including the American Bar Association, the World Bank, the
Organization for Economic Cooperation and Development, the Inter-American
Development Bank, and the governments of Poland, Hungary, Russia, the Czech
Republic, and Australia, among others. Ihave provided economic testimony in policy

hearings conducted by the Federal Trade Commission and the United States Senate.

I have consulted and testified in a wide range of antitrust and regulatory matters,
including a number dealing with issues related to the distribution and pricing of content,
and acted as an economic consultant to Commission on New Technological Uses of
Copyrighted Works (CONTU) on issues of pricing of copyrighted materials. I have
lengthy experience in analyzing economic issues in the music industry as well as in other
content industries, including the motion picture and software industries. In this regard, I

served as an expert economist for Sony and BMG in connection with their recorded

" A copy of my curriculum vitae is attached as Appendix 1.
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music joint venture. I also testified on behalf of Universal Music, in a matter dealing
with the company’s petition to adjust the royalty rate for mechanical rights in the
European Union, and in connection with the Three Tenors joint venture. I engaged in
several analyses of the issues relating to distribution and pricing of content in the cable
television industry, most recently in connection with the transfer of control of portions of
Adelphia’s cable systems to Comcast. In addition, over the past decade or so I have
written and testified in numerous proceedings dealing with pricing of access to

telecommunications networks.

One focus of my research throughout my academic career has been on the
incentives for creation and dissemination of intellectual property, and in particular the
possible tension between the rights to exclude granted by the intellectual property laws
and the benefits to consumers from widespread dissemination of intellectual property.

This very issue, which is central to this rate proceeding, is addressed later in my report.

L. OVERVIEW OF TESTIMONY

Counsel for SoundExchange, Inc. (SoundExchange) has asked me to analyze the
economic issues implicated by the policy factors set out in 17 U.S.C. § 801(b)(1), which
govern the rates for access to sound recordings by the two satellite digital audio radio
services (SDARS), XM and Sirius, to review empirical data relevant to this rate-setting,
and to evaluate the SoundExchange rate proposal in light of these statutory criteria and
the empirical evidence. The license at issue in this matter grants the SDARS non-
exclusive rights to transmit to their network subscribers digital performances of
copyrighted sound recordings. Iunderstand that the license is compulsory, i.e., that

copyright owners may not withhold any of their sound recordings from the SDARS.

In reaching the conclusions that follow, I relied on my experience in analyzing
pricing issues in general and of pricing of access to firms’ assets in a variety of market
settings, my knowledge of the music industry (as well as other content industries, such as
motion picture, cable television, and software), my knowledge of the relevant economic

literature, and my consideration of contracts entered into between copyright holders and
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distributors of digital content. Ialso reviewed the testimony in this proceeding submitted

by Dr. Michael Pelcovits and the survey evidence presented by Dr. Yoram Wind.

My overarching conclusion is that a rate that would be established by the parties
in a marketplace free of regulatory compulsion and other distortions that could impede
the parties from reaching efficient outcomes best satisfies the section 801(b)(1) statutory
criteria in principle. Such a rate would be linked to the value of sound recordings to
satellite radio subscribers, given all the other channels of distribution for music. I would
expect that a substantial portion of that value would accrue to the sound recording
copyright holders? insofar as music is the paramount content that attracts listeners to
satellite radio. After reviewing the statutory criteria, marketplace transactions in related
areas, and Dr. Pelcovits’ analysis based on the economic situation of the SDARS, I
conclude that SoundExchange’s proposed rate, starting at a low level and rising to the
greater of 23% of revenue or $2.75/subscriber/month in the last year of the statutory
license, is a rate that both satisfies the statutory criteria and is consistent with what I
would expect to result from individual marketplace transactions between the recording

companies and the two SDARS.

This report is organized as follows. Section II explains the role of pricing in
allocating society’s resources. I show how unimpeded market transactions promote
economic efficiency and lead to supply and demand decisions that maximize society’s
economic welfare. Section III describes the special case of markets for sound recordings
and other intellectual property. In these markets, the incremental cost of serving any
single user is very low relative to the initial cost of creation, and use by any single user
does not diminish the availability of the content to others. I demonstrate that to account
for these differences, pricing in these markets should be based on the underlying value of
the product to the buyer. In Section IV, I rely on this economic distinction to translate

the statutory policy objectives pertinent to this proceeding into economic criteria

? I understand that the total royalty is collected by SoundExchange, but is shared between the sound
recording copyright holders and the individual artists. When I refer to the sound recording copyright
holders’ royalties in this report, I mean the total royalty payment. I also realize that SDARS pay a
royalty to music publishers.

-
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applicable to the setting of an appropriate rate for the license at issue in this proceeding. I
also explain why rates arrived at through voluntary arm’s length transactions between
buyers (e.g., the SDARS) and sellers (e.g., the record companies) meet the four statutory
policy in principle. Finally, I present in Section V my analysis of marketplace rates
reached by copyright holders and service providers (i.e., content distributors) in other

contexts and offer my conclusions about the SoundExchange rate proposal.

IL. THE ROLE OF PRICES

Before addressing the specific issues in this matter, I first briefly explain the role
of economics in analyzing consumer and producer decisions and the role that prices play
in such an analysis. I then explain the relevance of economic analysis to determining the

appropriate rate for the license at issue.

A. Demand for Goods and Services

A fundamental assumption in economics is that consumers strive to maximize the
satisfaction they derive from the products and services available for their use, given the
prevailing prices, budgetary constraints, and the totality of alternatives available to them.
One implication of this assumption is that an increase in the price for any particular good
causes consumers to demand less of the good. Stated more succinctly, the demand curve
for the good is downward sloping — the more something costs, the less of it will be
demanded. For example, an increase in the price of gas decreases the amount that people

drive,

More relevant to the issues in this proceeding is that a downward-sloping demand
curve also characterizes a firm’s demand for productive inputs, such as the SDARS’
demand for the right to transmit sound recordings. Just as economics assumes that
consumers seek to maximize the value received from their use of goods and services, it
also assumes that a firm’s objective is to maximize its profits, that is, the return it derives
from selling its goods or services to the marketplace. Consistent with this objective, the
firm attempts to minimize the costs incurred in producing a given quantity (and quality)
of its output. As a result, an increase in the price of an input will induce the firm to

substitute the use of that input with available alternatives. For example, an increase in

5.
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the price of steel will induce a can manufacturer to switch towards the use of aluminum
or plastic. Moreover, as the price of an input increases, the final price of the product will
also increase, reducing demand and causing a further decline in the demand for the input.
These effects working together explain the downward-sloping shape of the hypothetical
demand curve DD in Figure 1(A). (This curve can illustrate firm-specific or industry-

wide demand.)

Figure 1

(A)
Firm Demand for Input

Price of Input

Q, Q, Quantity of Input

B. Supply of Productive Inputs
Another basic assumption of economics is that owners of productive resources

endeavor to maximize the net income they generate from those resources, subject to the
competitive and other constraints (such as regulations) they face and their customers’
willingness to pay. This means that when the price of a good rises, owners of productive
resources — including the current producers and new producers — will have an incentive to
supply more of that good. In other words, the supply curve for any given good or service
is upward sloping. For example, suppliers of organic food will find it profitable to

increase their output as prices increase, and new firms will enter. Or, more specific to

a6 --
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this proceeding, an increase in the returns available to copyright holders will lead to more
(or higher quality) output. Thus, the more revenue that any sound recording is expected
to generate, the stronger will be the incentives for record companies and music creators to
produce more content and to improve its quality. Moreover, new firms will be attracted
into the industry by the prospect of better returns. This concept is shown in F igure 1(B),
where the hypothetical firm’s supply curve is illustrated as SS. (This curve can also be

taken to illustrate industry aggregate supply.)

Figure 1
(B)
Firm Supply of Product
Market
Price
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The quantity the firm wants to supply in equilibrium
is determined by the intersection of marginal revenue
(price} and marginal cost.

C. Markets Intermediate Between Buyers and Sellers
The discussion above summarized how buyers and sellers respond to price
incentives. However, it did not address the question of the level of price that the product

or service in question (be it a final good or an input) will command. In order to

.
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determine the level of price, we need to put together the forces of demand and supply and
examine the interplay between them. Markets are the primary institutions that

intermediate between the forces of supply and demand.

Economists classify markets along different criteria. One criterion is the extent to
which individual buyers and sellers have the ability to influence the market price for the
product in question. When no single buyer and seller can influence the market price, the
relevant market is described as being “perfectly competitive.” For example, a global
market for wheat or soybeans approximates the “perfectly competitive” benchmark. As a
general matter, economists assume that in a perfectly competitive market all participating
firms offer a homogeneous product (that is, products that are perfect substitutes for each
other), sell that product at the same “market price,” and act “as if” their output decisions
have no effect on market price. Simply, firms in this hypothetical perfectly competitive
market have no ability to affect the market price of the product they sell through their

output decisions.

As a result, while the industry collectively faces a downward-sloping demand
curve, as depicted in Figure 1(A), each individual firm behaves like a “price taker,”
meaning that it faces a perfectly horizontal demand curve. Furthermore, because the
production of an additional unit of output incurs an incremental cost, the firm will select
the level of output such that additional revenue from additional production (here equal to
price) balances the additional costs the firm incurs to produce this incremental output (as

shown in Figure 1(B)).

The industry supply at any given price is now simply the sum total of such
production decisions of all the pertinent firms, as previously depicted in the supply curve

in Figure 1(B).

Given the supply and demand decisions in this hypothetical market, it is a
straightforward matter to determine the price for the product. In particular, the product’s
price will be established at the level at which supply and demand are equal: that is, the
market “equilibrates” where the number of units of output that firms are willing to supply

at a given price just equals the number of units that consumers demand at that price (see

-
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Figure 2). At any other price, there will be either excess demand or excess supply that

the unimpeded operations of market forces will correct.

Economists deem the price and output combination determined in the perfectly
competitive market to be “efficient.” That is, this price and output combination
maximizes society’s total welfare from production of the good. Consumer welfare is
maximized because production continues to the level where the value that consumers
(including producers that use the good as an input into their own production process)
place on the additional unit of the good equals the incremental cost of producing the

additional unit of the good, but no further.

The equilibrium price and output combination also determines how the total
economic welfare that sales of the product create is allocated between buyers and
producers. At the competitive equilibrium, users receive “consumer surplus” — the excess
of the total value they place on the output, less what they are required to pay — as
measured by the area of the triangle XYP in Figure 2. Producers receive profit — the
difference between the total revenue they earn and the total costs they incur — as
measured by the area of the triangle GYP in Figure 2. Total social welfare is the sum of

consumer surplus plus profit, as measured by the area GYX.

9.
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Figure 2
Market Supply and Demand

Price

Q* Quantity

Consumer Surplus = Shaded Area XYP*

Producer Surplus = Shaded Area GYP*

Total Social Welfare = XYP* + GYP* = XYG

For economists, the optimal result, and the one that is achieved under “perfect
competition,” maximizes total social welfare. In other words, there is in theory a
“perfect” price — high enough to assure that producers supply enough of the product to
satisfy society’s desire for the product at that price, and low enough so that the quantity

demanded equals the quantity that producers supply.

Although “perfect competition” is a theoretical construct that is useful in
economic textbooks, it does not fully describe how the markets work (i.e., the

intermediating role of markets) in more realistic settings, including the one at issue in this

--10--
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proceeding. In particular, for a variety of reasons “real” markets differ from the
“perfectly competitive” benchmark. For example, firms’ products (such as content) may
differ from each other in ways that are important to some consumers but less so to others.
In such a setting, unlike in a perfectly competitive market, a supplier would lose only
some (and not all) of its customers if it were to charge a price that is slightly higher than
that charged by its rivals, and would attract only some (and not all) of its competitors’
customers if it were to charge a little less. As a result, in a market in which firms’
products are differentiated, market prices that equilibrate supply and demand may deviate
from underlying production costs. The extent of this deviation will be driven by the

extent of product differentiation and also by the availability of alternatives.

Another reason why a market may not be “perfectly competitive” is that, on the
supply side, there may be only very few firms. This could be because the production
technology exhibits scale economies (relative to the strength of demand).’ In that case, it
is efficient that there be only a few firms so that they can each achieve an efficient scale.
For example, satellite radio technology exhibits such scale economies because there are
up-front fixed costs of setting up a satellite distribution channel, but the incremental cost
of serving an additional customer is low (possibly near zero). Nevertheless, if the market
is “workably” competitive, firms’ profits aggregated over the range of products they
supply will be restrained or capped by the forces of inter-firm and inter-product rivalry.
For example, content markets are generally characterized by huge product variety

coupled with effective competition among suppliers of such differentiated content.

Irrespective of the reasons why any particular market may deviate from the
textbook perfectly competitive ideal, the general presumption in economics (and in public
policy) is that voluntary transactions between buyers and sellers as mediated by the
market are the most effective way to implement efficient allocations of societal resources.
When buyers attempt to depress prices below levels that generate reasonable returns to

suppliers, available output will be curtailed and incentives to innovate will be suppressed.

3 Scale economies are present when the unit cost of production falls with the volume of output. This has
profound implications for the pricing of the product.

- 11--
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Similarly, when sellers attempt to extract supra-competitive returns, consumers will
substitute away from the products in question while new firms will find it profitable to
come into the market and lower prices. Thus, prices act as si gnals that guide buyers and
sellers regarding their consumption and production decisions in a manner that conduces

to economic efficiency.

Regulatory intervention into the market-driven process of setting prices is
desirable in only very few situations. One such situation may arise when voluntary
transactions in the unregulated market would result in prices that provide substantially
and persistently distorted pricing signals, and thereby result in si gnificantly inefficient
allocations of resources. For example, such intervention may be warranted when the
supplier is a monopolist in the relevant market and thus can persistently extract
“monopoly” rents from buyers.* I say “may be” warranted, because economists and
policy makers have long recognized that the very process of regulating a market is costly
and can (in intended or unintended ways) create its own distortions in resource
allocation.’ Accordingly, for an economist, absent a public policy decision actually to
distort pricing structure (through taxes or subsidies), the fundamental objective in a rate
setting proceeding such as this one should be to “mimic” what an effectively competitive
marketplace accomplishes in an unregulated setting — to find the price that minimizes
inefficiencies and thereby maximizes economic welfare, subject to current and likely

future economic conditions.

In my view, as set out in more detail in Part IV, this objective is entirely
consistent with the operative directive of the first three policy factors in the statute
governing this proceeding, which is to establish a rate that provides a “fair return,”

“maximizes availability” of a product, and ensures that the risks borne by each party are

See, e.g., R. D. Willig, “Economic principles to guide post-privatization governance,” chap. 8 in F.
Besanes, et al., (eds.), Can Privatization Deliver?, Johns Hopkins U. Press (1999), for a succinct
statement of preconditions for regulation.

* See, e.g., R.G. Noll, “The Politics of Regulation,” chap. 22 in R. Schmalensee and R. Willig (eds.)
Handbook of Industrial Organization (Vol. 2), North Holland (1989); D. Carlton and J. Perloff, Modern
Industrial Organization (3 ed.), chap. 20, Addison-Wesley (2000},

--12--
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adequately rewarded. That is, the first three statutory policy goals enunciated in section
801(b)(1) would appear to point to maximizing economic welfare, and these objectives
can be achieved by establishing rates that provide both the copyright holders and the
copyright users with incentives to maximize the social benefits derived from the creation
and dissemination of the creative works. While this standard perhaps can be construed to
permit below-market rates in some circumstances, and leaving to one side the fourth
statutory factor, which I discuss separately in what follows, as a general matter the
statutory standard points towards rates that best reflect what would be the result of
unimpeded negotiations among buyers and sellers in a workably competitive

marketplace.

Before I can explain what this means in the current context, I need to address the
question of pricing of goods for which pricing at “marginal cost,” that is, pricing that is
the most efficient in an abstract textbook sense, is simply infeasible because it would

bankrupt the supplier and thus deprive society of desirable products.

III.  PRICING OF CONTENT

The pricing principles discussed in Section II are applied in the most
straightforward manner in markets for goods like furniture or cars, where each additional
unit is costly to produce, and use by a given user precludes use by any other user. In such
markets efficiency requires that pricing be driven by the incremental costs of producing
an additional unit of the product -- for example, one more car -- while ensuring that the
total costs of production are covered on a forward-looking basis. This is an important
caveat because even in typical markets, pricing based on marginal costs may be
infeasible if the producer incurs significant fixed costs that can only be recovered by
“marking up” the incremental production costs, i.e., the costs of manufacturing and
selling an additional car, for example. When this is the case, prices must per force
deviate from the marginal cost-pricing principle (sometimes referred to as the “first-best

level”) in order to ensure firms’ viability.

--13--
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A. Optimal Pricing of Content
The problem which I have just identified is endemic to pricing of content and, in
general, to pricing of products in markets in which intellectual property is the valuable
(and scarce) asset that is being transacted.® While the role pricing plays in intellectual
property markets is the same as the role it plays in typical markets for products such as
steel, cars, or laundry services, intellectual property markets have several characteristics

directly relevant to the issues raised in this regulatory proceeding.

The first characteristic that I want to emphasize relates to the nature of costs
associated with the production of content. The essential feature of content is that it has
high up-front costs (i.e., the costs of producing the first unit of content) and relatively low
(and generally non-increasing) costs of producing incremental units of that same content.
Thus, to illustrate, while the fixed costs of producing the first copy of a CD (including all
of the costs of producing the sound recording) can be very high, the marginal costs of
delivering the content of a CD to an additional listener via web-streaming, for example, is

likely to be very low (possibly zero).

This “incremental” cost of (re)producing an additional unit of output typically is
very low for two reasons: First, the intellectual property can be shared by a number of
users without detracting from its value to any one user. Second (and related), once
produced, it is generally inexpensive to generate an additional copy of the content, such
as a recording, a download, or an exhibition of a motion picture. Taken together, this
means that if every purchaser of content were only charged the incremental cost of
serving that customer, total production costs would not be recovered and the supplier
would go bankrupt. In the context of sound recordings, this problem is exacerbated by
the fact that much of the produced content does not find enough buyers to even recover

the first-copy costs.” Consequently, market prices must also reflect all the risks

® 1 use the term “content” generically and mean by it any type of product protected by copyright. In
general, the issues discussed in the text are pertinent to production and pricing of any type of intellectual

property.
7 These problems are further exacerbated by unauthorized downloading of musical content.
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associated with substantial sunk costs (first copy costs) that a producer of content or any

kind of intellectual property incurs.

There is a second important characteristic that pertains to the pricing of content to
subscription-based services. In principle, and absent regulatory intervention, such
content can be differentially priced to would-be users with different willingness to pay.
The combination of low (or zero) marginal costs of serving an additional user, together
with the possibility of excluding non-payers, turns content into an “excludable public”

good.®

Although an additional use of the content imposes little or no additional cost, a
price equal to marginal cost is not socially optimal, as would be the case with a so-called
“pure” public good where, unlike here, exclusion is not feasible. Indeed, resource
allocation will benefit by the imposition of prices in excess of marginal cost for public
goods such as content, where owners are able to collect such prices, in order to provide
incentives for production of copyrighted content. Absent the ability of producers of
content to earn sufficient amounts to cover expected costs and earn risk-adjusted returns
on their investments in the creative process, the supply of content would dry up or vastly
shrink. Because the dissemination of content requires its availability in the first place,

creation of incentives for production of content is of paramount public policy concern.

In this section I review the basic principles of pricing goods that are costly to
create but inexpensive to disseminate, and where use by a single user does not preclude
use by others. Although markets for such goods differ in fundamental ways from
markets for goods like cars, the role of prices in promoting efficient allocation of
resources and in maximizing social welfare remains unchanged. Thus, it remains the
case that too high a price would choke off demand, and too low a price would limit

supply. However, the path to identifying the optimal price in this context is more

¥ In this way, a sound recording is different than, for example, a lighthouse, because it is difficult (and
inefficient) to prevent all shippers from using a lighthouse once it is built. A more complete discussion
can be found in, e.g., W. J. Baumol and J. A. Ordover, “On the Optimality of Public Goods Pricing with
Exclusion Devices,” Kyklos, vol. 30, Fasc. I (1977), and J. A. Ordover and R. D. Willig, “On the Optimal
Provision of Journals Qua Sometimes Shared Goods,” American Econ. Rev., vol. 68, No. 3 (June 1978).

--15--
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difficult because now there is a complex trade-off between ensuring that producers
recover their costs (which necessitates prices in excess of marginal costs) without
undermining incentives for dissemination of the content product (which point to prices
close to marginal cost once the content is produced). Indeed, the pricing of goods for
which creation is costly but output expansion is inexpensive is a classic problem in

economics.’

B. Pricing above Marginal Cost

The solutions to this policy problem focus on an oft-noted tension in the pricing
of intellectual property between static and dynamic efficiency.'® In this context, static
efficiency considerations mandate that the asset, whether a copyrighted sound recording
or satellite radio transmission of programming content, be made widely available to all
those willing to pay the low marginal cost of dissemination. To explain what this means,
consider the case of the SDARS itself. Once a SDARS has built its network, a
subscription price to its service equal to the marginal cost of serving an additional
subscriber — which is likely to be zero or close to it — guarantees the socially optimal
volume of subscribers and first-best dissemination of satellite radio content. Such low

price serves the goals of static efficiency.

However, a price equal to the cost of serving an additional subscriber undermines
dynamic efficiency because it precludes the owner of the SDARS from ever being able to
recoup its initial investment.'' As a result, a rational investor will have no reason to
develop the service in the first place. This would be an inefficient result because, as
evidenced by its success, the SDARS delivers a service that many consumers are willing

to pay for, thereby demonstrating its value to society.

? See, e. g., R. Coase, “The Lighthouse in Economics,” Journal of Law and Economics, October 1974, pp.
357-376.

10 See, e.g., J. A. Ordover, “A Patent System for Both Diffusion and Exclusion,” Journal of Economic
Perspectives, Winter 1991, pp. 43-60.

" Here I abstract from advertising revenues which are the source of revenues for OTA radio and television.
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In a free market equilibrium, the service whose provision has the characteristics
described above will likely be priced at a rate that exceeds the marginal cost of serving
the additional consumer. Such a price therefore will suppress usage, but only to the
extent that it enables the provider of the service to recoup and (possibly) earn a return on
its investment. In that way the price is conducive to dynamic efficiency. I will now
discuss this market solution in slightly greater detail and then relate it to the issues raised

by the current rate hearing.

C. Static Pricing of Content: The Second-Best Approach
Static efficiency assumes that the product or service is already available, which
means that the pertinent fixed (and sunk) costs have already been expended. The
question becomes how these fixed costs, along with the variable costs associated with
distribution of content, should be recovered in order best to meet static efficiency
objectives without destroying incentives for investment.'* As it turns out, economists
have given a clear answer to this question. The answer is provided by so called second-

best or “Ramsey pricing.”"?

The basic idea behind “Ramsey pricing” is straightforward: Given that
incremental-cost pricing is not feasible (because it leads to financial ruin), prices should
be set in such a manner as to distort usage to the minimum extent (given the profit target).
This prescription leads to a simple rule. The rule is that those customers — be they final
users or intermediate customers (such as the SDARS, for example) — whose demand for
the product (content) is inelastic should pay a higher markup above the marginal costs of

serving them, and those whose demands are elastic should pay a lower markup.'* The

2 1 do not consider here one possible solution: providing the content at public expense and providing it to
users at zero marginal cost. This solution may give rise to another problem. If users do not pay for the
use of the product — if the content were given away for free — there may not be a reliable metric for the
value they receive. If it is difficult reliably to measure the total value of its use, then it likely is not
feasible to determine whether the value received justifies (that is, equals or exceeds) the costs of
developing the content in the first place.

" For a clear exposition of second-best pricing see, e.g., W. J. Baumol and J. G. Sidak, Toward
Competition in Local Telephony, MIT Press (1994), chaps. 3, 4, 6.

" This prescription is often termed an inverse elasticity rule, or a Ramsey rule. Demand is said to be
elastic when a given percentage change in price prompts a greater percentage change in quantity

(footnote continued...)
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rule makes sound economic sense because — for any given profit target — it distorts usage
the least. Since elasticity of demand is related to the “willingness to pay,” the rule also
means that those users or usages with a high willingness to pay — meaning, high
valuations — for the content should be required to contribute the most (per unit of usage)
towards defraying the costs of providing the product in the first place. Application of this
principle assures that the greatest number of consumers will be able to benefit from use
of a product consistent with the supplier being able to recover sufficient revenue to justify

the product’s creation in the first instance.

The economic rationale for Ramsey pricing is thus straightforward and follows
the general precepts of pricing discussed in the previous section. In particular, under the
Ramsey pricing principles, the valuation of the product to a consumer (or a group of
users) is the driver of the price that they will pay in market-based transactions. Since the
consumer is never willing to pay more than his or her “willingness to pay,” asking those
buyers who have high willingness to pay to contribute more to the recovery of first copy
costs ensures that those whose valuations are lower may have the opportunity to access
the content as well. It is for this reason that “Ramsey pricing” has been at times referred
to as “value-based pricing.” Such pricing also provides the correct incentives for
producers of content insofar as it ensures that overall revenues from all sources recoup (in

the expected value sense) the costs of creating the content in the first place.

Putting these observations in the current context, it is important to note that
demand for music content by the SDARS is a “derived demand” in the sense that it flows
from consumers’ demand for the service as a distribution channel for music (as well as
other content so delivered). For example, at the extreme, if consumers had no interest in
listening to music via satellite radio, XM and Sirius would have no willingness to pay for
the rights to transmit digital performances of sound recordings. More generally, the

SDARS’ willingness to pay content owners is inextricably linked to consumers’

(...footnote continued)

demanded. For example, if a 5% increase in price results in a 10% decline in quantity demanded, the
elasticity of demand is equal to two.
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willingness to pay for the SDARS’ service, given the other options that are available. In
particular, the more that consumers value a sound recording distribution channel, the less

“elastic” the demand for sound recordings by the operator of such channel is likely to be.

For purposes of this proceeding, application of value-based pricing principles has
great utility in gauging what would be the outcome of voluntary negotiations between the
SDARS and copyright holders of sound recordings. That is so because observed rates in
other music distribution channels provide information regarding distributors’ willingness
to pay for sound recording content; that is, the elasticities of the distributors’ derived

demands for music.

Any given distributor’s willingness to pay for sound recording content depends on
current or anticipated revenues (e.g., in the case of subscription services, the product of
the per-subscriber charge and the number of subscribers) which, as noted, reflect the
value to listeners from receiving music through this channel, and costs (excluding the
cost of the sound recording content itself). One would expect a priori that the derived
demand elasticities for satellite radio do not differ substantially from the analogous
elasticities in other distribution channels for sound recordings. Hence, observed rates in
other channels should serve as useful metrics in setting a rate in the instant proceeding. I
return to this point in Section V, where I present rates observed in other channels that can

be used to obtain an economically reasonable rate (or range of rates) in this proceeding.

I now need to address an important complication to basic Ramsey pricing which
arises when cross-elasticities of demand are present across the various available
distribution channels (i.e., modes of listening). For example, an increase in CD prices
will likely drive some consumers of sound recordings to other services which deliver
sound recordings in different formats. Consequently, the licensor of content must take
these cross-elasticities into account, and it is important that it be allowed to do so. In
particular, if the seller disregards the effects of such “cross-elasticities,” or, worse still, if
it cannot reflect them in prices, it will set inefficient prices. For example, by being forced
to set the price of content low to one channel, a content provider can end up diverting

demand from other channels in which it earns a better contribution towards its fixed costs
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and profits. Such pricing results, in effect, in inefficient “cross-subsidization” of one

channel (and its users) at the expense of other channels (and their users)."”

In sum, application of Ramsey pricing principles to the pricing of content means
that price ought to reflect value received by purchasers, and that purchasers who place
similar value on the ability to transmit digital performances of sound recordings ought to
pay similar prices for the rights to do so. Absent any evidence that demand for satellite
radio is highly elastic at given rates — which is highly improbable — and taking note of the
cross-elastic effects, the rate should not differ substantially from rates paid by firms
operating in other channels of distribution which transmit and perform the same recorded

music.

D. Market Power, Transactions Costs, and Licensing

The analysis in the preceding sections must be extended to take into account the
complications that are present in real markets for copyrighted works. The first
complication stems from the concern that record companies may each possess substantial
market power due to the alleged importance of each of their repertoires for the
commercial viability of a music distribution service. In the presence of substantial
market power, voluntary commercial arrangements may result in prices that significantly
deviate from those that would emerge in a more competitive market environment. Here,
however, there is a substantial body of marketplace evidence that establishes that this
potential abuse of market power is not a concern. Time and again record companies have
been able to negotiate rates with other distributors of content at levels that have permitted
these other services to emerge and thrive, to the benefit of these distributors and to the
listening public. This is not a case in which market failure should lead the Court to
depart from a market-based approach and reliance upon rates that have emerged through

negotiations between record companies and music distributors.

' Equity analyst reports covering the satellite radio industry note the likely cannibalistic effects satellite
radio has on purchased music. For example, a Citigroup report notes that, “...because of the sheer
amount of time that is spent by consumers listening to [satellite radio] instead of listening to purchased
music, it is likely to be highly cannibalistic of purchased music.” “Warner Music Group,” Citigroup
Equity Research: United States, September 22, 2005, at p. 39 (“Citigroup Warner Report”) SX Ex. 103
DR.
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In the instant case, an additional complication arises from the fact that record
companies are allowed jointly to negotiate license fees with the SDARS under the
auspices of SoundExchange. Such an arrangement is efficient because it minimizes
transactions costs and also obviates a concern — whether real or not — that one record
company will attempt to “hold up” a provider of satellite radio service.'® Hence, even if
an individual record company may lack substantial market power, record companies
negotiating as a single entity likely will have such power. It is therefore important to
ensure that the rates that would emerge from a hypothetical arm’s length negotiation
between SoundExchange and the SDARS are free of any “monopoly profits” that might
be created by the statutory framework which gives SoundExchange the ability to
represent all sound recording copyright holders collectively. The best way to protect
against this result is to rely on actual marketplace rates (or analysis that is intended to
yield marketplace rates), since in the marketplace it is the individual record companies,

and not SoundExchange, that bargain and enter into agreements with distributors.

E. Conclusion
In sum, rates should reflect purchasers’” willingness to pay for the music content.
That is, they should reflect the value of the music content to the SDARS and to their
subscribers, as embedded in the principles of value-based pricing. In this way, the Court-
determined rates will properly balance the goals of static and dynamic efficiency. AslI
noted earlier, the most effective way to construct such a rate is to mimic rates set in the

marketplace for sound recordings.

IV.  THE ECONOMIC IMPLICATIONS OF THE SECTION 801(b) POLICY
OBJECTIVES

In Sections II and III above, I laid out the basic rules for setting prices when the
theoretical ideal of marginal cost pricing is not feasible. I explained, in particular, why
efficient pricing of intellectual property, as opposed to more standard products, cannot be

resolved simply by identifying the product’s marginal cost. I now turn to an analysis of

' This issue is addressed by Dr. Pelcovits who uses “Shapley value” as a solution to a cooperative game
bargaining model for deriving an appropriate license fee.
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the policy objectives set forth in 17 U.S.C. § 801(b)(1) with this basic concept in mind.
In particular, I use the economic principles discussed above to assess the economic
implications of each policy objective and to thereby translate each objective into
economic criteria for establishing a rate for the license at issue. I conclude that the first
three factors in particular focus on the trade-off between the need for incentives to create
content such as music and the legitimate goal of ensuring its dissemination to the

listening public.

The list below spells out the policy objectives that apply to setting the rate for the

blanket license at issue in this case:
(A)  To maximize the availability of creative works to the public;

(B)  To afford the copyright owner a fair return for his creative work and the
copyright user a fair income under existing economic conditions;

(C)  Toreflect the relative roles of the copyright owner and the copyright user
in the product made available to the public with respect to relative creative
contribution, technological contribution, capital investment, cost, risk, and
contribution to the opening of new markets for creative expression and
media for their communication; and

(D)  To minimize any disruptive impact on the structure of the industries
involved and on generally prevailing industry practices.

I now address each objective in turn.
Objective 1: To Maximize the Availability of Creative Works to the Public

In principle, this objective is best advanced by a market-based rate that sends the
correct incentives both to copyright holders and to distributors of creative content. This
factor has a clear economic interpretation in terms of the principles laid out above. I
understand that this panel’s precedent establishes this first objective as principally
focused on the adequate provision of incentives for the “production” of new creative

works.'” These incentives are most potent when creators of content receive sufficient

"7 Determination of Reasonable Rates and Terms for the Digital Performance of Sound Recordings, 63
Fed. Reg. 25394, 25406-25407 (May 8, 1998).
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compensation for their creative efforts, while the distributors of content have sufficient
incentives to deliver the content to potential users. Put another way, as [ understand it,
this objective should not be interpreted as compelling a blanket license to access a given
stock of sound recordings that maximizes distributors’ profits. Rather, the objective is
best interpreted as implying that license fees should promote creation of new content
while maintaining the viability of various distribution channels that are attractive to the

listening public.

In order to satisfy this policy objective, the blanket license rate must be hi gh
enough so that it does not constrict the future supply of sound recordings below the
socially efficient level, and not so high as to expropriate the SDARS’ competitive returns.
At the minimum, this requires that expected risk-adjusted returns to creating new sound
recordings as determined by license revenues from feasible distribution channels should
at least recover the associated expected fixed and variable costs incurred by the creators
of new sound recordings in the aggregate. In addition, the blanket rate should not
undermine record companies’ earnings in other channels or create competitive distortions

among channels.

According to the economic rules described in Section III above, the license fee
contribution from any given distribution channel should reflect the value of sound
recordings in that channel as measured by the elasticity of demand for sound recordings,
and the cross-elasticities of demand between the channel under consideration and the

alternative modes of distribution.

The survey data and results obtained by Dr. Yoram Wind are highly informative
regarding the role of music in attracting SDARS subscribers and strongly support the
proposition that a representative subscriber to satellite radio values music programming
substantially more than the other programming delivered by the SDARS. Nearly one-
half (43%) of all respondents indicated that they would cancel the service if it lacked
music, a percentage that was triple that obtained with respect to any other type of
programming (e.g., talk shows or sports). Respondents were also asked to assign 100
points among seven satellite radio programming types in proportion to the relative

importance respondents placed on them. Music, on average, received 44 points, again
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triple the average amount ascribed to any other programming type. Moreover, 74% of
respondents assigned the highest number of points to music programming, a full four
times the level for any other type of content. Finally, in response to a query regarding the
type of programming transmitted on satellite radio that would be missed the most if not
available, 50% of respondents cited music. No other category of content was cited by

more than 16% of respondents.

Thus, given the critical importance of music in attracting subscribers to satellite
radio, it is reasonable to assume that the blanket license and the sound recordings it
covers account for a substantial share of the SDARS’ value, and therefore should receive
a substantial share of that value. Of course, there is a limit on how much of that value
could accrue to the record companies. In particular, the elasticity of demand for sound
recordings by the SDARS is not zero: that is, an increase in a blanket license fee to some
high level would induce the SDARS to substitute other content for music. Moreover,
higher blanket license fees may result in higher subscription rates, and thus in fewer

subscribers.

These considerations limit the rates that the record companies would be able or
willing to set by means of individual bargains in the open market for blanket licenses to
their individual repertoires.'® This is so because the dollar volume of fees each record
company is able to collect depends, in the end, on the number of customers that the
SDARS (and all other music distribution channels) are able to attract. These individually
negotiated blanket license fees thus likely will reflect the value of the individual
repertoires, and the licensor’s estimate of the record companies’ ability to deliver value
through future releases, as constrained by competition among record companies.

Because these types of considerations play themselves out in other licensing venues,
license fees negotiated individually by record companies in such other venues provide

useful benchmarks for the blanket rate at issue here.

' Moreover, from the standpoint of a single record company, an increase in its demanded rate relative to
what rivals charge would place it in a weaker position vis-d-vis the other record companies.
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Voluntarily-negotiated pricing of content in fact reflects a legislative judgment
about the extent to which intellectual property holders should be compensated for their
creative efforts. Because Congress granted the copyright holder substantial property
rights in the first instance, and thus potentially substantial negotiating power, market-
based rates provide the copyright holder with as much of the surplus (value) generated
through the use of'its intellectual property as the marketplace will permit. The copyright
law grants the author a “monopoly” over a particular form of expression of an idea: it
gives the owner the right to exclude non-payers from using the property (assuming that
anyone actually wants to pay anything for it). Although such protection does not
generally impart monopoly power to the copyright owner, it does lead to a market setting
in which the owner of the copyright does not face competition from an identical product
(unlike a producer of steel or wheat, for example).'® In that way — by creating the right to
exclude and the right to an expression — Congress itself has created a system designed to
maximize the availability of creative works to the public, and that system is based on the

operation of market forces under the umbrella of copyright law.

The value to the licensee of copyrighted creative works thus is most clearly
revealed in voluntary transactions reached through negotiations and other market
mechanisms, either with (some) distributors of digital content, or directly with

consumers.

Objective 2: To Afford the Copyright Owner a Fair Return for His Creative
Work and the Copyright User a Fair Income Under Existing
Economic Conditions

The second policy objective requires “fairness” for both the copyright owner and
the copyright user under “existing economic conditions.” “Fairness” is not a core
economic concept. Insofar as it has a basis in economics, it relates to the outcomes that
arise through unfettered market interactions in workably-competitive markets, that is, in

markets that are not distorted by undue exercise of monopoly (seller) or monopsony

' This is not to say that, in this digital day and age, that the copyright owner does not face competition
from almost identical purloined versions of its copyrighted product, such as illegal CDs or downloads.
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(buyer) power. From that perspective, then, “fairness” too is achieved by maintaining

consistency with rates that are the result of market-based transactions.

A market transaction occurs only if both sides find it desirable as compared to the
alternative, i.e., not transacting with each other. Since market transactions are voluntary,
it follows that prices (here licensing rates) that emerge through this voluntary process
should be deemed fair in this basic sense. From the social welfare standpoint, prices
determined by unfettered marketplace interactions reflecting users’ willingness to pay
and suppliers’ production costs can be said to result in a “fair” outcome for both sides,
and also in an outcome that is efficient in the sense that it may not be possible to change
these allocations through regulatory or other interventions without at the same time
reducing aggregate economic welfare. Therefore, the equilibrium price arrived at
through unfettered marketplace interactions can be said to result in a “fair” division of

benefits from transactions over the long run.

This said, it is important, in my opinion, to avoid several pitfalls which might
improperly be introduced into the public policy debate about the proper level of a blanket

rate under the rubric of “fairness.”

First, it would not conduce to achieving the goal of “fairness” to set a very low
blanket because some portion of the recorded music played on satellite radio is comprised
of past repertoire (i.e., the “catalog”). As explained earlier, copyright owners base their
decisions on the expected future flows of revenues from all available sources. Hence,
arbitrarily truncating these flows will lead to dynamic inefficiency in the form of reduced

future supply of output.?’

Second, it is not uncommon in the marketplace for a producer to sell its products
at a low price to a start-up distributor because it may be in the producer’s long-term
interest to promote an additional distribution outlet for its product. But in the
marketplace, such “introductory” low rates will not persist once the buyer grows in size.

Indeed, such low rates will not persist even if the buyer - either because of high costs or

0 Of course, the copyright law truncates the flow of revenues at the time the copyright expires.
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lack of appeal of its product or service — does not achieve economic viability. Thus, an
introductory low rate is “fair” by market standards — inasmuch as it was voluntarily set by
the seller — but it ceases to be “fair” when the purchaser attains viability, or at least has
had sufficient opportunity to become viable, but nevertheless turns to regulation (or other
means) to lock in the rate. In the instant context, there is no reason — and in fact would be
bad economics and public policy — that the recording companies should be asked to
reduce the risk of failure of satellite radio by charging below-market rates for their

content.

Third, it might be in a licensor’s private interest to offer a low rate to a start-up
distributor, but only if other content providers are doing the same. Otherwise, the content
provider who offers a discounted rate may not be advancing its own business interests,
but simply transferring wealth to the buyer, and potentially enabling the buyer to make
better deals with providers of competitive content. It is conceivable that the SDARS
could rationally persuade the record companies to charge them a low rate during the start-
up period. It is less conceivable that the record companies would accept such a rate if the
SDARS were at the same time offering highly lucrative deals to other content providers
such as Howard Stern and Major League Baseball, for example. Thus, marketplace
evidence on the terms of freely negotiated contracts with other content providers is
relevant both to gauging the willingness of recording companies to offer “introductory”
rates, and also to assessing the willingness and ability of the SDARS to pay for attractive

content.

In sum, I see no basis on “fairness” grounds for imposing on record companies
and artists a rate in this case that would deviate from what would be freely determined
through negotiations in the marketplace. Setting a blanket license rate at substantially
below market rate is a prescription for inefficiency and inimical to sound public policy.
A below-market rate would amount to “subsidizing” the SDARS, which would have the
undesired effects of both giving the SDARS an undue competitive advantage vis-a-vis
other distributors of music, and weakening the incentives for production of new
recordings and for efficient distribution of music in the new media. Regulators rarely

establish such “below-market” rates. They typically do so only when confronted with a
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clear legislative mandate to create such a rate. Such rates are the exception rather than
the rule, and there is no sound economic or public policy reason to implement such rates
through this proceeding. This admonition applies, of course, not only to the rate to be
paid by the SDARS but (plainly) also to the rate to be received by record companies.
Deviation from a competitive market rate in either direction does not conduce to short-

term and long-term economic efficiency.

Finally, the economic consequences of setting the rate “too high” are likely to be
less severe than if the rate is set “too low.” The rate established through the regulatory
process establishes a ceiling. If this maximum rate is so high that it undermines the
SDARS’ business model, the parties can negotiate a lower rate that is more conductive to
dissemination of content via satellite radio networks. The record companies have an
incentive to agree to a lower rate if the statutory rate were set too high. In the context of
individual negotiations, a copyright holder would receive no benefit from setting a
license fee that is “too high,” because it would significantly curtail dissemination of
music over satellite radio networks (or eliminate it altogether) relative to the level that

would be attained in a well-functioning market.?!

On the other side of the table, if confronted with a mandated rate that is too low,
the record companies have no choice but to license their sound recording repertoires,
even if, as a result, they are not obtaining a warranted contribution from satellite radio to
their overall return on their portfolio of recordings. While in the short-run, a blanket
license that is too low likely will not affect either the demand for or the supply of
already-recorded performances of music, in the long-run, an inefficiently low price will
reduce the supply of new recordings, which is inimical to the public policy goals stated in

Objective 1.

Further, as described above, the detrimental effect to society of setting a fee for

the compulsory license that is too low relative to benchmark market rates extends beyond

?! Market rates in other channels reflect whatever legitimate pricing flexibility recording companies have
as a result of developing attractive recording assets whose use is protected by copyright. I have seen no
evidence that these rates reflect “monopoly power” rather than competitive pricing of differentiated
products.
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the reduced supply of new recordings; it effectively results in a subsidy to the SDARS by
allowing them to pay less for the licenses than their value would command in the market.
Such a subsidy likely will stimulate growth of satellite radio but only because of undue
cost advantage. And, because satellite radio is, to varying degrees, substitutable for other
channels through which recorded music is distributed to listeners, subsidizing satellite
radio necessarily will divert sales from these other distribution channels. This diversion
will occur even if these alternative modes of distribution are more efficient relative to
satellite radio, and as a result society’s resource costs of music distribution will
needlessly increase. Moreover, from the standpoint of the record companies, diversion of
the sort I describe will lower their returns from both satellite radio and other distribution
systems, which would be forced to lower their own rates (and ultimately lower the
amount they pay to the copyright holder) in response to a subsidized rate. In sum, in
considering the second factor, the social costs of setting a rate too low exceed the social

costs of setting it too high.

Objective 3: To Reflect the Relative Roles of the Copyright Owner and the
Copyright User with Respect to Their Relative Creative and
Technological Contributions, Cost, Risk, and Contribution to the
Opening of New Markets for Creative Expression

The public policy goals of this Objective too are best attained by setting the
license fee in a manner that reflects the level of the fees that would be set in the market.
Markets properly reward and take account of capital investment, the costs and risks
involved in deploying the facilities and infrastructure necessary to produce a good or
service, and each of the other considerations listed in this factor. Specifically, the third

objective invokes several economic considerations.

First, the SDARS are, in the end, distributors of sound recordings and other third-
party content. Although the SDARS develop some original programming that they
provide around the music and other content (the so-called “wrapper”), the content itself is
the essential input. Moreover, sound recordings comprise a key portion of the content, as
evidenced by the amount of time subscribers spend listening to music relative to other

content, and as evidenced by the reasons subscribers give for choosing to subscribe to
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satellite radio.”> Without the creative input provided by the sound recording copyright

holders, these services likely would not survive in the marketplace.

Of course, the SDARS’ success is driven in part by how well they program
channels of music (and other content) that subscribers want to hear. However, as noted
above, this incremental contribution would have zero value if there were no music
content to package! The same is not true of sound recordings, which have an already
established value separate and apart from their packaging and distribution via satellite
radio. This is not to say, of course, that satellite radio does not deliver value: if it did not,

there would be no subscribers.

Second, with respect to the SDARS’ roles in terms of their contributions to
distribution technology, I note that the concept of distributing content via satellite is well-
established, and hence, in some respect, the innovative aspect of the SDARS is best seen
as an extension of a known distribution mode to music (and other content). Obviously,
the SDARS have incurred risks associated with the “launch” of the service, including the
launch of the satellites and the marketing expenditures undertaken at a time when the
success of satellite radio was not assured.” Accordingly, the SDARS should be
compensated for these costs and risks, as well as for all the costs they incur on a recurring
basis to deliver programming to subscribers. Based on the available evidence regarding
the margins that the SDARS are earning on their programming (and on the forecasts of
margins that they would earn after an increase in the blanket license), one cannot reliably
conclude that Court-approval of the rate requested by SoundExchange, and the increase
in licensee fee payments that such approval would create for the SDARS, would, on a

forward-looking basis, push the distributors to below-competitive, risk-adjusted rates of

In addition to the survey results reported by Dr. Wind, reports issued by various equity research firms
highlight the critical role of music content in the SDARS’ offerings. See, e.g., Citigroup Warner Report,
SX Ex. 103 DR, at p. 38 (Sirius reports that 80% of people who subscribe to satellite radio do so in order
to receive commercial-free digital music and that greater than 70% of subscribers’ time spent listening to
satellite radio is devoted to music.); “Satellite Radio Survey 2005,” JPMorgan North American Equity
Research, February 7, 2005. SX Ex. 108 DR, at p. 3 (“Our survey shows that the key demand driver for
satellite radio is commercial free music, ... .”).

¥ Insofar as the transponders on the launched satellites could be used for other services, the sunk costs

associated with their launch would be mitigated.
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return on their up-front investments and on their on-going contributions to dissemination
of music content.”* Put another way, there is no evidence of which I am aware that the
SDARS would be unable to pay on a forward-looking basis the license fees generated
through imposition of the proposed rate. Nor is there any evidence that such an increase
in license fees paid by the SDARS would amount to an expropriation of their reasonable
returns on past investments and attendant risks. And finally, there is no evidence that the
increase would necessarily substantially constrict the volume of subscribers (or

undermine growth).

At the same time, this factor is not a justification for compelling a rate that
provides either side with some assured return on their investments. As I already
explained, a rate that assures the SDARS an above-competitive, risk-adjusted return on
their investments may result in inefficiencies insofar as the rate would not only reduce the
record companies’ revenues from their recordings to below an amount available through
market transactions, but also would raise the total cost of music distribution by insulating
to some degree the SDARS from the rigors of competition. Thus, regulatory efforts to
ensure such a return would benefit only the investors in those technologies. Society as a

whole would be worse off.

Objective 4: To Minimize Any Disruptive Impact on the Structure of the
Industries Involved and on Generally Prevailing Industry Practices.

The economic implications of this policy objective are best understood as
focusing on the effects of changes in the rate (or maintenance of the current rate) on both
the licensors and the licensees, here the record companies and the SDARS. In addressing
this factor, two issues should be considered. First, the satellite radio industry is not yet
mature, and thus, its “structure” and “industry practices” are still evolving. Second,
competitive forces frequently result in “disruptive impacts” on existing industries that
nevertheless bring tremendous social benefits, particularly in high-tech industries. For
example, introduction of the digital calculator destroyed the market for slide rules; DVD

technology essentially eliminated the demand for products that are complementary to

* See, e.g., Citigroup Warner Report, SX Ex. 103 DR, at pp. 35-39.
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video tapes; MP3 players eliminated demand for Sony’s WalkMan; and following its
entry, Apple’s iPod quickly emerged as the leading technology among portable music
players. From this perspective it follows that the SDARS should not be protected from
the rigors of competition (any more than they already are by the mere fact that the
industry is limited to just two players) from other existing and yet-to-emerge channels of

distribution.

In the same vein, and consistent with my discussion of Objective 3, it would be
inefficient to use this rate proceeding to set a rate for a blanket license that would
maintain the SDARS’ current margins on the theory that any change in margins would be
disruptive to industry operations. And it would be also inefficient to prop up an
inefficient distribution technology which otherwise might not survive on its own in

competition with alternative channels of music distribution.

Of course, I am not claiming that satellite radio is surviving and prospering only
because of the very low rate it pays for the content that is essential to its competitive
survival. Far from it: there is no evidence that higher rates that better reflect the value of
music could not be built into the SDARS’ business models while maintaining their
chances of future success. While the fourth statutory factor calls for the minimization of
disruptive impacts, that command is qualified both by its own terms (“minimization” is
not the same thing as “avoidance”) and by the other statutory factors with which it must

be considered.

From this perspective, I therefore understand this fourth factor to promote a
policy of setting a rate that minimizes disruption by avoiding abrupt changes in rates
resulting from changes in regulatory policy. I do not, however, understand it to require
freezing regulations in place or permanently setting below-market rates that would shelter
the licensees indefinitely from disruptions normally engendered by the competitive
process. Nor do [ view the fourth factor as advocating a rate that confers upon one
distribution channel a prolonged and unwarranted competitive advantage vis-g-vis rival

channels.

In considering a rate adjustment that minimizes disruptive impacts, the Court will

need to balance potential effects on each of the industries impacted by the rate.
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Impact on the SDARS. Considering the rate’s effect on the SDARS is relatively
straightforward. Iunderstand that SoundExchange is introducing testimony concerning
the SDARS’ costs and revenues, taking into account the rates SoundExchange is
proposing. If, as I understand to be the case, those rates would not drive one or the other
of the SDARS from the market, the proposed rate would not have any effect on the
structure of the satellite radio industry. Moreover, there is no indication that higher rates
would effectively curtail the ability of the SDARS to compete on the merits (i.e., on the
basis of the desirable attributes of satellite radio service) against other distribution

channels and to continue to increase their subscriber base.

Impact on the Music Industry. Addressing the effect of the rate on the structure of
the music industry is both less and more complicated. It is less complicated because the
industry is simply asking for a higher rate which surely should improve its “bottom line.”
It is also more complicated inasmuch as not granting the rate increase could have an
important impact on the industry’s future. The music industry is in flux as it transitions
from a principal reliance on CD sales for its revenue to an increasing reliance on multiple
sources of revenue flowing from different channels of digital distribution of non-physical
copies of sound recordings. That transition raises a host of issues relating to
consideration of this fourth statutory factor: (i) how quickly the transition will occur; (ii)
the extent to which any particular form(s) of digital distribution will gain market
acceptance and become most prevalent in the future; and (iii) the extent to which the

various forms of digital distribution are substitutes for each other, and for CD sales.

Taking these sets of concerns together, in considering the policy implications of
the fourth factor the Court should neither protect the SDARS from the market effects of
market-based pricing of access to sound recordings, nor the music industry as it
increasingly relies on digital distribution of music. It should, however, scrutinize the rate
to make sure that whatever the long-run effects the change in the rate is likely to have on

the two industries, it does not cause immediate disruption. This may include
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considerations of the different structure of the blanket license and the speed of migration

to a proposed rate.”

In sum, the fourth factor recognizes that industry participants may need time to
adjust to significant changes in the rate, given their existing market arrangements. A
drastic change in a regulatory regime can disrupt the business plans of industry
participants. However, this recognition should not be, in my view, a basis for inertia with
respect to rates for access to sound recordings that the SDARS should pay. After all,
firms in effectively competitive markets have to deal with change all the time, and those
unable to adapt fall by the wayside. Here, in particular, I see no evidence that proper
phasing-in of new and higher rates either would undermine the economic viability of the
SDARS or would deprive the listening public of the benefits of this mode of content
distribution. At the same time, sticking with unduly depressed rates for the blanket
license will adversely impact the record companies (as the satellite radio subscriber base

grows) and will distort competition between the SDARS and other distribution channels.

V. RATES ARISING FROM VOLUNTARY TRANSACTIONS

It should be clear from the discussion in Section IV that rates arising from
voluntary transactions best satisfy in principle the policy objectives set out by the statute,
and promote economic welfare that reflects the interests of listeners, record companies,
copyright users, and other relevant parties. Although markets for the rights to perform
recorded music do not resemble the stylized model of “perfect competition” discussed
earlier, voluntary transactions between record companies and various licensees in the
marketplace nonetheless provide useful guidelines for setting rates for the distribution of

sound recordings by the SDARS.

> In this regard, the escalating nature of SoundExchange’s proposed rate accounts for the fact that the
SDARS, based upon forecasts, will gain additional scale efficiencies over time, and thus will be able to
distribute their fixed costs over a larger volume of subscribers. In other words, while an immediate
imposition of the ultimate rate might place a strain on the SDARS' ability to continue to invest in
expansion of and enhancements to their services, a phased-in imposition will be less of a burden due to
increased efficiencies in operations of the networks.
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Consequently, to repeat, market-based rates well-reflect the competitive
circumstances that protect both sides from undue exercise of buyer and seller power. The
resulting rates likely conduce to overall economic efficiency and balance the need to
compensate creators of music content and the need to provide sufficient profits for
distributors to disseminate the creative works to the listening public. In that sense, the
market rate is “fair” because it does not distort the competitive playing field to favor one
party to the transaction over another and generates transaction surplus for both, to the
benefit of the listening public. A bargained-for rate is not so high that the potential user
decides to forego licensing the rights. Nor is the rate so low that the content provider is

injured by cannibalization of sales from other channels of distribution for recorded music.

When considering rates set in the market, two kinds of evidence and economic
analyses with respect to voluntary agreements are helpful in formulating an appropriate
rate. First, it is possible through economic modeling to simulate a market negotiation that
would occur between the sound recording copyright holders acting individually and the
two SDARS. Dr. Pelcovits developed such a simulation of market-like negotiations. 1
believe that his simulation is highly probative as to the appropriate rate. The key
empirical data needed to develop such a simulation are the satellite operators’ expected
costs (net of fees for content) and revenues. With such data, the modeling exercise
allows one to predict how the available surplus, i.e., forecasted revenues less expected
costs (net of fees for content) would be divided between the satellite radio networks and
the various content providers. One obvious advantage of this approach is that it relies on
arich set of public data (when available) from the satellite firms. The principal limitation
of this approach is the flip side of its strength, namely that its theoretical nature precludes
consideration of the full set of dynamics actually observed in the marketplace. Thus,
from my perspective, these types of market simulations are especially probative when

their results are corroborated in some way by marketplace evidence.

The second type of approach provides just such corroboration. To the extent that
market rates can be observed for transactions involving rights to transmit sound
recordings via media other than satellite radio, or rights to transmit non-music content

over satellite radio, the market rates provide useful benchmarks for the rates to be set in
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this proceeding. Of course, the benchmark rates must be adjusted for any material
differences between the benchmark rates based on market transactions and the
compulsory license. Indeed, all of these considerations are reflected in the level and
responsiveness to rates of demand for music on a particular platform. In particular,
distribution channels that have similar demand characteristics (as perceived by the

supplier of music content) should (more or less) pay similar rates.?

The true value of the benchmark methodology is that it relies on real-world
market outcomes. However, since no benchmark is perfect, any comparison can be
criticized to the extent it fails to capture (or fails properly to adjust for) some pertinent
difference between the benchmark market and the distribution of sound recordings over
satellite radio networks, for example. Nevertheless, taken together, the bargaining model
and the benchmark analysis provide the best possible guidance for setting rates that

adhere to the statutory factors.

There are three separate types of pertinent marketplace transactions that, in my
view, provide important information concerning the proper level of a statutorily-
compliant rate, and that provide useful benchmarks that can be used in this proceeding.
Each has its own strengths and weaknesses but, taken together, these cannot be

disregarded.

First, the amount that the SDARS pay in open market transactions for content
other than sound recordings is highly instructive. In the end, content draws customers
and adds value to the network. The amounts paid by satellite radio for that value added,
in light of their own cost structures, gives some indication as to the results of a
hypothetical bargain between content providers and the SDARS. I understand Dr.
Pelcovits provides an analysis of one satellite radio deal about which there is

considerable public information, namely Sirius’ deal with Howard Stern.?’ Plainly, the

%6 Thus, for example, the costs of the channel will be reflected in the channel’s elasticity of demand
together with listeners’ willingness to pay for the music content delivered via the channel. It has to be
remembered that these rates will also reflect cross-channel impacts, which are termed “cannibalization.”

*7 The fact that this content is exclusive — unlike music — imparts some additional value. I understand Dr.
Pelcovits has taken account of that additional value in his analysis. On the other hand, absent music,

(footnote continued...)
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analysis of that deal provides important insight into the valuation of content by one of the
SDARS. Information from that deal can be translated into terms that can be applied to
music, and I find reasonable the results Dr. Pelcovits obtains through the application of

this benchmark.

Deals between content providers and satellite television operators comprise a
second category of benchmarks. The strengths and weaknesses of this second benchmark
are quite similar to those of the first benchmark described above. In particular, these
agreements provide important information about how content is valued by distributors
who presumably have similar cost structures to the satellite radio operators. On the other
hand, the satellite television deals do not directly tell us anything about the SDARS’
willingness to pay for music content. Hence, from these benchmarks we can gain only
limited insight into the pricing of music in particular to satellite radio service providers. I
review the evidence from satellite television deals for non-music content in the next

subsection.

A final useful benchmark consists of the rates at which sound recordings are
licensed to distribution channels comparable to satellite radio. The principal advantages
of this benchmark are two-fold: (i) the underlying licensed content is sound recordings —
the same sound recordings that are played on satellite radio which is now subject to the
compulsory license, and (ii) the licensed content is transmitted, as in this case, over
digital distribution channels. The principal disadvantage is that consumers may value
music differently (at least to some degree) when it is delivered via different media, with
different functionalities, varying features, and so forth. In addition, differences in cost
structures across music distributors could impact their willingness and ability to pay for
content. In my view, while this latter difference is of some importance, it should not be
regarded as dispositive. For example, as I explained earlier, relatively “high” own costs

in a given distribution channel do not represent a defensible justification for low rates.

(...footnote continued)

satellite radio likely would not find many subscribers, at least not at current rates,
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Indeed, an intrinsically high-cost channel can only justify demand for its service if the

value it delivers is sufficiently great that the listening public will be willing to pay for the

costs incurred to fill the content pipeline at market-based rates. Similarly, the fact that

some channels offer permanent downloads while satellite radio does not (at least as part

of the compulsory license), is not a sufficient reason to disregard information from these

types of transactions. In the end, what is being purchased is sound recordings.

A. Satellite Television as a Benchmark

Satellite TV, also known as Direct Broadcast Satellite (DBS), and satellite radio

employ roughly similar business models:*®

Both rely on the delivery of content to subscribing customers by means of a
satellite signal delivered to the subscriber’s receiving unit (be it a television set or
a radio);

Both require significant upfront investments in satellites and satellite

infrastructure;

Both benefited from attracting “early adopters.” For example, in the first two to

three years after launch, the DBS firms attracted roughly four million subscribers;

Both needed to subsidize hardware, offer rebates on installation, and provide

discounts on programming package to stimulate additional subscriptions;

Both utilize “big box” stores (e.g., Best Buy, Circuit City, etc.) and electronics

stores (e.g., Radio Shack), as well as direct sales, to attract new subscribers;

Both rely extensively (or predominately) on subscriber revenues to cover the costs
of programming and other variable costs (such as marketing) as well as generate

(at least) a risk-adjusted competitive rate of return on the invested assets; and

Both are subject to various regulatory strictures. For example, at their inception,

access of DBS networks to content presented complex public policy issues, in

% To be sure, there are differences between satellite television and satellite radio, but the overarching
business models are similar.
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some way similar to those presented by satellite radio today.? In 1992, Congress
enacted the Cable Television Consumer Protection and Competition Act. The
stated intent of the Act was to increase competition in the provision of television
programming to households. Among other things, the Act required that vertically
integrated cable companies could not enter into exclusive arrangements with their
terrestrially-delivered cable networks and that cable networks that licensed
programming to cable TV also license that same programming to satellite TV at

non-discriminatory rates, effectively imposing a compulsory license.*

It is important to note that by 1997 — at least three years after the launch of DBS —
Kagan Associates (a leading analyst of media industries) estimated that none of the
providers was profitable. However, the fact that DBS vendors (such as DIRECTV) were
“losing” money in the accounting sense would not provide a public policy rationale for
content providers to be required to offer the DBS companies “discounts” on
programming relative to cable television distributors (such as Cablevision or Comcast).
Rates with DBS networks were set through market transactions within the broad
strictures set by pertinent regulations. Now, when DBS is an established distribution
channel for video programming with a very large subscriber base, its content costs as

measured by percentage of subscriber revenues are equal to 40%.>"!

The similarities between satellite TV’s and satellite radio’s business model and
early history suggest that voluntary agreements between satellite TV providers and
content providers can give us a plausible benchmark for rates (measured as percentage of
revenues) that would result from voluntary licensing agreements between SDARS and

the record companies in the absence of the compulsory license. The share of revenues

¥ Kagan's Media Cast 2006, Paul Kagan Associates, Inc. 1997,
0 See Edward J. Markey, 46 Federal Comm. L. J. 1.

3! Prudential Equity Group, “Cable & Satellite TV: Earnings Preview, Second Quarter 2006,” July 21, 2006
(SX Ex. 110 DR).
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that DBS network pay for content is an informative metric for gauging what the SDARS’

content costs likely would be absent a blanket compulsory licensing rate.*

There are two ways to conduct the “DBS benchmarking” analysis. The first is to
examine DBS providers’ programming costs as a percentage of revenues for premium
networks only, since premium networks, like music programming on satellite radio, are
commercial-free. The second is to analyze the DBS networks’ subscription revenues and
then to calculate programming costs as a share of revenues.>® These calculations are

presented below.

Data published by Kagan Associates show that the license fees paid by DBS to
the premium networks amount to nearly one-half (49.3%) of the DBS subscriber
revenues that are attributable to these premium services.”* Moreover, overall
programming expenses for DBS today account for 40% of subscriber revenue.’® Thus,
DBS offers two potential benchmarks for the compulsory license rate: (1) 49.3%, which
is the percentage of subscriber revenues generated by premium network programming
that the DBS providers pay for premium network content; and (2) 40%, which is the

percentage of total subscriber revenues that the DBS providers pay for content overall

32 Most music programming on the SDARS is offered on a commercial-free basis and thus the SDARS
today earn minimal advertising revenue. DBS firms do not earn advertising revenue on most of the
channels they offer (e.g., DBS firms do not earn any advertising revenue on premium channels, such as
HBO or Showtime, since those networks have no commercials, and they do not earn advertising revenue
on local broadcast stations). DBS firms do earn advertising revenue on certain cable programming
networks, but the share of total revenue derived from such sources is small and unlikely to bias
significantly the benchmarking analysis presented below,

* An important countervailing factor is that providers of non-premium content to DBS earn not only a
share of the subscription fees charged by the DBS firms, but also a substantial portion of the advertising
revenues generated by the broadcast of their programming. The availability of these advertising
revenues would tend to reduce the price at which providers of non-premium content would be willing to
license their programming to the DBS firms. Thus, my second calculation, based on a comparison of the
DBS firms’ programming costs (which are supplemented by advertising revenue received by the content
providers) and the SDARS’ music programming costs (which are not), quite likely serves to
underestimate the music programming costs of the SDARS as a percentage of their subscription
revenues.

* Source: Kagan, “Cable Program Investor,” July 28, 2006 (SX Ex. 109 DR). These premium networks
include HBO, Showtime, and others.

*5 Prudential Equity Group, “Cable & Satellite TV: Earnings Preview, Second Quarter 2006,” July 21, 2006
{(SX Ex. 110 DR).
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(but which does not account for the advertising revenues received by DBS content

providers).

These numbers are very informative for the task at hand. Given the similarities in
their business models, and especially in light of the fact that programming content
represents the critical input for both satellite television and satellite radio networks, it is
reasonable to assume that the SDARS, in an unfettered market setting, would be willing
and able to spend on content a percentage of subscriber revenues that does not markedly
differ from the aforementioned expenditures by the DBS providers. In order to get an
estimate of the share of revenues that would likely accrue to music, the two shares noted
above must be adjusted to account for fact that both music and non-music programming
are available on satellite radio.*® That is, sound recording copyright holders would

receive only some portion of total content expenditures.

To derive an estimate of the percentage of subscriber revenues the SDARS would
likely spend on music content following market-based negotiations, I rely on Dr. Wind’s
survey of satellite radio subscribers. That survey provided a variety of measures of the
importance and value of music to a representative sample of current subscribers to
satellite radio networks. By a wide margin, all of these measurements identified sound
recordings as the most valuable content delivered by satellite radio service to the current
base of subscribers. Based upon these findings, I agree with Dr. Pelcovits that it is
plausible to conclude that music accounts for approximately 55% of the value of all
programming content distributed by the SDARS. See Pelcovits Testimony 13 n.14, 26.
Thus, the two DBS benchmarks of revenue shares, namely 40% and 49%, when adjusted
by the 55% estimate for the value of music content, become 22% and 27% as realistic
benchmark shares for music. Assuming that the music publishers must be paid out of that
share, and that their rate (which is not public) is approximately 3.5% of revenue, that

leaves a percentage of revenue for the sound recording copyright holders of 18.5% to

* Another possible adjustment would reflect the fact that a limited amount of the programming offered by
a DBS vendor is exclusive to that vendor, which makes it more valuable to the vendor. For example,
DIRECTYV has exclusive access to certain NFL games and EchoStar has exclusive access to certain
international programming.
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23.5% of revenue. Notably, this estimated range is consistent with the calculations
offered by Dr. Pelcovits, whose proposed rate represents 23% of the SDARS’ revenues
by the end of the statutory period in 2012, especially considering that the 18.5% figure is
conservative because it fails to take account of advertising revenue earned by DBS

content providers. See n. 33.

DBS spending on content also can be used to estimate reasonable per-subscriber
rates. In the table below I use the two DBS content expenditure benchmarks (i.e., the
40% and 49%) to project analogous per-subscriber amounts for SDARS in 2004, when
satellite radio programming consisted almost entirely of music-based programming. My
calculations yield figures of $2.37 to $2.91, which represent the range of amounts that the

SDARS would pay as of 2004 for music content on a per-subscriber, per-month basis.

Projected Rates for Satellite Radio using 2004 DBS
Content Expenditure Benchmarks

$311.3 $311.3
$124.52 $152.54
(40%) (49%)
$10.9 $10.9
(3.5%) (3.5%)
$113.62 $141.64
4.37 4.37
$2.17 $2.70

Source: Oppenheimer Equity Research, “Satellite Radio: Turn Up the Volume,” July 21, 2005.

Because this benchmark is based on the satellite networks’ revenues at a time

when their principal programming was music, it needs no further adjustment to reflect the
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value of non-music programming.37 That is, these benchmark rates reflect the share of
satellite radio revenue and per-subscriber rates that likely would have been arrived at by
means of voluntary market transactions between music companies and the SDARS

networks in 2004 in the absence of the compulsory license.

B. Other Digital Music Distribution Channels as Benchmarks

In order to gain additional insight into the range of market rates for recorded
music that SDARS would be expected to pay in a marketplace, I also considered
marketplace rates negotiated for several different distribution channels for digital music,
and in one distribution channel for digital video, discussed in the submitted testimony of
record company executives Mark Eisenberg and Lawrence Kenswil, which explain the
terms of payment voluntarily negotiated between the record companies and distributors
operating in these channels. Record companies and service providers have voluntarily
reached agreements on rates for various types of digital distribution.>® The table below
provides a list of these digital distribution channels and the corresponding rates for the
copyright license in contracts reached between major record companies and digital music
distributors. The rates reflected in the Table are “current” insofar as they reflect the

compensation record companies are receiving under recent agreements.

37 Had I applied this methodology to projected revenue for 2008 for example, it would have yielded higher
estimates that would have required such further adjustment.

3 The rates imposed by the predecessors to this Court are not relevant benchmarks since these do not
reflect marketplace (i.e., voluntary) license terms. Neither do I regard as probative the rates negotiated
in the shadow of a statutory license proceeding, insofar as these rates are more indicative of what the
parties believed would be the result of a rate case than they reflect a marketplace dynamic. Among the
rates I did not consider for this reason are rates that were set for services directly subject to a statutory
license, or negotiated rates for services such as “custom radio,” where the parties still dispute whether or
not the service is subject to a statutory license. In particular, the rate set for “custom radio” plausibly
reflects the record companies’ aversion to taking the risk that the license dispute would be unfavorably
resolved. Here too, the dynamic at work in these contractual negotiations is simply too bound up in
regulatory considerations and judgments to be a useful indication of market rates.
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Permanent Audio $.99/track n/a ] I
Download

Cellular (OTA Download) $2.50 n/a ] ]
Cellular (Ringtone) $2.50 n/a ] ]
Video Streaming (Non- Ad-supported | IEGEIN e NA
Interactive)

Video Streaming Ad-supported | e NA
(Interactive)

Interactive Subscription $12.50/mo ] ] ]
(Portable)

Interactive Subscription $8.00/mo ] ] ]
(Non-Portable)

This compilation of data offers several insights into market rates. First, in every
case in which sound recordings (or music videos) essentially make up a service, sound
recording copyright owners receive a substantial share of gross revenues earned by the
distributor. Second, at least with respect to audio distribution, the percentages of
revenues that record companies receive are within a relatively narrow range, clustering

around [} (though higher for permanent audio downloads).

There are, I think, two reasons for this regularity in the contract data. As a
general proposition, different channels of digital music distribution are to some extent
substitutable for each other. There are limits to how much music per day (on average)
any person can listen to, and thus, an increase in the time devoted to the enjoyment of
music in one channel generally will divert from the time devoted to enjoyment of music
in all other channels of distribution. Insofar as these various channels are substitutable,

one therefore would expect the sound recording copyright owner would aim to obtain a
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comparable percentage of the music’s ultimate value to the consumer, as this value is
reflected in the retail price or other revenues that may accrue to the distributor, including

advertising revenues.>’

Prices that listeners pay for access to music, and license fees paid by distributors,
ultimately are a function of the value to the consumer of the music as transmitted over the
distribution channel. Plainly, some distribution channels offer greater value to consumers
on average (all things being the same). To illustrate, a particular consumer may value a
CD more than the ability to listen to a song one time on a radio, even though the value of
hearing a new release could be substantial. Moreover, these valuations depend on time
and place and, of course, vary across different consumers. At bottom, consumers value
access to music through different channels (perhaps some more so than others on
average) and there is no a priori reason why owners of copyrighted sound recordings
should receive different compensation for their product depending on the identity of the
channel. The market rates listed above, despite their differences, involve a license to
obtain (or deliver to third parties) sound recordings in one form or the other in return for
compensation based on marketplace realities rather than on regulatory decisions.
Distributors whose contracts are summarized in the Table above are selling versions of
the same product — recorded music — which, in principle, are valued by the consumer in
the end for the same reason. ** The fact that that license fees are comparable across a

range of distribution channels is consistent with this assessment, in my view.

In light of these findings, I make two observations about these marketplace

agreements.

*% Indeed, if all distribution channels were perfect substitutes for each other then rates for accessing music
could not be materially different across channels, since distribution channels with higher rates would
simply be driven from the market.

4 Indeed, as noted earlier, one industry analyst concluded that the amount of time spent by consumers
listening to satellite radio, rather than purchased music, is likely to be “highly cannibalistic of purchased
music.” Citigroup Warner Report, SX Ex. 103 DR, at p. 39.
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1. The Percentage-of-Revenue Rates

Although the “per-play” and “per-unit” fees to which the record companies and
the digital music services have voluntarily agreed may affect the ultimate economic terms
of these agreements (in all cases, under the “‘greater of” rate structure, to the benefit of the
record companies), and leaving to one side the - of revenue deals with services like
iTunes, sound recording copyright holders and distributors have agreed to fees that
cluster between ||| NN % of “percent of revenue.™' In other words, the value
created by the use of the music as reflected in revenue figures is shared ||| | | | || |GcGcc_0R
between the record companies and the digital music services, independent of the dollar
amount of revenue generated by the service. Assuming, again, that, in the context of
satellite radio, roughly 55% of total expenditures on content can be fairly attributed to
music, with the rest going to other content, this suggests that sound recording copyright
owners would receive between 19% and 28% of revenues in the free market from satellite

radio.

2. The Per Subscriber/Per Unit Rates

The per subscriber, per unit, and per play license fees in the various agreements
listed above also provide useful information about the plausible market-based rates for
licensing music to satellite radio that would result from arm’s length negotiations. To be
sure, these rates vary more widely than the “percentage of revenue” deals, suggesting that
the value to a listener from accessing music does depend on the mode of delivery (that is,
specific characteristics that the music service provides). Therefore, reliance on the “per-
play” or “per-unit” license fees for gauging proper rates to satellite radio does require
some adjustment for the differentiating characteristics of these other services. In
particular, because there are monitoring limitations as to what the basis of the rate can be,
it is most instructive for our purposes to focus on per subscriber rates as opposed to per

play rates.

4 According to Mr. Kenswil, the trend in licensing fees for music videos based on the || [ NN
. Kenswil Statement at 11,
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Because of the lack of extensive data and the multiple differences between
satellite radio and these other digital music services, it is not possible to perform a proper
statistical study (such as a hedonic regression) that would “price out” the value to an
average listener of the various features that differentiate each of these distribution modes
from another. It is nevertheless helpful to identify the differences among the services that
pay market-based rates and the services offered by the SDARS, and then to attempt to
make adjustments to account for these differences. While there are insufficient data to
make these adjustments with statistical precision, it is possible to make qualitatively
meaningful adjustments, and then to compare the adjusted marketplace rates with the
other evidence of how rates for this statutory license would be set in a competitive

marketplace.

In subjecting these rates to this type of qualitative scrutiny, I follow two different
approaches. The first looks at the different characteristics of these various services and
attempts to adjust for those differences. The second makes a comparison based on the
retail rates of the services — the ultimate indication of the consumer value offered by the
service. I then compare each of these results to the results obtained through other
economic analyses proffered by SoundExchange’s witnesses. Each of the approaches,
while providing essentially rough approximations, is instructive in establishing a most

reasonable range of rates that the Court should consider.

a) Adjustments Based on Differences in the Services.

As noted above, the “per play” and “per subscriber” rates vary greatly for reasons
already adduced. By taking account of these differences, we can get some sense of where
satellite radio falls within the range of observed market rates that compensate the record

companies based on more disaggregated criteria noted above.

In relevant respects, satellite radio is a portable, immediately available, non-
interactive subscription service. It is portable insofar as the service is available wherever
the satellite radio is located (e.g., a traveling listener in the car has continuous access to
satellite radio programming and, once at a destination, the listener can remove the unit
from the car or purchase a separate portable unit and listen to it at home or in the office).

In addition to being portable, the satellite radio companies deliver content wherever and
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whenever the consumer wants to hear it on the receiver. With respect to this feature,
satellite radio is perhaps closer to music downloaded or streamed to a cellular handset,
and thus can be differentiated from a portable music player which can only play music
after completion of a two-step process -- downloading music onto a computer, and then

uploading the music from the computer onto the portable player.

Additionally, satellite radio is non-interactive. Although the listener may pick a
particular channel, even one devoted to a narrowly defined genre of music, the listener
cannot choose what song, artist, or album to play at any given time. In this way it differs
from interactive services which allow a customer to choose a particular song to play.
Finally, satellite radio is a subscription service, of course, because the marketing model
requires the listener to pay the same monthly (or annual) fee to have access to the service

irrespective of the hours of programming that the subscriber accesses.

Given the attributes of satellite radio service, one plausible candidate for rate
comparison is a portable, interactive subscription service, like Rhapsody To Go. Like
satellite radio, this service is sold on a subscription basis and is portable, but unlike
satellite radio, it is interactive, and songs must be downloaded to the computer and then
uploaded on a portable device. The table below summarizes the main attributes of these

two services:

Service Subscription Portable Interactive | Immediacy
Satellite Radio Y Y N Y
Interactive Webcasting Y Y Y N
Services

As between satellite radio and portable, interactive subscription service, the
obvious relevant differences are that satellite radio is not interactive, but it is available
immediately (that is, without completing a two-step process). Thus, before one can make
a meaningful use of the rates paid by these webcasting services as a benchmark for
SDARS rates, it is important to make some estimate of the premium that interactivity and
immediate reception command in the marketplace. To get a sense of the importance of
these attributes to average subscribers, I need to compare the license rates that record

companies receive for interactive and non-interactive, and computer-based and
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immediately available music services that are otherwise similar. This type of comparison
informs the assessment of the benefits that consumers derive from interactivity and from
the ability to access music immediately as opposed to going through the process of

copying music files from a computer onto a portable player.

Value of Interactivity. To determine the value of interactivity, one approach is to
consider the relationship between license fees for otherwise similar interactive and non-
interactive services. Unfortunately, most non-interactive music services are subject to a
statutory license, so presently there is no market-based rate for a non-interactive music
service. Rates set by regulation, or set in the shadow of regulation, are not marketplace
rates and therefore provide little useful information in this context. However, there are
both interactive and non-interactive streaming music video services, neither of which is

subject to regulated rates. As noted above, copyright holders license these services

generally o |
I Cooyiight holders license music for interactive video service

at approximately | SR per play. The same music when used in a non-interactive

service is licensed ||| | N o<: pl2y.* In other words, music

licensed for a non-interactive video streaming distribution channel commands a rate that
is approximately ||| GG, 1ich ¢ives one qualitative gauge
of the value of interactivity in services whose rates are unaffected by regulatory
considerations.

Value of Immediate Accessibility. 1 can estimate the value of immediate
accessibility in the same manner. Here, I compare services that allow a user to download
a song to a computer hard drive and then transfer a copy onto a portable player with
services that allow immediate downloads through a wireless cell phone connection. Each
of these services is completely portable, but only one allows a user to access music
anytime and anywhere. Record companies license music for computer downloads, such
as through iTunes, at the rate of approximately - per track. The same music is
licensed for wireless cell phone downloads at the rate of approximately - per track.

* Kenswil Testimony at 11.
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These differences offer some gauge of the value of being able to download music directly
away from one’s computer, that is, it provides a measure of the value that consumers may
place on not being tethered to the computer and a two step process before they can listen
to music on a portable device. Put another way, there appears to be a substantial
premium for immediate accessibility via transmission to a wireless handset, with the ratio
of the two fees being ||| | | | | QNN ¥ hatever the value that consumers place on
the ability to obtain music anytime and anywhere, it is clear that sound recording
copyright owners are paid a premium by distributors for the right to distribute sound

recordings in this manner.

I would expect that the rate for music licensed to an immediately available, non-
interactive service like satellite radio to be approximately the same as for the same music
licensed to a portable, computer-based, interactive webcasting, adjusted for both
interactivity and for immediate accessibility. Sound recording copyright holders receive
approximately - per subscriber per month for sound recordings supplied to a
portable, interactive webcasting distribution channel. In order to get an indication of
what the rate for a negotiated blanket license to SDARS would be, I start with the rate of
- and then adjust it by, first, reducing it to account for satellite radio’s non-
interactivity and then by increasing it to account for the immediate availability of the

satellite radio signal. This two-step adjustment leads to a suggested copyright fee of

$2.51 per subscriber per month, which is obtained as ||| GcEIEcEIzIzNGNGGEE
[ —, 0 2djust for immediate

access.

b) Adjustments Based on Differences in the Retail Rate.

A second method of placing satellite radio rates in the range of benchmark rates
recognizes that, as a whole, these benchmarks show that the greater the overall value that
the subscriber derives from any particular type of service — as measured by the retail
price of the service — the higher the per-play rate. This relationship make sense: to the
extent the consumer derives greater value from certain attributes, these attributes will
command a premium in the marketplace, as measured by retail prices to consumers.

Moreover, if these same features have the effect of diverting demand from other sources
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of revenue (such as CDs), copyright owners likely will insist on a higher license fee.
This observed relationship between functionality, retail price and share of revenue
provides another way of deriving a plausible value for a market-based “share of revenue”
license fee that would likely be paid by SDARS. I do so by comparing the retail rate of
the SDARS service to the retail rate for non-interactive non-portable subscription

services, set out in the chart below.

$.99/track

]
I 5:2.50/sub/month
]

Permanent Audio Download n/a

Interactive Subscription
(Portable)

Interactive Subscription -

(Non-Portable)

$8.00/sub/month

First, I assume that the average monthly per subscriber price for satellite radio is
$11.25. In order to get a comparable price for a music-only service, I need to make an
adjustment for the fact that SDARS distribute content other than sound recordings, while
the other services considered in the table do not. As previously discussed, see pp. 40-41,
survey data suggest that roughly 55% of the value of satellite radio to average subscriber
comes from its music content. This suggests that consumers consider
$6.19/subscriber/month ($11.25 x .55) to be a reasonable estimate of the value they
derive from having music content delivered over satellite radio. If we take $6.19 as the
adjusted retail “price” of a hypothetical satellite radio service that offered only music,
then the above chart suggests that the service has about 77% of the value to the consumer
as a non-portable interactive subscription service, which retails on average for

$8.00/month ($6.19/$8.00 = 77%).

Record companies receive approximately I (o licensing

sound recordings to non-portable interactive subscription services. As a result, record
companies ought to receive slightly less than this rate for licensing sound recordings to
satellite radio. Applying the - ratio of prices calculated above, this benchmark
yields a comparable rate of $3.09/subscriber/month s
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I do not mean to suggest that these calculations are a substitute for a rigorous
regression analysis. They are not. However, these analyses shed light on what a
hypothetical market-based rate for music would be to SDARS, and place it in the range of

market rates paid by other music distribution services.

Most of all, these methods powerfully corroborate all of the other evidence and
calculations that SoundExchange has developed in this opening stage of the proceeding.

The following table shows how close are the rates that result from these different

approaches to determination of the market-based rate:

Surplus analysis 24% $2.90
“Howard Stern” example 24.5% $2.94
Satellite Television example 18.5-23.5% $2.17-%$2.70
Per Unit/Per Subscriber Analysis n/a $2.51
Retail Rate Analysis n/a $3.09
Percentage of Revenue Analysis 19-28% n/a

All of these analyses are fully consistent with the rate proposed by

SoundExchange, namely:

Last Year (2012) 23% $2.75

Average 16.5% $1.92

In sum, the different approaches to the data taken here and in the testimony of Dr.
Pelcovits collectively strongly support the proposition that SoundExchange’s rate
proposal is on the low end of a royalty that if adopted would promote the policies set out

in section 810(b).
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I declare under penalty of perjury that the foregoing testimony is true and correct to the

best of my knowledge and belief.

e
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Janysz A. Ordover
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- August 1982.

Economics Division of the National Science Foundation, "Collaborative Research on the Theory of Optimal Taxation
and Tax Reform," July 1979 to September 1980, with E.S. Phelps.

Division of Science Information of the National Science Foundation for Research on "Scale Economies and Public
Goods Properties of Information,” W.J. Baumol, Y.M. Braunstein, M.1. Nadiri, Fall 1974 to Fall 1977.

National Science Foundation Institutional Grant to New York University for Research on Taxation and Distribution of
Income, Summer 1974.
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Exhibits Sponsored by Janusz Ordover

SX Ex. 103 DR |Citigroup research report on Warner Music Group (Sept. 22, 2005)

SX Ex. 108 DR |JPMorgan North American Equity Research report "Satellite Radio Survey
2005: Content Wars Shift Share, Not the Demand Curve" (Feb. 7, 2005)

SX Ex. 109 DR |Kagan research report "Cable Program Investor™: Analyzing Economics of
Basic and Premium Programming” (July 28, 2006)

SX Ex. 110 DR |Prudential Equity Group, LLC research report "Cable & Satellite TV: Earnings
Preview Second-Quarter 2006" (July 21, 2006)
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DECLARATION OF DAN NAVARRO
L Background and Qualifications

I am a recording artist, performer, songwriter, and an artist member of SoundExchange. I
understand that the Copyright Royalty Board in this proceeding will set the rates that the satellite
radio services (XM and Sirius) and several services that stream music over television (such as
Muzak) pay to copyright owners and performers for the digital performance of sound recordings.
Because the law requires that 50% of these digital performance royalties be paid to recording
artists, I believe it is important for the Board to hear about the importance of the statutory license
and royalties from an artist’s perspective.

For twenty years, my partner, Eric Lowen, and I have written and recorded songs,
released albums, and toured. We met in the 1980’s when we were both working as waiters and
trying to make it as musicians. After several years of relative obscurity, our live shows in
Venice, California, which featured nothing more than our voices and acoustic guitars, began to
generate crowds and a buzz around our music. We were part of an emerging so-called “Nu-
Folk” scene in Los Angeles at the time. In 1989, we were offered what we thought might be a
once-in-a-lifetime chance to record an album. That first album, Walking On A Wire, was
released in 1990. We toured relentlessly and soon built up a loyal fan base nationwide.

Since then, we have gone on to make our livings as musicians and to release eight more
albums. Two of our albums were originally released on major labels, and a third independent
release was subsequently purchased and re-released by a major label. An independent label
released another album, and we have self-produced and released five albums on our own label,
Red Hen Records -- Live Wire (1996), Live Radio (2002), At Long Last . . . Christmas (2002), All

the Time in the World (2004), and Hogging the Covers (2006). Our music combines elements of





rock and folk and falls into in the “Triple-A” (“Adult Album Alternative”) radio format.
Through our music, we document humanity’s dignity and frailty, we examine life’s losses and
lessons, and we try to convey an emotional immediacy.

Over the years, we have had a number of Triple-A radio hits, including “Walking on a
Wire,” “All Is Quiet,” “Constant As The Night,” “Just to See You,” and “Rapt in You.,” We are
songwriters as well as performers, and our songs have been recorded by artists as diverse as Pat
Benatar (we wrote the hit song “We Belong”), The Bangles, Dionne Warwick, The Four Tops,
Dave Edmunds, The Temptations and others. I have also performed as a non-featured artist on
others’ recordings, sung background vocals on numerous albums for artists such as Neil Young,
Clint Black and Julio Iglesias, and worked as a session singer for movies.

I am a member of the American Federation of Musicians of the United States and Canada
(AFM). T am on the Board of Governors of the Los Angeles Chapter of the National Academy
of Recording Arts and Sciences (NARAS), the Board of Directors of the American Federation of
Television and Radio Artists (AFTRA), and the Board of Directors of the North American Folk
Music and Dance Alliance. In 2002, I testified before the United States Senate Committee on the
Judiciary regarding the importance of digital performance license income to artists.

II. Recording Artists’ Contributions to the Creation of Sound Recordings

Recording an album requires a lot of hard work and involves considerable costs and risk,
especially now that we release albums on our own record label. The currency of what we do is
finding an emotional thread to express the thoughts and ideas we’re trying to convey in a unique
way. When we record songs, we put ourselves on the line emotionally and hope that our

audience will respond.





When Eric and I create an album, we generally write 50% more songs’ than we end up
using on an album. We work on finding a mix of songs that fit well together thematically and
that have a good balance of slow and fast tempos. Once we have selected the songs that we hope
to include on an album, it takes approximately six months to record the album and to create a
final product.

Although no two albums are alike, and the recording process can vary from one album to
the next, I would like to describe some of the creative, technological and financial contributions
we make to an album, and to highlight the risks we face with each new release.

One of the first things we do when recording an album is to hire musicians to play with
us. We typically hire at least three musicians to play bass, drums and keyboard, and we
sometimes hire as many as nine or ten musicians to play a variety of instruments. Because we

record and release our own albums, we are responsible not only for finding quality musicians,

but for paying them, as well. N
I R-coiding a song is not as easy as simply gathering musicians

and playing our instruments at the same time. It takes substantial amounts of rehearsal to
develop the sound we want and to perfect the performance. In addition, it takes years of training
and practice to become a facile, expressive singer and instrumentalist.

When we are satisfied with a song’s arrangement, the next step in the creation of an
album is to record the songs in a commercial studio. Recording is a logistical and technological
obstacle course that requires patience and stamina, not to mention technical skill. In the studio,
we work with a producer and sound engineer, who help us achieve the sound we want. Studio
time is expensive -- it can cost thousands of dollars for a single album -- and so we work as

quickly as we can, but recording is never a fast process. On occasion, it can take days to





complete even a single vocal track -- even when the track is technically perfect, it may lack the
desired emotional spark, and so we re-record it. And, of course, we have to pay the producer and
engineer. Recording an entire album typically requires three or four weeks of cumulative studio
time alone.

Once the songs are recorded, we work on mixing the album -- this is the crucial assembly
of all the record’s component parts. A recorded song can include multiple tracks of recorded
vocals and instruments. Mixing a song requires listening to all of the tracks that have been
recorded, figuring out which ones work best together, and then mixing them together into a
unified recording. The difference between a mediocre recording and a great one can rest on the
technical skill and expertise involved in mixing an album. Mixing usually requires a studio with
vastly upgraded sound processing equipment, including automated mixing boards, special sound
processing gear, computers and high end speaker systems. It also requires someone with
specialized skills. The mixer’s fine art is to place sounds accurately in the stereo image, to
equalize tones so that certain instruments don’t cover others, and to place the vocals at a level
that assures optimal emotional impact. Mixing studios are generally three to four times more
expensive than basic recording studios. It takes us somewhere between one and three weeks to
mix an album.

We also supervise the mastering of an album. Mastering is among the most mysterious
elements of the recording process. To master a song, we work with a sound engineer who is the
gate-keeper for the sound quality on the whole album. Mastering engineers are often weird guys
who hear things that only dogs can hear. The engineer works with expensive equipment to
create overall balance and unity for the album as a whole, makes sure that the sound is consistent

from song to song, eliminates unwanted noises, adjusts the sounds of various instruments, and





sets the sequence of and pauses between songs. The engineer must have considerable expertise
and a finely-tuned ability to hear which elements of a song or album are not working and what’s
missing. An unskillful engineer’s mastering can make a good record sound bad. Without good

mastering, an album can sound dull or the sounds can be uneven.

Based on our many years of experience, we’ve found that one of the best ways to sell
records is through touring and playing live shows. Arranging a tour is not easy. We devote a
considerable amount of time to organizing the logistics of a tour -- everything from renting cars

and reserving hotel rooms to finding local bands to serve as back-up musicians in the various





locales where we play across the country. To enable ourselves to continue touring, and because

the costs of touring come out of our own pockets, we try to strip it down to the bare minimum.





-





IV.  The Satellite Radio Services

I want to be clear that I don’t consider myself to be “against” any of the music services
participating in this proceeding. To the contrary, I support them and am glad that Congress has
recognized that they should compensate me when they play my recordings. In fact, about four
years ago, I added a link to XM on our web site, and XM eventually gave me a free XM receiver
and a year of free XM service. Indeed, I have heard from some of my fans that they signed up
for XM because XM plays our music. At some point, Sirius complained because we didn’t
feature its logo on our web site -- Sirius apparently believed that its association with us would
help drive fans to its services. In response to that complaint, we added a link to Sirius on our
web site. Some months later, Sirius dropped the channel that played our music (which I believe
was called Folktown), and so we removed the link.

I have played three live performances at XM. I have never traveled to XM’s studios in
Washington simply to perform on XM, but I’ve played those sessions when I was already going
to be in the area for other reasons. I enjoy playing the XM sessions and I hope that the
performances help maintain our presence in the marketplace. But I have never noticed any sales
increase for our recordings after those sessions were aired by XM, and attendance at our live
shows has never increased after those sessions. I suspect that the national (as opposed to local)
nature of the satellite radio services contributes to this. When we play a live show in a particular

city or town, we can target that area with advertising and can try to get terrestrial radio play and





promotion in that area, all as part of a coordinated effort to generate record sales. That kind of
focused and coordinated approach can help sell records in a given city. By contrast, satellite
radio lacks that local focus. If we’re playing a show in Alexandria, Virginia, getting a local d.j.
on terrestrial radio to talk about our upcoming show or to do a ticket give-away in the days
leading up to the show can help us. Satellite radio doesn’t offer that same promotional
opportunity.
V. Conclusion

I very much appreciate the opportunity to testify to the Copyright Royalty Board. As the
Board sets the royalty rate, I urge it to keep in mind that this proceeding is not simply one set of
big companies against another. At the heart of this proceeding are thousands of artists whose
talents and hard work make the music. We provide the intellectual property that draws listeners

to satellite radio -- without us, there would be no music on their stations -- and we are entitled to

a fair return for our work.





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

best of my knowledge and belief.

Date: /a//z 7/06 MJ

Pan Navarro
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DECLARATION OF EDWARD CHMELEWSKI

I. Background and Qualifications

I am a co-founder and President of Blind Pig Records, one of the premier Blues and
American roots music labels in the world. Blind Pig Records traces its roots to the basement of
the Blind Pig Café, in Ann Arbor, Michigan in the 1970’s. At the time, Jerry Del Giudice, who
co-owned the cafe and was a college friend of mine, decided to make some extra money by
opening up a club for live Blues performances in the basement, and it quickly became a stage for
some great performances. The incredible performances and the enthusiasm of the audiences led
to the notion of recording this music and presenting it to fans beyond the confines of the club. In
1977, Jerry began Blind Pig Records in earnest, and asked me to join him. We remain partners
in the business to this day.

Blind Pig was hardly a commercial success overnight. The first several albums we
released did not sell particularly well, and Jerry and I both worked other jobs to make a living. |
taught English as a Second Language for many years, until I eventually took a job working for a
music distribution company, as did Jerry, so that we could learn more about the music business.
To the best of my recollection, one of the first Blind Pig albums that turned a profit was a
recording we licensed of Bill Wyman (the bassist for the Rolling Stones) playing with Blues
greats Buddy Guy and Junior Wells at the Montreux Jazz Festival in the early 1980’s. I didn’t
receive a paycheck from Blind Pig for the first ten or so years of our existence, and it wasn’t
until the late 1980’s that I was able to quit teaching and take a modest full-time salary at Blind

Pig.
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From those humble beginnings, Blind Pig has grown into a leading Blues label with some
of the world’s greatest Blues artists, releasing about eight to ten albums a year. Blind Pig has a
catalog of approximately 150 titles from over 70 artists, including Buddy Guy, James Cotton,
Muddy Waters, Junior Wells and Mighty Joe Young, to name just a few. We believe that the
creative abilities of our artists takes precedence over a strict adherence to any narrowly defined
musical idiom. As a result, Blind Pig releases albums not only in Blues, but also in the fields of
Roots Rock, Zydeco, Rhythm & Blues, and Soul Gospel. This philosophy has earned Blind Pig
a reputation for excellence both through releases of some of the all-time greats and through
recordings of the new generation of artists who are bringing these uniquely American art forms
into the 21st century.

We are proud that our musicians have been recognized for their artistic achievements. In
2006, for example, Blind Pig artists scored multiple nominations for Blues Music Awards (the
Blues community’s highest honor) -- Rod Piazza & the Mighty Flyers won “Band of the Year”
for the fourth time, Magic Slim received five nominations, and Tommy Castro, Elvin Bishop and
Otis Clay received nominations, as well.
II. The Perspective of an Independent Record Label

I am testifying in this proceeding to provide the Copyright Royalty Judges with the
perspective of an independent record label. I understand that the purpose of this proceeding is to
set the rates that the satellite radio services (XM and Sirius) and services that stream digital
music over satellite and cable television must pay copyright owners and artists for the use of
their copyrighted sound recordings.

Despite the artistic successes mentioned above, we remain a small business and struggle

to generate enough revenue to cover our costs and pay ourselves, our artists and our employees.
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We are determined to succeed because we are committed to Blind Pig and our artists, and to
preserving and expanding the musical traditions that we and our fans love. In order for us to
continue to achieve these goals and to make Blues music available to the public, we must be
compensated fairly when our sound recordings are purchased or licensed. Our sound recordings
are our intellectual property. They are the “product” that we create. We expend significant
resources and face considerable risks in creating them, and we cannot afford to license them at a
discounted rate.

A. The Market for Independent Record Labels

Since I got into the music business thirty years ago, I can fairly say that there has never
been a worse time for independent record labels: This is the most difficult it has ever been for
Blind Pig to sell records and generate revenue. Although we join with the major record labels in
our efforts to achieve a fair royalty rate from the Copyright Royalty Board in this proceeding,
independent record labels face certain challenges that distinguish us from the majors.

Consolidation in the retail market for sound recordings has contributed to the financial
woes facing independent record labels such as Blind Pig. Ten or so years ago, many cities and
towns had independent record stores. These stores were our lifeblood. The local independent
stores were usually owned and operated by people who really knew and loved music; they
supported all kinds of music, were plugged into their local music scenes, and were responsive to
independent record labels. Those stores would gladly stock our records, encourage customers to
buy them, and put up our posters without charge (for which big chain stores today often charge
record labels). Unfortunately, independent record stores have vanished in large numbers. The
big retail record chains that now dominate the market simply don’t care as much about niche

musical genres or local music scenes. In fact, they even refer to the type of non-mainstream
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music that we produce as “non-essential product.” That label speaks volumes about the big retail
stores’ lack of commitment to selling our music. There is competition for bin space at the big
chains (i.e., for getting albums stocked in a store), and it is extremely difficult for us to compete
with the major record labels, which have many more resources at their disposal. Big stores
commonly charge record companies for price and positioning -- that is, record companies have to
pay to have their records placed in the stores, to have their recordings included in the stores’
listening stations (places within the record stores where customers can use headphones to listen
to songs), and to have the stores offer the records at discounted sale prices. We can almost never
afford to pay the prices they charge for inclusion in these programs. This rising cost of doing
business makes it increasingly difficult for Blind Pig to sell CDs. It is a battle just to get our
albums into the stores, and if we don’t pay for price and positioning, fewer people will see and
buy our albums.

In addition, over the past several years I have noticed that our society has begun to
devalue music. The availability of a wide range of music for free -- both illegally through
rampant file-sharing and legally on a variety of Internet sites -- contributes to the notion in the
public consciousness that music should be free. This is a troubling development for those of us
who rely on selling and licensing sound recordings -- our intellectual property -- to make a
living. Sound recordings are our principal source of revenue, and we cannot afford to license
them at a discount.

B. The Economics of Independent Record Labels

We generate the vast majority of our revenue from CD sales. Most of our music is

available on iTunes, and I estimate that digital sales make up about 13.5% of our gross
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revenues.' The fact that this percentage is so high is more a reflection of the erosion of CD sales
rather than a dramatic growth of digital downloads. Digital sales are no substitute for lost CD
sales -- people frequently pay to download a single song, but it takes around ten of those to make
up for the sale of a CD. We also generate some revenue from selling merchandise directly to
customers through our web site, selling our recordings to our artists for off-stage sales, entering
into licensing deals for the use of our music in television shows and commercials, licensing
individual tracks to other record labels, and earning royalties from compulsory licenses for the
use of our sound recordings and musical works for which we own the publishing rights.

Unfortunately, our CD sales have declined over the past five years, and we find that we
are running faster and faster just to stay in the same place. For the first five months of our 2006
fiscal year (which runs from May 1 to April 30), Blind Pig lost approximately [-].
Whereas our gross revenues peaked in 1998 at about [—], our 2005 gross revenues
were about [_], which represents a [-] decrease in business

Obviously, losing money is not a sustainable business model, and we have taken a variety
of belt-tightening measures to account for our decreasing revenues. Because our new releases
generally sell fewer units than our releases did several years ago, we are attempting to release
more albums each year with the hope that we can make up for lost sales volume with extra
releases. This compounds the already risky nature of the business because it requires us to sink
costs into each new release; if one of those releases does not perform well, it only exacerbates
the problem.

Sales of a record used to “build” as we generated more publicity, as the artists toured

behind the release, and as word of mouth had a chance to affect sales. Nowadays, we have a

"I have marked several pieces of information in this testimony that I would not like to appear in the public record.
All of the information I have marked is confidential and proprietary business information that we do not share with
the public and that could put Blind Pig at a competitive disadvantage if other record labels or artists were {o view it.
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very short window in which to sell records -- our best sales usually occur in the first few weeks
after release -- and after that the numbers begin to decline precipitously. We attribute some of
this to illegal file sharing, and to customers burning, copying, and distributing free copies of the
release to their friends. Another factor is that stores do not keep these new releases in their bins
for very long; unless they see a title selling well right from the beginning, they return it after a
short time. And they take in fewer titles (and fewer numbers of each title) than ever before; they
limit the number of titles they carry as consumer demand for CDs decreases.

As a cost-cutting measure, we have cut back our staffing. In addition to Jerry and me,
Blind Pig has six employees. At one point, we decreased all of our employees from working
forty hours a week to working thirty-two hours a week. When one of them quit, instead of hiring
a replacement, we increased everyone’s hours back to forty a week, but gave everyone extra
duties to cover for the work previously done by the departed employee. In other words, our six
employees now share the workload formerly carried by seven employees.

To be clear, we’ve always operated Blind Pig on a tight budget. As the President and
after thirty years at the company, my salary is $40,000 a year. Blind Pig’s office is on the first
floor of my house. Blind Pig used to pay me $1,350 per month in rent. This was a well below-
market rate for San Francisco. If we had to rent comparable office space on the free market, we
would pay substantially more. Nonetheless, as part of our efforts to reduce costs, we recently
reduced Blind Pig’s rent to $850 per month, which has imposed a personal hardship on me.

C. The Role of Independent Record Labels in Creating Sound Recordings

Independent record labels are responsible for recording, marketing, manufacturing and
promoting an album. Record companies are the principal force behind the creation of a record.

The artists, of course, provide the critical content for every record. But it is the record label that
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does all of the other heavy lifting that goes into making an album and that takes all of the risks
along the way. Blind Pig incurs all of the costs and bears all of the risks associated with finding
artists, signing them, paying to record, manufacture and promote albums, paying royalties, and
running a business. Every album that we release is a roll of the dice. Releasing an album is a
speculative venture -- there are no guarantees of success. Blind Pig does not earn a profit on an
album until its costs are recouped, and even when that happens, we do not receive that revenue
until many months after the costs were incurred. And if an album does not earn a profit, we bear
the full brunt of the financial loss.

The first step in creating an album is finding an artist whose music we’d like to release.
After 30 years in the business, we are well connected in the Blues world and more often than not
we hear about artists through word of mouth. We don’t have the resources to turn an unknown
artist into a superstar, however. We look for artists who are great musicians, but that alone is not
enough. We want artists who are ambitious and willing and able to tour to support their albums.
Touring is critical because it can be the best way to sell records. In fact, because touring and live
performances are so important, we often travel to hear a musician play live if we haven’t seen
him or her perform. Those scouting trips require us to pay for travel costs.

When we sign an artist, we create a budget. Each project and each budget is different. In
some instances, we set a budget amount and give that amount to the artist with the understanding
that he will use the money to record the album and then keep whatever money is left over for
himself. In other cases, we pay the artist an advance and then we pay the recording costs, too.

Our recording budgets vary from album to album, but most of them currently fall in the

range of approximately (||| | | | | | . These figures represent a decrease in the amount

we can spend to record an album. In the past when our CD sales and revenues were stronger and
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we could afford to spend more, our budgets were generally bigger, in the range of [-
-]. Needless to say, it is harder to create a quality album on a tighter budget. Since we’re
forced to lower the recording budgets we can offer to artists, we’re put in a position of insisting
that our artists invest in their own recordings by making up the difference between the allotted
budget and the actual recording costs by paying that difference out of their own pockets. Lower
recording budgets also mean less time an artist can spend in a studio, thus possibly
compromising the quality of the work. We also pay lower fees to the sidemen, or use fewer
sidemen. In addition, we lower our cash outlay by structuring deals so that artists receive all or
part of their advances in the form of finished goods (CDs) instead of cash. Thus, if we pay an
artist with 1,000 CDs (which costs us $1,000 to manufacture, but which we value at an “artist
price” of $6 per CD) instead of paying in cash, we save $5,000 in production costs.

Our recording budgets cover several categories of expenses. They include the costs of
hiring musicians to play with the featured artist and of renting time in a commercial studio for
recording sessions. Sometimes when we use guest artists or sidemen to record an album, we pay
their travel and accommodation costs. In addition, we sometimes have to pay to rent recording
equipment or instruments necessary for a particular album. In the studio, we pay for a recording
engineer who is a highly trained professional responsible for getting the best possible sound for
each recording. The engineer also works on mixing each song -- that is, each song may include
multiple tracks of recorded vocals and instruments, and mixing involves determining which
tracks sound best together and then combining them to form a single song. The budgets also
cover the costs of hiring a producer -- this is someone who is in charge of the entire process and
who works on a range of activities, including selecting material, re-arranging tunes, and

generally supervising the recording process.





Public Version

A recording budget, however, does not cover all of the expenses that we incur in creating
an album. Once an album is recorded, significant costs remain -- and again, it is the record label
who pays them. The album must be mastered, which is a critical final step that involves
sequencing the songs and adjusting the sounds from one song to the next so that they are
consistent. After the mastering is complete, the final sound recording has been created, but the
album is not ready for sale to the public. The next step is to create the album art and text for the
paper inserts into the CD’s jewel box.

With the CD in final form, we then pay to manufacture thousands of CDs. We pay about
$1 per CD in manufacturing costs, but this figure is somewhat misleading. Because each CD
release is speculative by nature, it’s never easy to predict how many copies of a CD to
manufacture. There’s no guarantee that a particular CD will reach even modest sales goals. But
for the initial run, we must manufacture a sufficient number of commercial copies, plus
thousands of promotional copies which are given away. Thus, if we manufacture even only
1,000 more CDs than we end up selling, we’ve lost $1,000 in manufacturing costs alone. By
way of illustration, we recently spent $9,950 to manufacture 9,100 CDs of a new release, which
to date has shipped (as opposed to “sold” because they can still be returned by retail) only 3,000
copies. So it’s actually costing us $3 per CD for every one we’ve supposedly sold at this point in
time.

We also invest considerable time and money into trying to promote our albums. We
typically give away about 3,000 copies of a CD to the media and others to gain exposure for our
albums. At $1 in manufacturing costs, this is an expensive give-away. In addition, postage
charges for mailing out so many free CDs are expensive (we usually try to release two or more

albums at a time just so that we can combine two or more CDs into a single mailing and save on
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postage costs), and there are follow-up postage expenses and packaging costs from mailing out
additional copies for ongoing tour support. Additionally, there are the expenses of phone
charges and staff time in making the follow-up calls that must take place after the promotional
mailing.

Like any small business, we also have to advertise our products. We pay for
advertisements in some of the leading Blues publications, such as Living Blues and Blues Revue,
and in national magazines such as Guitar One, as well as in some of the smaller Blues society
newsletters. In the past, we have paid for placements of our CDs in national retail stores, but as I
mentioned above, that has become prohibitively expensive.

We use a distributor to provide our CDs to retail outlets. The distributor takes a
percentage of the wholesale price of each CD for its services. If those CDs are not sold by the
retail outlets, they return them to our distributor. These “returns” are actually deducted from our
current sales. Our return percentage for calendar year 2005 through national distribution was a
whopping [-]. This means that for every 100 CDs we shipped in the U.S. through our
distributor, [-] were returned. Our return rate for 2006 through September is [_].
With the recent bankruptcy and sale of the Tower Records chain to a liquidator, who will close
the chain by the end of the year, that percentage is sure to increase. It’s difficult to maintain a
business whose cash flow from traditional retail sources is being slashed [-] every month.

We continue to incur costs even after an album has been recorded, manufactured,
advertised and distributed. For each CD that is sold, we must pay mechanical royalties of 9.1¢
per song for songs of five minutes or less, and more for longer songs. (We own the musical
composition copyrights for about one-third of the recordings we release.) If you figure there are

about 10-12 songs on an album, these mechanical royalty costs add up quickly. And when an
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artist’s album recoups its costs, we must also pay royalties to the artist for every additional CD
that is sold.

On top of all of these costs directly associated with creating a sound recording, Blind Pig,
like any business, has certain overhead costs that we must pay in the ordinary course of business,
including rent, utilities, salaries, taxes, insurance, supplies, computers and other equipment. No
matter how many CDs we sell, we have to pay these bills to stay in business.

D. The Importance of the Statutory Royalty to Independent Labels

The Blues is a uniquely American art form. We believe that we play an integral role in
preserving this musical heritage and in expanding its reach. We provide a valuable cultural
service. Without us and other Blues labels, this indigenous American art form could disappear.
It is an important part of our nation’s cultural history, and it can only endure and grow if Blind
Pig and others are able to operate our businesses. Blind Pig and other independent labels make it
possible to share the Blues and other non-mainstream musical genres with the public. Without a
fair return for every use of our intellectual property, I fear that we will not be able to generate
enough revenue to support ourselves, our artists and our employees. The bottom line is that we
will be forced out of business and the public will have fewer choices when it comes to listening
to music.

As I mentioned above, Blind Pig prides itself on releasing albums not only from
legendary Blues artists, but also from the new generation of artists who breathe new life into the
Blues and have the potential to expose the Blues to a new generation of fans. Their fresh and
original interpretations of the music and their willingness to transcend the genre’s boundaries
hold great promise for the future of the Blues. But it is generally harder to sell CDs by these less

well-known artists than CDs by artists with better name recognition. When we sign an up-and-
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coming artist, we recognize that we may need revenue from the sales of other albums in our
catalog to compensate for the slower sales of the less well-known artist. But that formula only
works when our label has enough other albums in our catalog selling well. And in the very new-
release oriented retail record business, where retailers are no longer stocking back catalog, it’s
increasingly difficult to count on catalog sales to sustain new releases. When our sales are down
across the board, and when we cannot generate sufficient revenue from other sources, it becomes
increasingly difficult for us to release albums from less well-known artists. As a result, the
public is deprived of these new voices and musical interpretations. Not only do we and our
artists suffer, but ultimately the public does, as well.
III.  The Satellite Radio Services

We are always grateful for new revenue sources, including the modest statutory royalties
we earn from the satellite radio services. During the time these services have been operational,
however, we certainly have not seen our sales improve. In fact, the opposite is true -- our sales
have declined over the last five years. I understand that at the same time as our sales have
decreased, the number of people listening to the satellite radio services has increased. We are
glad to see that XM, in particular, has a Blues channel that has played some of our artists’ music.
We welcome any exposure we can get for our artists. But [ have seen no evidence that our CD
sales increase as a result of XM or Sirius playing our sound recordings.

XM’s and Sirius’ Blues channels are very entertaining and well programmed. They play
a much wider and less predictable range of music than most terrestrial radio stations. [ wouldn’t
be surprised if some Blues fans conclude that these stations satisfy their needs for listening to
Blues music. If those fans find that satellite radio provides them with as much Blues music as

they want, [ am concerned that they will not purchase our CDs. This will exacerbate the serious
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problem we face in declining sales and will place even greater strain on our limited resources.
As music fans increasingly listen to music on satellite services and purchase fewer CDs, it is
imperative that we receive fair compensation that reflects our significant contributions, the costs
we incur and the risks that we take in making sound recordings available to the public.

Copyright owners and recording artists are entitled to a fair royalty rate for an even more
fundamental reason: it is our music that is essential to the satellite radio services. We provide the
intellectual property that they rely on in providing a service to their customers. Without our
music, there’s no way that they could charge customers $12.95 a month. Indeed, it is hard to
imagine that XM and Sirius would have nearly so many subscribers as they do today if they
didn’t offer any music channels. The royalty rate set by the Copyright Royalty Board should
reflect that our intellectual property is the very core of the satellite radio services.

Our hard work and the substantial risks that we take in creating an album benefit the
satellite radio services and other services that stream our music, regardless of whether we
generate any revenue for ourselves. Even when one of our albums loses money for us, the
satellite radio services are free to play it and can use it to develop quality programming that
attracts and maintains their subscribers. In this very real sense, our investment is generating
revenue for XM and Sirius even when it is causing us to lose money.

In conclusion, [ appreciate the opportunity to provide this testimony to the Copyright
Royalty Board. I urge the Board to keep the contributions of independent record labels like

Blind Pig in mind as it sets the royalty rate in this proceeding.
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I declare under penalty of perjury that the foregoing testimony is true and correct to the

best of my knowledge and belief.

O 2T 2006 jm@@a@

Edward Chmelewski
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DIRECT TESTIMONY OF MICHAEL KUSHNER

I. Qualifications

My name is Michael Kushner, and I am Senior Vice President, Business and Legal
Affairs of Atlantic Recording Corp. (“Atlantic”). In my role at Atlantic, I am primarily
responsible for directing the legal and deal making aspects of our business. In that regard, I
work closely with all of the senior executives at our label, including the Chairmen, President, and
heads of A&R (Artist & Repertoire, more fully described below) and Marketing. I have had
various roles in the record business since 1987, and have been employed in my current position
at Atlantic since 2001. A brief description of my educational and professional background is

attached.

1. Summary

I understand that the Copyright Royalty Judges will determine the new rates and terms
for the statutory licenses that permit satellite radio services (“SDARS”) and other subscription
services to make certain uses of sound recordings. I further understand that in making its
determination the Board’s objectives include, among other factors, reflecting the relative roles of
the copyright owners (the record labels) and the copyright users (the SDARS) in the product
made available to the public with respect to the relative creative contribution, and the risks
associated with our business of producing sound recordings that the SDARS use to draw

subscribers to their services.

The purpose of my testimony is to describe the creative process of a record label’s
operations and the inherent risks associated with our business. I start with a brief overview of
Atlantic, and our parent company, Warner Music Group Corp. (*“WMG”). I then explain the

various creative contributions we make in identifying artists and creating, marketing and
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distributing recordings. Finally, I discuss some of the inherent risks unique to the record
industry, with a specific focus on the changing business dynamics of the industry as it evolves
from a packaged goods industry into a digital business. As part of this discussion I present a

case study on a specific Atlantic artist, Jewel, to demonstrate some of our current challenges.

As an initial notion, it is important to keep in mind that record labels are not passive
conduits of talent, but active creative partners in the process that allows consumers to enjoy
quality recordings. We play an integral role in the filtering process through which promising
talent is identified, developed, and then brought to the public’s attention. Of the thousands of
artists we consider each year, we enter into a recording agreement with only a few. And out of
those artists we do sign, the vast majority end up failing commercially. Ultimately, consumers
vote with their dollars on which artists become successful, but without record companies artists’
exposure to consumers would be limited and, equally importantly, consumers would be limited
in their exposure to new and exciting music. Without record companies, artists would not have
the benefit of the creative partnership we provide, or the financial resources this inherently risky

business requires for a legitimate shot at success.

The process of identifying, developing, and then marketing musical talent has always
been a risky business, but never more so than today. In addition to the inherent risks associated
with any creative process, in recent years we have seen marketing expenses increase, the sales of
our catalog titles decline, artists’ careers shorten, and even established artists having their albums
sell fractions of their prior sales history. Against the backdrop of rampant digital piracy and
contracting physical sales, the record industry faces substantial challenges to be able to continue
to provide the important function it serves for artists and music lovers. We remain confident that

the digital era will ultimately be one of growing opportunities for the music business, but that
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will depend in part on the industry’s collective ability to ensure fair compensation from new
digital sources such as satellite radio for the valuable sound recordings we produce.

111. Discussion

A. Overview of the Atlantic Records Group

Our parent company, WMQG, is the only stand-alone music company that is publicly
traded in the United States. The flagship labels of WMG, Atlantic and Warner Bros., are legends
in the evolution of the record industry, each of which in their own right has made important
contributions to American and international popular culture. In addition, WMG has significant
smaller labels such as Nonesuch, Maverick, Rhino, East West, Asylum, Sire, and Word. Warner
Music International, another subsidiary, is a leading company in national and international
repertoire that operates through numerous international affiliates and licensees in more than fifty
countries. Our domestic branch distribution company, Warner-Elektra-Atlantic Corporation
(“WEA”), along with its related independent distribution company, Alternative Distribution
Alliance (“ADA?), act not only as distributors for all of WMG’s United States labels, but many
independent labels as well. WMG also includes Warner/Chappell Music, one of the world's

leading music publishers, with a catalog of more than one million copyrights worldwide.

WMG’s business was part of Time Warner Inc. until it was sold to investors in March of
2004. The investment group, led by Edgar Bronfman Jr., emphasized that the opportunities for
growth through digital distribution were a critical part of its decision to acquire the company.

The company was privately held until its [PO in May of 2005.

Atlantic was started by industry legend Ahmet Ertegun in 1947. In its early history, it
was known primarily as a rhythm & blues and jazz label, introducing such artists as The Drifters,

Ray Charles, Aretha Franklin and Bobby Darin. In the late 1960s, the label emerged as one of
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the leaders in the rock genre, with artists such as Led Zeppelin. In 2004, after the purchase of
WMG from Time Warner, Elektra Records, which has a long and important history in its own

right, was merged with Atlantic Records to form the Atlantic Records Group.

Some of the current artists on Atlantic include Phil Collins, matchbox twenty, Tracy
Chapman, Missy Elliott, Jet, Kid Rock, Sean Paul, Staind, T.I., Simple Plan, Panic at the Disco,
James Blunt, and Juvenile. Our artists represent a broad array of musical genres, including Pop,
Rock, Rhythm & blues (“R&B”), Hip-Hop, Alternative, and a new Latin-oriented genre,
Reggaeton. Our current catalog consists of about 2000 albums, and we release approximately

30-40 new albums each year.!

In fiscal year 2006, we sold [-] physical album units in the United States,
including sales both of CDs and of other less popular configurations. According to recent data
published by SoundScan (an independent company tracking record sales), Atlantic’s share of all
U.S. physical album sales was 5.8%. WMG’s overall share was 19.2% (including Atlantic),
while the remaining three major record companies had a 68.1% share. In addition, in 2006, we
generated revenues of approximately [—] from all forms of digital exploitation,
including downloads, up from approximately [_] in fiscal year 2005. It is important to
note, however, that only a small fraction of that, [—], is attributable to downloads of
albums; the remainder comes principally from single-track downloads, subscription services and

cellular phone ringtones.

Atlantic is a well-managed record label with a solid artist roster and a strong catalog of

popular, and even legendary, sound recordings. However, like our sister labels and our

! The information in this testimony that has been marked as restricted is proprietary and
commercially sensitive information that is not generally known to the public.
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competitors in the industry, we have had to confront and adapt to a changing business landscape.
In addition to the normal challenges faced by any creatively-driven business, we face serious
issues of physical and digital piracy, as well as competition and pricing pressures from other
businesses (including video games and movies). And while we are experiencing growth of our
digital businesses, we are now faced with maintaining an infrastructure to support our declining
traditional physical business, while at the same time investing in new infrastructure to develop
and support our digital business. If our investment in our digital business is to bear long-term
fruit and offset the continuing decline in our physical business, we need to adequately monetize

the various new digital uses of our copyrights, such as by the SDARS.

In all these respects, Atlantic’s challenge as we enter these SDARS proceedings is the

same challenge faced by the rest of our industry.

B. The Creative Contributions of a Record Label

1. The Artists & Repertoire Department

The first stage in the creative process within a label falls on the Artists & Repertoire
(“A&R”) Department, which is responsible for the discovery and selection of new artists,
working with the artists on the recording process, and delivering a final sound recording to the

label for release. The overhead cost attached to the company’s A&R Department for fiscal year
2006 was approximately ||| | [ GzcE&G .

a. Finding Talent

The first stage in the process is the discovery of talent, which takes place in a number of
different ways. Members of our A&R Department go to clubs and concerts, comb through
thousands of demonstration recordings, scan the Internet, attend festivals, and perform market

research. They use their instincts, knowledge of music, and understanding of trends to identify
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artists with not only talent, but a certain uniqueness that can make them compelling to a wider
audience. These factors are almost entirely subjective, and labels compete vigorously for A&R
talent that has that “sixth sense™ of spotting artists with potential. As finding talent is a highly

creative process it is not surprising that many A&R professionals have a musical background.

Despite our A&R Department following the development of and having discussions with
scores of promising artists, we sign recording agreements only with a small number of artists
each year. The A&R scouts and managers first present interesting artist possibilities to the more
senior A&R executives. Then, those artists whose potential is seen as the greatest are presented
to the head of the A&R Department, and ultimately the senior executive team for the final
decision. The process of selecting talent often includes special showcases set up for the artists to
be seen by various company executives, as well as the production of demonstration recordings to
help develop the artist and/or give us further insights into the potential. Once we decide to offer
a recording contract to an artist, my department commences the process of negotiation with the
artist’s attorney and manager. This process can take days to months depending on how

competitive and/or complex the deal is.

As the industry has evolved in recent years, both record companies and artist
representatives have become much more focused on digital revenue streams, including
downloads, subscription services, as well as satellite services. Although attorneys representing
artists may differ with us on many aspects of the business arrangement, we are both equally
concerned with ensuring that that our respective clients are fairly compensated for digital
revenue streams. The music that is exploited by various for-profit businesses under the various
compulsory licensing arrangements is a form of artistic expression in which the artists and labels

have made substantial temporal, creative, and financial investments; and both the artists and the
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labels want to ensure that their efforts and risk-taking are properly rewarded, in whatever form

the music is consumed.

b. Pre-Production and Recording

Once the artist is signed, the process of making the album begins. Before the artist enters
the recording studio the responsible A&R representative works with the artist to select and
develop the material to be recorded. Depending on the type of music and the unique
characteristics of the artist, this can mean in some cases literally finding suitable music for the
artist to record. In other cases the artist may also be the songwriter, but even then our A&R
Department has an important role in working with the artist to develop the material to be
recorded. This process requires patience, focus, and creative skill -- all character traits possessed

by the best A&R personnel.

As part of this pre-production process the A&R representative also works with the artist
to select the studio, producer and engineer that the creative team believes is best capable of
realizing the artist’s potential. In the case of most Pop, Hip-Hop, and R&B recordings, the
process involves sifting through hundreds of “tracks” by various producers to try to find the
magic combination of artist, song and producer that makes for a hit record. Along with finding

talent, managing this process is one of the key responsibilities of our A&R staff.

The A&R representative’s substantial involvement continues when the artist records the
material in the studio. Our A&R staff supervise the entire recording process, acting essentially
in an executive producer role. The degree of our involvement in the creative process in the
studio depends on the type of music in question and the dynamics of the people involved. The
best A&R people will know when to get more involved and when to step back -- this in itself a

trait requiring creative sensitivity.
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c. Post-Production and New Digital Requirements

After completion of the basic recording process, there is still much work to do, and our
A&R staff is integrally involved in all of it. The multi-track recordings have to be mixed to 2-
track stereo and then mastered -- a final step where the frequency equalization and various sonic
qualities are adjusted and the “master recording” is created. Often we will need numerous “re-
mixes” of the same material, and even hire different producers to create versions for specific
markets. We also often make various edits of the materials, i.e. longer and shorter versions,

versions for specific uses (e.g. by eliminating any inappropriate lyrics), and 30-second clips.

In recent years, in light of the growing digital business (including the ringtone business),
our A&R staff has had to be more focused on delivering a substantial amount of ancillary content
that can help expand our ability to reach various new formats. A lot of creativity goes into
planning and deciding exactly what types of ancillary content should be produced, and how the
music that has been produced should be edited and configured for use in these important new

markets.

2. Art Department

In parallel with material being recorded, creative work is being done in other
departments. The design of artwork for the album -- an important aspect of the delivery of music
to the marketplace -- is handled by our Art Department. In order to tailor the artwork for the
digital marketplace, and to take advantage of the interactivity offered by computers, our Art
Department, together with our New Media Department, is often involved in creating multimedia
artwork, which may include animation and video. In addition to album artwork, our Art

Department also designs a multitude of related publicity and marketing materials, each of which
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has to convey the specific artistic nuances of the record and conform to a style consistent with

the artist’s imaging and what appeals to the target demographic.

In our fiscal 2006, Atlantic spent [-] in designing packaging for its new

releases, excluding overhead costs attached to the company’s Art Department. This overhead
cost was an additional [||| | | |

As part of the pre-release activities we also work on imaging the artist, and often hire
stylists and consultants to work with the artist to cultivate the way the artist is presented to the
public. We supervise photo shoots to capture this image for use on the album artwork and other
materials. All of this creative effort is a key aspect of developing what is often promise of raw

talent into a comprehensive presentation that facilitates capturing the artist’s market potential.

3. Marketing Departmeint

Once the album is complete, a number of departments at our label become involved
simultaneously. These next steps are where most of the work and cost occur in the modern
record business, and the creativity needed as part of this process is no less important than the
quality of the music in ensuring that our artists are successful. The marketing function, and the
many disciplines subsumed within its broad umbrella, is the part of a record label’s operation

that is least understood or appreciated by the general public.

While marketing in all businesses has a creative element, creativity plays an especially
important role in record marketing. This is because in marketing artists and their music, the
marketer must tailor a unique approach for the artist and his or her music, getting the message to
consumers without compromising the artist’s integrity. If the artist is new, there is the challenge

of getting that artist’s music heard through the din of hundreds of new artists introduced by
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various labels each year; if the artist is established, there is the equally formidable challenge of
marketing both to the artist’s existing fan base and to expand that fan base. The latter is a greater
challenge than ever, as the saturation of information, the competition from existing and new
media, and the shortening of attention spans makes an established artist’s fan base very difficult

to retain.

The inherent creativity of record marketing is also demonstrated by the fact that there is
no single template -- depending on the style of the music even the components of the marketing
plan vary substantially. For example, for Rock acts touring is typically highly important where
for a Rap act generating a “street buzz” may be the key. Whatever the focus, our marketing staff
always has to be mindful of remaining consistent with the overall creative approach we have
agreed to with the artist. It is not only the risk investment we make in marketing, but also the
expertise and creative sensitivity that are important in the overall process. Without exception,
for an artist to emerge from thousands of talented hopefuls to become a star on the national and
international stages requires talent, experience, and the substantial investment brought by a

record label to quarterback the effort.

In fiscal year 2006, Atlantic spent over [l N marketing its new releases, for an
average of [N per release. In the same year, the overhead cost of our company’s

Marketing Department (which also includes Artist Development, Video Production, Publicity,
and New Media) was [||| | G

Some of the sub-departments and specific functions within the broader umbrella of

marketing include the following:
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a. Artist Development

As the record begins to near its release date the creative oversight for the project shifts
from the A&R Department to the Artist Development Department. By helping to find the most
suitable touring opportunities, and acting as the overall liaison between the various functions at
the label, the Artist Development staff plays an integral role in ensuring the market positioning
and “branding” of the artist. The Artist Development staff works closely with the artist to
understand the artist’s creative sensitivities and to help image the artist and find the most

effective target demographics for the artist.

b. Video Production

Funding and overseeing the production of music videos is another important function in
the record release process where our label has significant creative input. Similar to the recording
process, our staff surveys and selects, together with the artist, the most appropriate production
companies, directors, and other essential components for the video. We brainstorm with the
artist on possible treatments and review proposed scripts for the video, and dedicate a significant
amount of time to coordinating the effort. Especially with the extremely high costs of video
productions, we take an active role in ensuring that the end product is consistent with the overall

creative vision we are pursuing with the artist.
In our fiscal year 2006, our gross investment in the production of music videos was [-
!

c. Publicity

The task of the Publicity Department is to capture a larger “share of mind” for our artists.
Our publicists, as well the subcontractors they hire, work with various media outlets making sure

the artist’s story gets as broad coverage as possible. Our goal is to educate the public about our
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artists and records through features, interviews and reviews. The Publicity Department is also
responsible for arranging for television appearances and organizing other events that help to

promote our artists and their music.

While a significant part of a publicist’s work is to “pitch” the story to media, especially
with our better known artists there is also an important aspect of creative “brand management”
associated with the task. Not all publicity is good publicity, and our staff members are experts in
understanding the nuances and partnering with the artists to manage the coverage within the

broader marketing and artist development objectives.

d. New Media

A major component of any label’s marketing strategy for an artist in today’s environment
is New Media. This involves creating artist web sites, fan sites, “e-mail blasts” to the artist’s
fans, making sure that artists and their music are well represented on Internet portals, blogs, and
social networking sites, setting up live Internet concerts, and otherwise utilizing the vast reach of
the Internet to gain exposure for our artists and their music. Our New Media marketing team
works closely with the other sub-departments under marketing to coordinate their efforts, and to
ensure their programs fit in neatly within the total marketing strategy. As the Internet evolves
constantly, so does the New Media marketing function -- the technological advances are
consistently opening new creative ways for us to expose our artists to the public, and most
importantly, earn revenues in new ways when we reach consumers, whether they are an artist’s

longtime fan, a new fan or a casual listener.

There has been a substantial amount of investment and deployment in the digital area.
Where just a few years ago New Media was still a tiny fraction of the aggregate marketing

spend, during fiscal year 2006 Atlantic spent {—} of its overall marketing budget on
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New Media. In addition, || of the Marketing Department’s total overhead is

allocated to the New Media Department.

C. The Risks of the Recording Industry

While all business has its risks, for an array of specific reasons germane to the record
industry, ours has a number of elements that increase those risks in comparison to many other

industries. In the following sections, I will discuss a few.

1. The Challenges of the Transition to a Digital Business Model

In recent years the record industry has undergone a major transition. From 2000 to 2005,
sales of CDs in the United States have declined industry wide by 25.2%, and annual revenues
from those sales have declined by 20%, SX Ex. 004 DP, and they continue to decline, SX Ex.
005 DP. Since WMG was sold by Time Warner, the payroll of the corporation has shrunk from
about 9000 employees in 2000 to about 4000 employees, and the Atlantic and Elektra labels
(now merged) have also cut their aggregate headcount over the same period. To the best of my
knowledge, the staff reductions at our company are analogous to what has taken place at other
labels. Over the past ten years, the six major recording companies have been reduced to four
with the mergers of PolyGram into Universal, and more recently the combination of BMG Music
and Sony Music Entertainment into Sony/BMG Music Entertainment. These companies have
consolidated and, after consolidation, have made further reductions, in reaction to the decline of
the physical record business. And now that they have done so, their ability to survive and
prosper will depend on how well they are able to manage the shift from physical to digital

distribution of music.

To that point, how the record industry will weather the transition from the old packaged

goods industry into a digital service business will depend to a large degree on three factors: (i)
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our ability to contain the presently rampant digital piracy; (ii) our ability to continue to manage
costs in the declining, but still dominant, physical side of our business; and (iii) our ability to
obtain fair compensation from new revenue opportunities, such as satellite services. Our
investors have taken a risk in believing that the recording industry can turn the corner and create
a healthy digital business model. We maintain our belief that after the current transitional period
the record industry will re-emerge as a healthy industry, and our investors’ commitment to
WMG will continue to be rewarded. This view is based in part on our belief that these
proceedings will yield a fair result for all parties, and will not require us to continue to subsidize
the SDARS by providing content at royalty rates below the content’s fair value in the market.
Just as the SDARS have repeatedly shown their willingness to pay fair value for content that is
not subject to compulsory licensing, so must they be required to pay fair value for our content,
which makes up the core of their service. When distribution occurs through so many diverse
channels, Atlantic must receive fair value from all of the platforms through which distribution

occurs.

2. The Declining Physical Market: A Hit is Not What it Used to Be

It is a generally accepted industry truism that only about one out of every ten artists has
measurable success. What distinguishes a good, healthy record label is, in large part, its ability
to improve on that industry average. Fortunately, Atlantic at this time appears to be one of the
labels that is beating the average, and of that we are very proud. But what we cannot do, and
what no label can do no matter how great they may be at finding and marketing artists, is reverse
the inexorable decline in physical sales. And while the mere attrition in physical sales is
troubling in itself, an even bigger source of the industry’s trouble is in the fact that a “hit” is not

what it used to be.
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The statistics are alarming. In 1997, the RIAA certified 281 albums Gold (selling over
500,000 units), 152 albums Platinum (selling over 1 million units), 68 albums Multi-Platinum
(selling at least 2 million units), and 5 albums Diamond (selling over 10 million units). In stark
contrast, in 2005, the RIAA certified 122 albums Gold, 57 albums Platinum, 10 albums Multi-

Platinum, and no albums Diamond.

What do these statistics mean? If the average label has a “hit” with one out of ten
albums, then it’s fair to assume that labels need to have significant profits on the “hit” in order to
make up for the more numerous misses. The A&R and marketing costs for most albums are
sufficiently high that labels generally just start to make money when an album goes Gold,
indeed, for many higher-profile releases (particularly in the Pop, R&B and Hip-Hop genres),
albums may not be profitable until they approach Platinum. The more an album sells, the lower
the percentage of revenues spent on marketing, and thus the higher the margin. For many years,
labels relied on Multi-Platinum releases, hopefully selling far in excess of the minimum 2
million units required to garner that status, to make up for the losses they suffered on the
majority of their releases. In 1997, with 68 albums certified Multi-Platinum, selling five million
units or more of a release was not a fantasy; it happened with regularity. In 2005, with only ten
albums certified Multi-Platinum, selling just over two million units of a record was a rarity. The
trend continues in 2006 and is likely to continue from this point forward, and where it will settle

is difficult to predict.

These statistics are far more disturbing than just looking at the year-on-year decline in
physical sales, because they represent an even steeper decline in average profit margins for
record labels. So how does the industry, faced with this steep drop in average profit margins,

survive and transition to a model that can work in the new reality? We consolidate, we cut
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overhead, we try to control A&R costs, and we definitely reduce marketing costs. We look for
marketing partners to help defray costs. We sign fewer acts for less money, and we do what we

can to improve our batting averages.

But like any business, we cannot make money solely through cost reductions. We
innovate and, most crucially, we try to properly monetize those channels that are exploiting our
music. That means we must increase our focus on digital customers, even as we must maintain
our infrastructure to serve our physical customers, who at least for the near future still make up
the largest share of revenues. And it means getting properly paid by businesses like the SDARS,

who would not have subscribers but for the content we pay to create, often at a loss.

3. The Decline of Catalog Sales

Another major change in the business in the last ten years is the precipitous decline in
catalog sales. By catalog sales, we mean the sales that happen after the big marketing push is
over, usually starting about a year after release. Because catalog sales have little marketing
spend attached to them, they should be very profitable. For years, major labels relied on their
strong catalog sales to buoy them through the toughest times. But those days, too, may be over.
SoundScan data shows that, in 2000, Atlantic’s catalog sales had declined precipitously from
historic highs to approximately [-] units. By 2005, that number had declined further
to [—]. And this year, year-to-date data shows that the trend is continuing, with only

(| c2t2log units sold through October 15, 2006.

Again, the statistics only tell part of the story. Because fewer and fewer retail outlets are
willing to devote the merchandising space to catalog selections, we are now having to take
drastic, Herculean steps to get our catalog in those few remaining outlets. These outlets won’t

take catalog titles unless we slash our wholesale prices and/or offer extreme discounts, all of
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which shrinks our precious catalog margins. We don’t like it, but we have no choice if we want
to maintain a competitive catalog business. (I note with sadness the recent liquidation of the
esteemed record chain Tower Records, which was one of the few remaining outlets primarily
devoted to music which also maintained deep catalog at their stores. This was a terrible blow to

our business generally, but is particularly devastating to our catalog business.)

The combination of the decline in catalog sales, taken together with the downward
pressure on catalog margins, is another source of difficulty for our industry. Gone is the buffer

that catalog once offered.

Significantly, the music that makes up our deep catalog is alive and well and omnipresent
on the SDARS. Inmy view, it is common sense: if you have narrowcasted, CD-quality,
commercial-free access to your longtime favorite artists available on the SDARS, you will be
less likely to be compelled to purchase the product in any form. After all, you already have
access to the music you prefer on the narrowcasted SDARS. That distribution outlet has, to

some extent, taken the place of previous sales.

4. Shortening of Careers and Failures of Established Artists

Another trend in the music industry has been the shortening of artist careers, and the
sudden failures of artists that have established track records. Where in the past many of our
artists had careers spanning decades during which they recorded ten or more commercially
successful albums, today it is rare for an artist to have more than a few successful releases. This
development substantially increases the level of risk in our business, because before we could
count on an artist we “broke” (record industry jargon for making an unknown artist into a star) to
continue generating healthy sales for a longer period of time. In other words, the risk investment

that went into breaking a new artist would more often yield profits for an extended period. The

17





Public Version

risks of releasing a new album from a big star used to be low, and labels could rely with a
relative level of comfort that their flagship artists would deliver successful records well into the

future.

All of this has changed in recent years. Breaking a new artist does not necessarily mean
success beyond the release in question. Many artists of today have a hit album and quickly fall
into obscurity thereafter. Not only does this deprive a label of a formerly reliable source of
future income, but it compounds the risks because there is still an expectation that the follow-up
album will be successful, and the marketing spend associated with it commensurately large. If
that release fails, the losses are even worse than from a new artist release, where the initial

expectations (and therefore the marketing budget) may have been more modest.

In addition to new artists having shorter careers, we have also had a growing number of
instances where established artists with steady careers have unexplainable drops in their record
sales. To illustrate this point I will next describe a case study of one of our highly respected

artists, Jewel.

D. A Case Study

Jewel was originally signed to Atlantic in 1993. She released her first album, titled
“Pieces of You,” in 1995 (the “1995 Album™), and it achieved sales in the United States, as
measured through SoundScan, of 7.3 million units (a unit volume which was very successful by
the standards of the time, but is virtually unachievable today). Her second album, titled “Spirit,”
was released in 1998 (the “1998 Album”) and achieved U.S. sales, as measured by SoundScan,
of 3.7 million units. Three albums followed in 1999, 2001 and 2003, and scanned 1.1 million
units, 1.6 million units and 762,000 units, respectively. Her most recent album, titled “Goodbye

Alice in Wonderland,” was released in 2006 (the “2006 Album”) and has achieved sales in the
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U.S. as measured by SoundScan, of 288,000 units. (While that album continues to sell in small

amounts each week, it will in all likelihood never make it much past the 300,000 mark.)

For purposes of this exercise, I will be comparing the P&L of Jewel’s 2006 Album
against her 2003 Album titled “0304.” It should be obvious that the financial results of Jewel’s
2006 Album would be worse than her 2003 Album, given a drop in sales from approximately
762,000 units to 288,000 on the more recent release. What I believe may not be so obvious, and
what may be somewhat surprising when examining the numbers more closely, is how the level of
investment required to create, market and sell albums in the current marketplace needs such a
high level of sales (or if not sales, other sources of revenue, of which satellite revenue is

certainly one) in order to generate profit.

1. A&R Costs

In fiscal year 2006, Atlantic Records spent almost [-] in A&R investment.
This amount encompasses recording costs for albums by both new and established artists, as well
as advances to artists. This amount of A&R spend, while fluctuating to some degree year-to-
year, has been typical. Significantly, though record sales are down and the upside potential for
“hit” albums seems to drop each year, the cost of making records remains largely unchanged.
With respect to Jewel, A&R costs, inclusive of all recording costs and advances to the artist, for
the 2006 Album were approximately [-]. That number was [-] for the
2003 Album. The levels of spending for both albums are commensurate with what it typically
costs to record a pop album by an established artist, with multiple producers and guest artists.
While these costs are controllable to some degree, our experience is that certain types of albums
tend to fall into a range, and the costs for both of these albums are within the “normal” range for

this type of album.
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2. Marketing Costs

In the modern record business, marketing costs remain the biggest variable of
“controllable” spending. While we cannot ultimately determine how many units an album is
going to sell, we must do our best to base our marketing spend on our unit projections. Looking
at our approach to marketing the 2003 Album, we had what our A&R people believed was a very
good album, and we had early indications from radio play in advance of release of the album that
the album had great sales potential. These factors, taken together with the strong sales history of
the artist, led us to design a marketing plan appropriate to the potential of the project. At the
same time, when comparing the prospects of the 2006 Album to the results of the 2003 Album,
we knew that we needed to control costs, because the marketplace in 2006 was simply not as
robust as the marketplace in 2003; we were aware (and had personal experience with) artists
whose relative popularity (measured by radio play and other factors) had not declined, but whose

record sales nevertheless suffered from the effects of piracy and other factors.

A total of [—] was spent on marketing the 2003 Album, driven largely by the
cost of music video production, radio promotion and cooperative advertising. For the 2006
Album, we were able to reduce those production, promotion, and advertising line items, resulting
ina [-] reduction in marketing spending compared to the 2003 Album, for a total cost of
M. V< should note, however, that any attempt to further reduce those marketing
costs, which might have been prudent in hindsight, would have resulted in less exposure or lower
quality materials than an artist with Jewel’s past success deserved. For example, while we were
able to bring the cost of music videos down from [—] for the 2003 Album to [—]
for the 2006 Album, attempting to cut that amount further might not have given the artist a video

of the quality that her fans had come to expect.
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We are faced with this dilemma in project after project; sales have slipped, yet in order to
properly market our artists, we simply must provide a threshold level of support that gives our
artists a fair chance to realize their potential. And our employees, who generally entered the
music business because of their love of music and respect for artists, want nothing more than to
provide this support. I am proud to say that I believe our company does an incredible job of
stretching our marketing dollars, of finding alternate means of supporting our artists, and of
trying to meet the challenges with ingenuity and hard work. It has become increasingly difficult
to achieve sales levels that allow us to recapture even our threshold marketing investment and

still turn a profit.

3. The Results

Jewel’s 2006 Album “sold through” only 288,000 units in the U.S., as measured by
SoundScan. (We shipped 419,000 units, but the excess units were largely returned by retailers
for full credit because they were not selling, a standard practice when shipments exceed retail
sales.) The 2003 Album had sales measured by SoundScan of 762,000 units, and that album
earned over [[JJJ D in profit for the label. The 2006 Album lost Atlantic nearly
(M. While selling 288,000 units of an album remains no small feat in this marketplace, it

was simply inadequate to cover the costs of making and appropriately marketing that album.

E. The Paradox: Sales Are Down, But Music is More Ubiquitous Than Ever

For those of us who have spent most of our careers in the record business, and who have
seen the changes take place over the last few decades, there is a strange irony when we observe
the current state of music “consumption.” It is quite obvious that music is being consumed by
more people, in more places, in more ways, than ever in our history. Although it is true that

young people, who have always been our most important demographic, have lots of new ways to
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spend their time, music remains a central focus of their life. There remains a thriving, even a
growing, live music scene; it is de rigueur for high school and college students to have a social
networking page on the Internet on which they include audio and video of their favorite artist
(unlicensed, of course); and the music merchandising business selling t-shirts and other
merchandise with artist’s names and logos is stronger than ever. And other interactive and non-
interactive outlets for our music, including the SDARS, grow and add subscribers day-by-day.

So why is it harder than ever to make money in the record business?

We know that part of the answer is file sharing and physical piracy. We know that the
popularity of single-track downloads on services like iTunes may be a factor, as some consumers
may opt to purchase a single track instead of a physical album. But we also believe that the
proliferation of new and better outlets for people to hear the music they like has to some degree
supplanted the need for consumers to “own” their music. The SDARS are certainly one of the
best and most accessible ways for people to do that. But if we have difficulty obtaining our fair
share of their revenues both to compensate us fairly for their use, and for the cannibalizing effect
they have on sales of records, we will be less able to continue to invest in and market artists and

their music.
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Iv. Conclusion

Record labels make indispensable creative and financial contributions to the process that
enables music consumers, including SDARS subscribers, to have quality recordings by talented
artists available to them. In providing our service to the artists and the general public, we take
significant risks in investing in creative endeavors in a business where commercial success
eludes us the great majority of times. With the industry being in transition from a packaged
goods industry to a digital one, in order for these risks to be manageable in the future we must
have the ability to be fairly compensated for the use of our sound recordings in every channel of

distribution.

While physical record sales have slipped, music is as popular as, if not more popular
than, ever -- music can now be consumed almost ubiquitously, on demand, wherever, whenever.
When music consumption is on the rise, but record industry sales are down, consumers must be
finding other ways to quench their thirst for music. In the value chain of the creation and
marketing of music, record companies take the biggest share of the risk. And while no company
is entitled to be rewarded solely for its risk, the purpose of these proceedings is, in part, to
examine the relative risk of all of the participants in the value chain and insure that no one gets a
free ride (or an unfairly cheap ride). There is no justification for record labels and artists to

continue subsidizing the major publicly held satellite services.
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I declare under penalty of perjury that the foregoing testimony is true and correct to the

best of my knowledge and belief.
7

Michadel Kushner

24

NEW_YORK 5274 1





SX Exhibit 004 DP

"BOUBWIY JO uOREPOSSY Asnpul Buipuosey ey o) usaib s1 uopnqupe

Jedaud se Suoy st ‘pejursB Ageuey s) SansREls 6sOU £d0d JO 8Y2 0} LDISSIULIeY

suopduosqns epnou; 10U saop siun N

efieieny [enuuy pojuBleas s

SlIQOW 1aLpO pue *speojumoq LBuaT any ‘soepiA disny ‘syoeqBuiy ‘seumBupy Jeisepy sepnjou) N
swnqyy pue selBuig sepnhpu) ’
ST210} OBPIA DISIA B U) PADPT o) §) 1ONPQIY OBPIA TAQG *HEYD SIL) J0) INO Laxoiq BLM e

sa|Buis apessed Jo susLudiys 1deyel 1aBucy ou Jiim Spodas SYVIY .

osiarenq sepnut |

©5Ud Jsi| PAJLIISS JO PEPUSWLIR) I8 SJuBWIdYS JO BNJRA S! eNjeA [1B10Y

%90~ S69T'TY [%iY V'8eEZ)  [%0'e PS8 Ll [%2e TYI9ZL |%b Y GOVL'EL [LTZCPE |L¥BSPE JCHILCH |@OLZZi |GEEE Tl |COZEZH |ON[EA 1SIOL
%6°SE 8'108'L  {%0°02 0'856 %)L ¥'862 %211 1658 %E°0L §°896 T640°L  [or09v'L  Je'ezs’t  jeeoe’t  [zuest  [rzev's | swunmol
fedisAyd g 1eudiq jejoy
WIN Z6bl - - - - - - - - - - - - - -
N ol . . . . . . . . . . . . . . \uonduasang
WIN 9'1Zy - - - - - - - - - - - - - -
WIN 0L . R . . R R . R . R . . . . selaon
%S Ll [EH [ViN YEdl - - - - - - - - - B - enfeA EjoL
%299} 1'£8¢ VIN (XA - - - - - - - - - - - siun fejoL
VAN o : : . - . . : . : ) : : . I |ospincisow
VIN 0L - - = B - - B - - - - - - -
IN 20 N . . . . . R . . R . N . . SO
%G 861 L'SEL VN <Gk - - - - - - - - B - - B I
ey ey N oy . . . R . . . . R R R . winqpy peofumoq
%EEGL €E9E /N "gEL - - - - - - - - - - - -
6
%eeor  lese  bwin —v,me - - - - - - - - - - - - e1Buls peojumeq
1eubiq
Ay SLIv'0L [%EE 0'sZFiL ~§.v 'ESO LY  [%8 0 695 LL _.\,m.w. 8'28€°2H _o.mﬁf SYO'CL [P'§94°2L |§'S8LOF _ enfeA jjejay [€jo]]
%9'2: 8'PE9 %¥'y 0'289 %8'2- Z'859 %8"4- 2'519 %0°L" Lees 9'882 698 0'058 5218 s)HuN lesey (el
%6 2 056111 LPSIZE |%09 YPS8LL  [hCE TriozE %t 60VIEL  |U'EZEYL  [I'VBSYL [Z'LLIEL  [9°98ZZL |S€eSel  |S0ZEZh  [ONIEA IEIOL
%0°8~ L8YL %02 1rLe %4 L 862 %Z L4 1658 %E"0b- §'896 26201 1909LL JE'EZbL  ¢'eS0L  jzaelb  {rzhib  [saunetoy
%8E- 8665 %815 0195 %995 9'69€ %6'€C €082 (%G IEL 1'08L €08 €88 A - - - 09PIA OAQ
%o 922 %0'99 0'62 %E'E9 SLL %8'YE L0l %P'6EL 6L 23 52 $' - - - N
%6 6€- 00} %6 9E- g9l VIN €92 - - - - - - - - - - qovs
%S0t~ "0 %268 8'0 YIN €'y - - - - - - - - - -
%2 L P %2 64- 59 %SG 0’8 %E LY 58 /N 0’8 - - - - - -
%8'LE 50 %5°02- £0 %Z'L 0 %€ 0 N £0 - - - - - - oIPnY aAG
%80 Z'208 %815 TL09 %L 3t 6668 %V Ch- Y882  |%891 628 6182 1'91¢ 0'805 6€2¢ N3 L Z I,
%Z'E B'Es %059 8'ze %Z'6E 6'61 RZLL Ly %L'2- L) 28 8'61 (414 g'8L 6°9L 9'ZL
%b EE- et %E L~ X %gEL [ %902~ 672 %Y'6L PiE €97 622 IXT3 9'SE S'iy I aButs 1AuIA
Yop’SE= £2 %E 2= S %0'pL- 8'c %8'02- ¥y %'yl §'s 8y €5 v's 52 1’04 Z'0L
%2 9¢- (373 %ELE 9826l %09 Y§¥4 %Z S2- S0¢ % 1- Vi T2 g1E 0¥ 3 89 [§73 are
%0°52- 20') %8'3 1 9¢°) %G44~ S'L %L €2- Ly %Sy £2 zz 62 ¥'e /A XA (A4
VIN ViN YIN VIN VIN VIN %€ 04~ 91" %ZSie- €5 9y 0’8y [Z3 GEEL €681 £'9EC o1Buls spessen
VIN VIN /N YIN wiN VIN %0'89" S0 %b'SLe: S’ £ L (4 ez 6'6s 2'0L :
%6 Y- ek %\8l 1'€C %S 8- 180 %E T 8602 | %6 Ly €3¢ 0928 a180°s | 6641 | ZeeSL | €506 | oeoee onesses
%9'TG- x4 %969 2's Ly [ %608~ 1'1e %807~ 0’y 082 9'€2)L S'861 9'ZLL £'522 9242
%0 L2- 60+ %b85- 7867l |%9¢€8 0°98 %vSL- 96h %V Po- v 6L 22t (X773 eIz I§374 1¥8L §0LL g ao
%tz 8'z %229 ye %5'78 £ % Bi- Sy %b Y~ £41 e 655 0'gs 2'99 z'sy %4
%b 8 Z'0Z50L |%6'+ SrPiL (%L 9 62ECLL |%LG LYh0TL |%EC- V'B06'CL | SPICEL JEBLETL | 0QLP'LL | 16166 | LPE66 | pilE6 as {enieA ElI5G
%0'8- ¥'504 %8'Z 072492 %42 120 %6'8- £'508 %b'9 5188 STH6 6'8€6 0'2v8 V'ESL 6842 44 b (peddiyg suun)
5002-¥002 y002-£002 £002-2002 20021002 1002-000Z
aonvHo% | 9% | zonwiow | 9% | somviow | £00Z gonvio % | D% | qonvion | V002 0002 6661 8661 2661 9661 §66L
1eoshug
(swme. Jeye 19U ‘suayiy u))
anjep ejog flejey pue liug sun sseinpeynuey
10L0-622-202

92002 "0"Q ‘UOIBUIUSEM "00E BUNS 'MN ‘8NUBAY INOIOBULOY OEEL

SolsiEIS pug-1es) 5002






SX Exhibit 005 DP

S$JeULIO) MU JO LOIShIoUL 10} pajepdn $ainbiy GO0Z BION "SUCHOLOSQNS 9pnfoul Jou op siuf s
SJ8qUISQNS JO J8qWNU abiRIone SB)ROIpUI SHUN UOHIUISGNS .

B[O JoUIO pue SPEOUMOQ Y3BUST [Ind 'SOBPIA disny ‘syoeqButy ‘ssunibury Jajsep sepnjou| N
wingyy 18d 66°63 puy S/buIS 1ad 66 03 Jo SBOU lRjey JUaLND PajewyST UQ paseg sajes elbig 5
eibuig A pue sibuls Q0 sepnjouy R

opnY GAQ pue 08pIA GAQ ‘DS ‘08PIA SO ‘dF/dT AUl ‘ByesseD ‘gD sepnfou; B

8jBUIS QO PuB '3/ T IAUIA ‘Bpesses sepnu; .

2sia/enq sepnjouy

Sjassew fenads pue 1ooip ‘fejal 0] SIS SPNIOUL SHUN 1201

%19~ %Z 9T %G9 %6°62 £6S2'S$ 9'5.5 L'296'v$ 'S 2'5E6'p$ z'9ZL 1°e£9'p$ 6°1L89 a_mo_m>cm
2 [eubiq (e10
%e 8y VAN 14 %¢'8p %Sy 8'v9% el 8'v9$ £ 1°96$ 6'L 1°96% &'t N.._o_ua_‘_umasm
%8'96 %S'L6 %896 %S"L6 1’1818 1L 1'121$ (%73 y'95¢$ b 241 $°95¢$ 2 4% ww:aos_
%9°98 %8°SL %9°98 %8'SL 9°¢ZCs Vell LR 441 [ AN LS £'90¢ L8 £'v0¢e 123181 1ej0
- —_ — b - - - -— €0Ls ¢S €013 4] o3pIA disnpy tenfiq
%2°'SSL %b'evlL %2°'8St %P 8vL £'0% 20 £'0% 20 8°0$ g'0 8°0% 9’0 3soiy
%0°CLL %Q'eLL %0'TLL %0'TLL 6°45% 8’ 6'LS$ 8's L2218 £Zl A AAR 4% wnqly [epdiq
%ELL %e'LL %ELL %ELL ‘6918 L1491 ¥'69L¢ L'291 P'£82$ £'982 b & 5:749 £'98¢2 mm_m:_w {enbiq
teybia
%0°§ L~ %L'GL %19 %e9L- 798L'vS ¥'eze TYSY'YS  9'8LT 0°990°v3$ 9212 »e92'ss Ak 74 1e215Ayd ejo)
%S've- %y 8¢ %S've- %p8e- (1% £'e 1°51% e 6'6$ 0z 6'6% 0z vmm_m:_w 1ejoy
%0°S 1~ %S°§ 1~ %091~ %091~ VILLYS 1°92¢ LVeor'ys  €6LZ 1°950'v$ §'sL2 §°€52'¢$ e Swnaly 1ejoy
%0° L~ % L %9’6¢€~ %b'T 0°12% L' 2’618 L'e L A% [\ 4 9’418 8’1 A%410
%021~ %1 Ge~ %0°LL~ %1°Ge- LS 1’0 L8 L0 (4% 1’0 % 10 oipny AAQ
%L'94- %L'02- %294 %L 02- B'E1CS g1l 6°'€iZs 9Lt 1'81$ 2’6 [A:74% 26 03pIA QAQ
% v %9y %E b %9 b~ 9'6$ €0 9% €0 L'e$ 1’0 [ (M) aqovs
%8°L8~ %88~ %568 %9°C6~ 0°08$ L'y 8'9v$ >4 1'9¢ 9’0 8'v$ €0 03PIA dlsniy
%L ee %C 9¢- %.L'€e- %2 9¢- L'l ¥l '3 i 1°5$ 6'0 1'6% 60 afuig uIp
%0'v1- %6'¢L~ %0°S1- %E Pl £'984'v$ 2'20¢ £'68L'¥S  6°/5C 8'658'c$ 8'v92 2'655'c$ 6022 ,ao
siejjoQ spun siejloq spun suefjoQ ST f1e1ey fleloy siejjoq suun ey IEEY ledisAyd
Iejo1 1ej0L lie1ay 1e1oy lejo) lejot o} slejlo@ o} sjun 12L]] 1e01 o} slefloq 0} syun
abueyg jussied S00¢C 9002

0€ sunf papuz syjuop xig
(suwinyes Jaye Jou ‘ao1id Jsy] [1e}8) pojsebbns je suoljwt up)
ANTVA UVTIOA ANV SINIINGIHS LINN SHAUNLOVINNYIN

L0L0-GLL/Z0T :auoud
sonsnels Jeak-pIN VVIy 9002






		SX Trial Ex.65.pdf

		SX Exhibit 004 DP

		SX Exhibit 005 DP







Before the
COPYRIGHT ROYALTY BOARD
LIBRARY OF CONGRESS
Washington, D.C.

In the Matter of

ADJUSTMENT OF RATES AND TERMS FOR Docket No. 2006-1 CRB DSTRA
PREEXISTING SUBSCRIPTION SERVICES

AND SATELLITE DIGITAL AUDIO RADIO

SERVICES
TESTIMONY OF
LAWRENCE KENSWIL
President of Universal eLabs,
a division of Vivendi Universal’s Universal Music Group
PUBLIC VERSION
FINAL
October 2006

SX Trial Ex. 06

Public Version





Public Version

DIRECT TESTIMONY OF LAWRENCE KENSWIL

Background and Qualifications

I am the President of Universal eLabs, a division of Vivendi Universal’s
Universal Music Group (“UMG?”). Ihave headed eLabs from its founding in January
1999. Previously, I was UMG’s Executive Vice President, Business and Legal Affairs. 1
sit on the Board of Directors of the Recording Industry Association of America and,
previously, the Board of the International Federation of the Phonographic Industry.

Universal eLabs is dedicated to exploring, developing, and evolving global
business and new technology strategies to deliver music to consumers in innovative
ways. eLabs is comprised of a team of business, legal, and technical professionals
devoted to developing, implementing, and operating new music products, programming
and digital distribution initiatives across all emerging technology and convergence
platforms, including Internet, mobile, physical, kiosk, home networking and set-top box
systems. As President of eLabs, I oversee all of UMG’s efforts to license sound
recordings for electronic distribution.

About Universal Music Group

UMG is the world’s largest music company with a history dating back to the 19th
century. In 2005, UMG held a 31.7% share of the domestic recorded music market.

UMG includes an extensive and diverse collection of music labels — including
Decca Record Company, Deutsche Grammophon, Interscope Records, Geffen Records,
A&M Records, Island Records, Def Jam Records, Lost Highway Records, MCA
Nashville, Mercury Nashville Records, Motown Records and Universal Records — and

artists — including Beck, Black Eyed Peas, Bon Jovi, Sheryl Crow, Dr. Dre, Eminem,
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Jay-Z, Diana Krall, Nelly, No Doubt, Gwen Stefani, Shania Twain, Stevie Wonder, and
Sting.

UMG International operates directly or through joint ventures and licensees in 77
countries. Universal Classics Group is responsible for more than 40% of world sales in
the classical music genre, and Verve Music Group is the world’s largest jazz recording
company. Universal Music Publishing Group owns or administers more than one million
copyrights.

The Electronic Distribution Market

The Rapid Development of New Ways to Consume Music

potential for more in the coming months and years, UMG is transforming from a “record
company” to a “music entertainment company.” UMG’s annualized revenues from
electronic distribution of recorded music in the United States have grown from near zero
a few years ago to approximately $170 million' as of the first half of 2006. Universal
Music Mobile, a division of UMG, was a pioneer in fusing recorded music and the
burgeoning mobile phone market.

Whereas in the past UMG focused almost exclusively on selling CDs and other
physical product, the future for UMG is about receiving a fair return from multiple
revenue streams. Consumers now enjoy music in more ways than ever before — satellite
radio, satellite and cable T.V. services, permanent digital audio downloaded tracks and
albums, streaming and conditional downloads, and webcasting, mobile and wireless

services, video services, and sales of other digital products (e.g., ringtones). We at UMG

' The information in this testimony that has been marked as restricted is proprietary and commercially
sensitive information that is not generally known to the public.
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are hopeful that the revenues from all of these uses of music will, in the long run, more
than compensate for any lost physical sales. Because consumers value the ability to
purchase music in many forms and access music from almost everywhere, UMG believes
that the evolution to electronic distribution — while challenging at first for many reasons,
not the least of which is digital piracy — will ultimately expand the market for music and
augment UMG’s revenue from sound recordings.

Digital piracy over the last few years has posed a serious threat to the industry,
with physical sales declining in five of the last six years, at the same time that the

economy has been growing. According to RIAA data, sales of CDs in the United States

identifying, developing and promoting the artists that consumers want to hear (the core of
UMG?’s business) have not changed. Consequently, the importance of a fair return from
all of these different markets cannot be overstated.

In addition, although these new revenue streams sometimes provide additional
compensation for UMG, they also can substitute for sales of other UMG products,
including CDs. This includes satellite radio and the pre-existing “over T.V.” services.
There is only so much time in the day for people to spend listening to music. With 70 or
more music channels offering niche programming, satellite radio is “narrowcasting,” not
broadcasting. Because of the number of channels and its enormous variety, satellite radio
and the other services can provide consumers with exactly the mood or genre of music
that they want at a particular time, reducing the need of consumers to purchase CDs,
downloads and subscription services. With such tremendous breadth and high digital

audio quality, these services substitute for the other ways that people experience music —
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not only for CDs, from which the record companies currently make most of their sales,
but also for other digital services from which UMG derives increasingly important and
substantial revenue.

UMG’s Approach to Licensing

UMG?’s approach to licensing digital rights has evolved over time. For a period,
UMG sought to license legitimate new services in the marketplace in order to create
competition with peer-to-peer networks on which people could illegally download UMG
sound recordings. But times have changed, and there are now many legitimate services
distributing music in different forms.

In selling and licensing its products, UMG seeks to protect its sound recordings
from piracy and to receive a fair return according to the value that consumers place on
them. UMG does not enter into agreements for broad or blanket licenses of its catalog in
the hope that it will “promote” sales of CDs or another revenue stream. Rather, UMG
tries to maximize each and every revenue stream. UMG does not view as promotional
the commercial exploitation by others of the very product that it seeks to sell. In
attempting to price UMG’s products consistent with the value to the consumer, UMG
considers both the means by which its sound recordings will be distributed and how those
recordings will be enjoyed by the consumer.

The Development of Portability and Wireless Services

One of the most significant developments in the digital marketplace is the
availability of music via portable devices and wireless networks. In addition to
consumers’ traditional choice of which artists to listen to, consumers are beginning to

choose when and where they want their music content delivered. Since the introduction
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of the first mp3 player, consumers have been able to download music to their computers,
transfer it to a portable device and take the music with them. Now consumers also can
access and acquire music from anywhere, through the ever-improving wireless networks
that are offering audio and video content.

Exploitation (often by others) of UMG’s content is directly related to the
expansion of these wireless networks. Wireless carriers need audio and video content to
attract wireless customers to more expensive data packages (often an additional $15-25
per month) and new cell phones. For them, music is a key component to selling
subscriptions and equipment. Thus, they are racing to offer as much content as possible.

The market has already shown that consumers will pay a substantial sum (in
addition to paying for a wireless service and a cell phone) to be able to access music and
other content anywhere at any time. Consumers already pay a monthly premium of about
$5 for portable subscription services (over the monthly price for non-portable
subscription services). And in the nascent market for audio and video downloads to
mobile phones, sales figures from around the world and the initial trials in the United
States indicate that the mobile consumer is willing to pay significantly more than the PC-
based consumer of digital content.

In sum, UMG views the wireless transmission of music to be of enormous value
to consumers. Indeed, UMG licenses distribution of its content over wireless networks
separately from licensing for services that allow access only over fixed lines. This
ensures that UMG receives fair value for the music that it provides and that consumers

enjoy. The value that consumers place on portable and mobile functionality is reflected
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in UMG’s marketplace agreements because UMG’s pricing — the rates UMG charges its
licensees — is based on the value of the service to consumers.

And the same is true of satellite radio. Whether in the car or with the many
available wireless hand-held devices, satellite radio subscribers can enjoy their music
anytime and anywhere. Accordingly, just as our marketplace dealings show a very
significant premium for wireless delivery — both in terms of what consumers are willing
to pay the services and what the services pay UMG for the use of our music — the same
should be true of the satellite radio services. That consumers are willing to pay $12.95
per month for a base subscription to satellite radio shows the high value of these types of
services to subscribers. It follows that the record companies are entitled to their fair share

of that added consumer value as well.

Value of Marketplace Agreements

When UMG licenses its sound recordings in the marketplace for digital
distribution, UMG requires licensees to pay not only reasonable royalty fees, but also to
meet extensive security requirements, provide audit rights, and offer guaranteed
promotional consideration. While many of these forms of consideration are difficult to
quantify, there is no question that, in their absence, UMG would require additional
compensation.

There are a number of ways in which these considerations are manifested in
UMG’s licensing practices:

First, UMG typically requires licensees to pay a royalty rate that ensures UMG
the greater of three different calculations: (a) a per stream fee for each UMG sound

recording streamed, (b) UMG’s pro rata share of a percentage of the licensee’s revenues,
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or (¢) a per subscriber per month minimum adjusted for UMG’s pro rata share. The pro
rata share refers to the ratio of UMG sound recordings streamed or played to the total
number of sound recordings streamed or played.

This three-part “greater of”’ rate structure is extremely important to UMG and is a
key point in its negotiated agreements. Digital distributors entering into agreements with
UMG receive a very valuable right — the right to use UMG’s vast catalog of sound
recordings as the basis of their business. The “greater of” formula ensures that UMG and
its artists receive fair value for their sound recordings. That is especially true in a rapidly
growing market. Without a percentage of revenue as part of the royalty formulation,
UMG and its artists would not be compensated fairly in the case of a service that has high
margins but relatively low use of sound recordings; even if rarely used, the ability to
access UMG’s catalog at any time has significant consumer value. Similarly, without a
substantial per play rate and a per subscriber minimum, a service could charge discounted
rates to users, but monetize their service in other ways — such as by using music to
attract users to their service in order to earn advertising revenues or sell other products.

Second, UMG’s voluntary licensing agreements include guaranteed promotional
considerations. These specific promotional considerations in UMG’s free market
agreements contrast with the unsubstantiated claim that digital distribution services are,
in the aggregate, “promotional” — something which I have seen no evidence to suggest.
In any event, even if it were promotional in one way or another, that does not mean that
UMG would or should sell its content at a discount.

Third, UMG’s voluntary licensing agreements provide UMG the capacity to

approve the devices that deliver its content. Device approval is important because new
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technology has made wireless access and portability important aspects of the electronic
distribution marketplace. UMG’s ability to contractually monitor delivery devices is a
valuable, even essential, component of the voluntary license.

Fourth, UMG’s marketplace agreements require licensees to submit service fee
reports regarding users’ consumption of sound recordings. These detailed reports assist
UMG in understanding its consumers and provide UMG with complete information about
how its sound recordings are being used. UMG needs access to similar information
where its sound recordings are being used under a statutory license.

Fifth, UMG’s voluntary agreements provide extensive security protections,
including guarantees and audit rights. Considering the proliferation of streamripping
software, and UMG’s ongoing battle with piracy of all types (including peer-to-peer file
sharing), these required security protections are of great importance to UMG. Indeed,
security guarantees are primarily responsible for ensuring that piracy does not turn a
stream into a permanent download that would replace a sale. While security guarantees
are not foolproof, they are important to combating copyright infringement, and security
technology is always improving.

Sixth, another important aspect of UMG’s voluntary agreements is its extensive
audit rights.

Finally, UMG does not enter multi-year licensing agreements (like the 5-year or
6-year statutory license) in such a rapidly evolving market. Most of UMG’s agreements
are for 2 years or less. A licensee seeking a deal of longer than three years would have to
agree to much higher payments, or performance-based escalations, in the later years of

the contract before UMG would consider a license.
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New Media Agreements
Over the past few years, UMG has entered into agreements for a wide variety of
digital rights, including Interactive Streaming and Conditional Downloads (tethered and
portable), Video Streaming, Permanent Audio Downloads, and Mobile/Wireless Services.
Below, I provide some representative examples of the agreements for these services.

Subscription Services (On Demand Streaming and Conditional Downloads)

UMG licenses a number of services that provide consumers with streams or
conditional downloads of sound recordings. These services are interactive or “on-
demand” (i.e., the user can choose the specific song or album to download or stream) and
are conditional (i.e., the user may download the song to a PC and then play the song at
will only so long as the subscription is in effect).

The conditional downloads are either non-portable or portable. With a non-
portable service, a user can only listen to the music (whether as a conditional download
or a stream) on a personal computer or other approved home device. Often, the same
companies both offer interactive and non-interactive versions of these services.
Rhapsody, for example, offers a non-portable interactive subscription service for $9.99
per month and a non-portable, non-interactive service pursuant to the DMCA for $4.99
per month (with discounts for annual subscribers).

A portable subscription service, by contrast, is quite a bit different. With a
portable service, a user may transfer the conditional download onto a portable device that
includes software to prevent further copying. Thus, users get the significantly more
valuable portability function. Rhapsody offers its portable subscription service,

Rhapsody To Go, for $14.99 per month.
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Non-portable Services

UMG has granted licenses to numerous non-portable services. [ ||| [ GczcNzN

f—")

Portable Services
As discussed above, consumers pay a premium for services that offer portability.
UMG’s agreements with webcasters who operate portable subscription services reflect

that value, and UMG receives higher royalties. UMG has entered into a few agreements

with companies that operate portable services. ||| GKcNcNNGTGTGTGGEEE

f—
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Video Streaming

UMG has pioneered the monetization of music videos on demand. The switch
from seeing videos as promotional to recognizing that they are an important revenue
stream mirrors similar developments throughout the electronic distribution market.

UMG’s licenses for video agreements are a useful comparison for determining the
market value of the content because all video agreements — whether non-interactive or
interactive — are entirely market-driven. There is no compulsory license negatively

affecting UMG’s free market decisions. Among other things, UMG has complete control

over the videos that it will release as part of these agreements. ||| GTGTNGNG

- |
|

For 2006, UMG has generally licensed music video streaming for royalties equal

to- {1
-
|
|

Permanent Audio Download

UMG has entered into numerous permanent audio download agreements that
allow services to sell individual sound recordings to users on the Internet. The common

retail price for these downloads is $0.99, although some services offer a discounted price

for permanent downloads to subscribers. || EEEEEEEEEG—
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Mobile/Wireless Services

The market for wireless music services is developing rapidly. As discussed
above, all signs are that consumers value the ability to receive music over wireless
devices very highly, and that, in the marketplace, record companies have negotiated
higher license rates for delivery of sound recordings to wireless devices. In negotiated
agreements, UMG receives higher rates for downloads to wireless devices and video
streaming over wireless networks than it does for downloads and video streaming to
personal computers.

Cell Phone Tones (Ringtones and Mastertones)

Users download ringtones — digital versions of sound recordings — and use
them as the ringer on their cell phones. Mastertones are ringtones that sound identical to

the master sound recording (typically a portion of a sound recording under 30 seconds).

|
|

Wireless Audio Downloads

oy

UMG is negotiating with a number of companies to offer wireless audio

downloads. ([
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I declare under penalty of perjury that the foregoing testimony is true and correct to the

best of my knowledge and belief. W

LaMce Kenswil

Date: /0 /16 1/06
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3. No Conditional Downloads. Notwithstanding anything to the contrary in the
Agreement or this Amendment, Universal is not granting RealNetworks any rights to
provide Conditional Downloads of Universal Videos.

4. Preloading. Notwithstanding any other provisions of the Agreement, including
without limitation Section 3(i) of Exhibit A, Section 1{a) of the Agreement is hereby
amended by the addition of the following subsection:

(iv)  to preload Universal Sound Recordings onto portable Permitted Devices
the (“Universal Preloaded Recordings™), whereby upon the initial purchase of a
preloaded portable Permitted Device, the Universal Preloaded Recordings may be
timmediately playable on such portable Permitted Device as part of a free “irial”,
provided that (i) the Universal Preloaded Recordings shall be secured with DRM
protection as set forth in this Agreement, (ii) the Universal Preloaded Recordings
shall cease to be playable on the Permitted Device within thirty one (31) days of
the time it is initially played unless the free “trial” is activated by registering such
Permitted Device with the Service, and (iii) the Universal Preloaded Recordings
shall cease to be playable upon the expiration of the applicable free “trial” offer
associated with the Permitted Device. All Performances of Universal Preloaded
Recordings authorized by this paragraph, regardless of whether the End User
associated with such portable Permitted Device ultimately subscribes to the
Service or not following the expiration of the free “irial” period, shall be
accounted and paid for pursuant to Section 2 of this Agreement (subject to

Section 2(h)(vi) of the Agreement), provided that payrments for any Performances
‘ that occurred during any free “tnial” period shall be calculated and paid separately
from any Content Fees owed to Universal as set forth in Section 2 above (i.e.,
such payments, including any calculation thereof, shall not be aggregated or
combined or factored in with any other Content Fees owed to Universal pursuant
to Section 2).

5. Consideration. Sections 2(c¢) and 2(d) of the Agreement are hereby deleted and
replaced in their entirety with the following:

(c¢)  Content Fees for Non-Portable Subscribers after the First Year of the
Term. Following the first year of the Term, pursuant to the procedures set forth in
Section 5 of Exhibit A, RealNetworks will pay to Universal, for Performances to Non-
Portable Subscribers (except for those Non-Portable Subscribers who are subject to a free
trial or other promotional rate under this Agreement), the greatest of the following for
each Accounting Period:

A. Per Performance Fees. For each on-demand Performance of a
Universal Sound Recording made to a Non-Portable Subscriber, One Cent ($0.01); or

B. Gross Revenues. Universal’s Proportionate Share of fifty percent
(50%) of RealNetworks’ Gross Revenues; or

2
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C. Per Subscriber Fee. Universal’s Proportionate Share of Four
Dollars ($4.00) per Non-Portabie Subscriber per month,

(d)  Content Fees for Portable Subscribers. During the Term, pursuant to the
procedures set forth in Section 5 of Exhibit A, RealNetworks will pay to Universal, for
Performances to Portable Subscribers (except for those Portable Subscribers who are
subject to a free trial or other promotional rate under this Agreement), the greatest of the
following for each Accounting Period:

A. Per Performance Fees. For each on-demand Performance of a
Universal Sound Recording made to a Portable Subscriber equal to Two Cents (80.02)
but in all events capped at the greater of Universal’s Proportionate Share of sixty percent
(60%) of RealNetworks’ Gross Revenues or Universal’s Proportionate Share of Eight
Dollars and Fifty Cents ($8.50); or

B. Gross Revenues. Universal’s Proportionate Share of fifty percent
(50%) of RealNetworks’ Gross Revenues; or

C. Per Subscriber Fee. Universal’s Proportionate Share of Six Dollars
($6.00) through the calendar year 2006, and Universal’s Proportionate Share of Seven
Dollars and Fifty cents ($7.50) thereafter.

6. Trial Fees. Section 2(h) of the Agreement is hereby amended by the addition of
the following subsection:

(vi)  Notwithstanding any other provisions of this Agreement, including
without limitation Sections 2(h)(1)-(iii), in the event that a “irial” offer is made to
a Person in connection with the purchase of a portable Permitted Device
containing Universal Preloaded Recordings, RealNetworks shall not be required
to pay Universal any Content Fees for such Universal Preloaded Recordings or
Universal Sound Recordings during the first half of the “trial” offer (commencing
at such time when any Universal Preloaded Recording is first played on any
particular portable Permitted Device), up to 2 maximum period of six (6) weeks.
RealNetworks represents that the Content Fees owed to Universal hereunder in
connection with “trial” offers are no less favorable than those owed by
RealNetworks to any other content provider pursuant to any similar agreement,

7. Servicing of Videos. Solely for the purpose of this Amendment, the following
shall be added as new Section 2(m) of the Agreement:

(m) Servicing of Videos. RealNetworks will obtain the Universal Videos from
Universal’s vault providers, which Universal may designate from time to time, for use
hereunder in the format described in Exhibit B-3 to this Agreement. RealNetworks will
pay costs of duplication and delivery (e.g., including without limitation, encoding costs,
digitizing costs, beta tape costs, etc.) for Universal Videos provided to RealNetworks. If
available from the vault provider, Universal will make its preferred rate card costs

3
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available to RealNetworks. The current rate card for Universal Videos is attached as
Exhibit B-4 hereto. At such time that Universal makes its Videos available in digita]
format via electronic feed which has been approved and tested by RealNetworks,
RealNetworks will be required to take such Universal Videos in that format available to
RealNetworks, RealNerworks will be required to obtain all new release Universal
Videos, unless RealNetworks is a genre-specific Service, in which case RealNetworks
will only be required to obtain new release Universal Videos for the specific genre(s)
concerned. RealNetworks may obtain catalog Universal Videos at its discretion.
Approved images, likenesses and other materials that RealNetworks may use in
connection with such Universal Videos are available through www.umvd.com,
RealNetworks’ use of any such other images, likenesses or other materials shall be
subject to the terms and conditions set forth by UMVD at www.umvd.com. With respect
to materials delivered to RealNetworks in connection with any Video, RealNetworks may

only make such copies of such materials as may be necessary in the exercise of
RealNetworks’ rights hereunder.

8. Most Favored Grantor. Section 3(c)(i) of the Agreement is hereby deleted and
replaced in its entirety with the following:

(¢)  Most Favored Grantor

(1) Other Content Agreement Terms. RealNetworks represents,
warrants and covenants that the material terms granted to Universal under the Agreement,
including, without limitation, advances, guaranteed minimum payments, performance
content fees (as measured on the basis of the effective rate per Performance actually paid
to the other Person), reproduction fees, links, programming rights, data, equity and most
favored-grantor provision, shall remain throughout the Term the most favorable material
terms provided by RealNetworks to any other Person licensing or otherwise providing
Sound Recordings of two hundred and fifty (250) albums to RealNetworks for use on the
Subscription Service in the same matter (e.g., streaming, burning, so-called “tethered”
downloads, so called “stackable” downloads, etc.). If RealNetworks obtains rights in
Sound Recordings from any other such Person during the Term on material terms that are
more favorable than the material terms granted to Universal hereunder, then Universal
shall have the right to grant rights in Universal Sound Recordings to RealNetworks on the
same terms granted by RealNetworks to such other Person, provided that Universal shall
be required to accept all the terms in the relevant agreement (all such terms collectively
shall be referred to as the “More Favorable Agreement”). Universal need not accept
terms in a More Favorable Agreement that are not reasonably applicable to Universal or
to the Agreement, RealNetworks shall not enter multiple agreements with the same party
s0 as to avoid the obligations set forth in this Section 3(c)(i).

9. Term Extension. Section 4(a) of the Agreement is hereby deleted and replaced in
its entirety with the following:

(8) Term, The term (*Term”) of the Agreement shall take effect on July 1,
2004 (the “Effective Date”) and shall terminate on July 31, 2007 unless
terminated earlier as provided herein.
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10.  Confidentiality, The first sentence of Section 3(b) of the Agreement is hereby
deleted and replaced in its entirety with the following:

(b)  Confidentiality. Each Party will be required to keep the terms of this
Agreement and any data provided or generated pursuant to this Agreement (including
under Section 4 and 6 of Exhibit A) confidential and will not be permitted to disclose
such terms or data to any person other than such Party’s employees, representatives,
agents, attorneys, accountants and other third party professionals solely on a need to
know basis, and with Universal Artists and other record royalty participants and other
rights-holders and their representatives who have a need to know (e.g., without limitation,
as part of an accounting statement or in connection with an audit or as may be reasonably

required to secure third party rights hereunder) without the prior written consent of the
other Party.

11.  Exhibit B-3. Exhibit B-3, attached hereto, is hereby added to the Agreement as
new Exhibit B-3.

12.  Exhibit B-4. Exhibit B-4, attached hereto, is hereby added to the Agreement as
new Exhibit B-4.

13. Ammnex HI. Annex IIT to the Agreement is hereby deleted and replaced in its
entirety with the form of Annex III attached hereto,

14. Unless otherwise expressly amended herein, all terms and conditions of the
Agreement shall remain in full force and effect.

IN WITNESS WHEREOF, the Parties have entered into this Amendment:

REALNETWORKS, INC, UMG RECORDINGS, INC,

o W/Z%

Name;: ich

< - .
L N
Titte: _(Chier F1Nznciad O

S
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EXHIBIT B-3

VIDEQ FORMAT

{As may be reasonably revised from time to time by Universal upon reasonable notice fo
RealNetworks, provided that RealNetworks will have a reasonable period to implement any
modification to Its system required by any such change.)

UMG Requirements for Promotional Streaming Video {(June 9, 2006)

1. Resolution- Unencrypted Streams — Videos streamed in unencrypted format for
promotional use should be of no higher resotution than 320 pixels horizontal x 240 pixels
vertical if the video aspect ratio is 4:3 or 400 pixels horizontal x 226 pixels vertical if the
video aspect ratio is 16:9.

2. Resolution- Encrypted Streams - If using a UMG-approved stream encryption
technology, video resolution may not exceed 416 pixels horizontal x 312 pixels vertical
for 4:3 material, or 480 x 270 for material in native 16x9 format,

3. Bitrate — maximum allowable bit rate for promotional video streaming is 1 mbps (}

megabit per second). Multiple bit rate files are acceptable as long as the highest bit rate
does not exceed 1 mbps.

4. Audio ~ Audio tracks for the video may be encoded in stereo up to 64kbps,

5. Logo or Bug Placement ~ UMG requires the placement of your company togo or “bug”
in the lower right portion of each video to identify the video as originating from your
servers. This is useful because if the streams are hijacked by a third party, the video

‘ stream can be easily identified and appropriate action can be taken against the third party.

6. Streaming Technology- Windows Media Video, Real Video, and QuickTime are all
acceptable streaming technologies, Streaming videos should be flagged so that they are
not able to be saved to a hard drive by the end user. In the future, VSP shall employ
technology to protect streams of audio or sudiovisual content (e.g., encryption
technology), and shall discuss such technology in a meaningful way with Universal
within twelve {12) months following the effective date, and it is understood that the
adoption of such a technology satisfactory to Universal is a condition requirement of any
renewal or extension of the term of the agreement.

7. Territorial Filtering - The provider must use technology (IP filtering, etc.) to limit
access to the streams to users within their UMG approved territory of operation. They
must not link to, or promote the site outside of the approved territory.

8. Deep-linking - the stream must be structured such that deep links cannot be used to
access particular sections (i.e. tracks) of the stream, or to access the stream without
originating from the appropriate page. Examples of technology to prevent deep-linking
include obfuscation/encryption of the URL and dynamic URLSs.

9. Vendors and Encoding Partners - UMG currently prefers to use Bitmax, LLC (323-
957-9797) as its encoding provider. Bitmax maintains a UMG library of high-quality,
full resolution, MPEG2 videos at 9-12 mbps. Because of this library, the web stream
encoding of hundreds of UMG videos can be accomnplished in an automated fashion, and
the subsequent video encoded files can be delivered either electronically or using
physical media (DLT, DVDR, etc.)
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1 {Accounk Number
2 jSakes Channal
3 {Sald As Abum or Track
T i used to report transaclions of & track fevel by
1SRC. This ks used 10 report saes of stendalone
tracks, meaning the frack was not soid as pat of en
aibum bundie.
“A" Is aiso used 10 report transactions at a back Jevel
by ISRC, byt for racks sold as pest of an abum
bundie, The A Indicating thet tha track was sold as
A s part of an altn bundle rether than standaione.
"C* should be used 1o report sales of Corplele
LAlbum bundies, $ese may be reporied at the UPC
level {ta. track Jeved reporting by 1SRG not required).
This may only be dane I the digital album
bundie is krown to contatn al tracks provent on
rﬁ\ephydwlvmlonoﬂhnalbwn incamplete
aibum bumdles (due to clearance isaues, etc.)
must usa "A” transactions and report at the track
leve! by JSRC,
4 ISRC finlsmatlona Standard Recording Code, unigue R USHAC 19341260
A 12 idertifier assigned lo sach reconding by a record
abet, Required for Track level detalls,
5 [Scucs UPC N 14 UPC coto of the Album tnat the track originaled on. R 0004228422982
6 |Catog No. A 0 Product nurmber of the Abum that the track 0 MCADI1Z34S
2 on.
7 [Track Artist A 100 Reduired if reporfing by ISRC R Gabilel, Peter
8 | Treck Tite A 100 Requirad ¢ tporting by 1SRG R Shock Tho Monkay |
G | Album Adst A 100 Required if reporting by UPC 3 Gatriel, Paler
10 Adnan Thie A 100 Required if reporting by UPC R Peter Gabned 2
11]Reporting Period Stert Date N 8 Beginning date of the sales period covered in R 20020401
YYYYMMOD formet.
‘ 12 | Reporting Perioo End Dale N s Erding dole of the sales pencd tavered in R 20020636
YYYYMWMED forrnat,
13| Saie or Rofund A 5 *5* indicates o Sale, "R” indiceles a refund/sales R S
reversal
14{Unsis Units of exploretion for the covered period. R 5014
N 4 This shoctd be negative on @ refund/sales reversal,
15 [Rotall Price N 5 & |Retal Uit price paid by bonsumer. R 0
| 16 jFikor N 1 4 Figlt pot applicable A ]
17 [Net Price Per Uil N 5 4 Tiws field should contain the appicable rate per unit R 084
of sxpiofiation.
18] Extendad Amount Units * Ned Price Per Unil R 47138
N 9 4 This shauid be negetive on a refundfsaes reversal.
18 {User Defined Data A 30 Free form aipha field for use by business partrer, [¢]
|mey contsin 3 reference no, glc,
20iPrece Code A 5 Price code assigried to ilem c
21 [Promotion Typs A 5 This val allow us to recogrize transactions related W) <
promolions. Reversals gt to back out the pnor
tack safes for an slbum upgrade sawe should be
ooded "UF.
R = Rocured a
Type: Arcoptable File Formots: = Oplonat UNIVERSAL
A= Aphanumerk Fiekd Pipe 11} Delimited Taxt € = Condtorad N4
N = Numeric Fioid Wtz YR
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e I 3 “Ogstription: = - © .- - | 3 Examples.
1_JActount Number N 8 Account number assigned by UMG to Affiliale 134472
2 [Reporing Perxd Start Date N 5 TBeginning dale of the sales poriod coversd In 20020401
YYYYMMDD format.
3 {Reporting Period End Date N 8 Ending dats of the sakes pencd covered in 20020630
YYYYMMDD format.
4 Hnits N S Sum ol Delail Re Urils field 5014
5 |Extended Amount N 9 4 Sum of Delad File Extended Amt fisld 39920.28
6 |Record Count N F) Number of records contined in the detall file 4725
7 juser Defined Data A 30 Fros form alpha fiekd for use by business partner,
may contain a seference no. of comment, ele.
Type: Acceptable File Formats: A
A = Alphanumeric Field Pipe { |} Dslimited Toxt UNIVERSAL
N = Numeric Fleki L
AR ARP fh o
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Unlversal Music Group- -
Digital Sale$ Channél Mappirig.
Rl e | b o Descript
Moblle | Image Licensee | SesChanpelfode {1 - - o0
1 Permanent Downloads
Wholessle 8 Permanent Downloads (Promo only}
20 Kiosk
Audio 9 Client Plays (Tethered Downloads)
14 Portable Subscripion Cllent Plays (Tethered DL}
ticensee 16 Portable Subscription Devics Plays
12 Portable Subscriplion Strearns
Regular 2 Streams
Whalesale 76 Video Downloads
77 Video Downdoads (Promo only)
80 Portable Subscription Video Client Piays (Tethered DL
Video 84 Portable Subscription Video Device Plays
Licensee 79 Portable Subseription Video Streams
78 Video Cllert Piays (Tethered DL)
75 Viceo Streams
B7 DR Mastertones
4 Mastertones
5 Mastertones (UMG Not Liabis for CPRT)
7 Masteriones (Promo only)
Wholesale 10 IMasteriones (Promo only, UMG Not Liable for CPRT)
Audio 23 OTA Permanert Downioads
28 OTA Parmanent Downloads {Promo only}
Mobte 52 Ringtones {polyphoriic)
. 69 Voicetones
. 84 Ringbacks
Licensee 65 Ringbacks (Promo only)
Image Wholesale 24 Mobile images (walipaper)
82 Video Mastertones {(aka video ringers)
Video Wholssale 96 OTA Video Downloads
97 OTA Videc Downloads (Promo only)
Otscontinued: 3 - Bums (replaced by 1) A
Discontinued: 5 - Tethered Downloads (replaced by 9) N
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provide R,

Q The spec requires an Account No,, where can | find out our Account No.?
1 A UMG wilt assign you an account number to ba used for sales reporting, if you're not sure what
your Account No, is, simgply send an emall to UMGDighalFinance@umusic.com and we'l

Q What sales channel code should { use?

2 A Refer o the sales channel §st provided, if you're still not sure what sales channel applies to
you, emall UMGDrgraiFinance@umusic.com and we'll provide guidance.

Q  What are the “promo* sales channals used for?

A Promo sates channels are 1o be used for reporting sales of items given away and that UMG

3 has agreed not be pald for, accordingly. the unils field nesds to be popuiated and the price
and smount fields should be 0.00. If you have given an item away but are paying UMG for
thosa units, the appropriate regular (non-promo) sales channel needs to be used.

Q How should the header record work?

A Tha header record should reside in a separste file. The record count, number of units, and

4 amount in the header should represent the sum of the detail fils. i should also balance to the
both the monthly accounting statement we recelve and the payment amount sent, Note: if the
Header totals do nat matsh the Datalls, the file will be rejected,

Q  Can i repori more than one sales channel In & given file?

the same statement.

A itdepends. UMG requires a separate “sel” of files (header & details) for each exploitation deal
5 (i-e. download, subscription), within each detall file, you tan have multiple sales channels
relating 10 that deal. A subscription file (for Instance) may contain sales for both Streams and
Client Plays {Tethered Downloads), both of which are part of the same deat and reported on

researching problems.

How should N/A Relds be treated? Or optivnal fields we’re not providing?

8 A Al fields need to be delimited in the fite, but in the case of N/A and optional fields, may be left
empty. Note that we prefer to see the optional fields populated, they're haipful when

or a summary?

Account Number

Sales Channal

Sold As

ISRC

Sourca UPC

Reporting Penod Start Date
Reporting Petiod End Date
Sale or Refund

7 Retail Price

Net Price Per Unit

Price Code

Promotion Type

price,

emply whea summarizing Subscription related sales channels.

Q What level of detail should we be providing? i.e. do we report individual transactions,

A Thefile should reprasent a summary of the transactions In a given reparting period (typically a
month). i should contain 1 record for each unigue combdination of the following Telds:

A typical file will contain 1 record per ISRC/UPC/Sales Channel in a given ronth, if however,
you seff the same item at two different retail prices for instance, then the file would contain 2
records for the item in question, in order 1o break out the aumber of unils sold al each retail

Notle that not all of the above fields are applicable to every sates channel, for instance, Retail
Pnee and Price Code are not used with Subscriptions, they can simply be ignored or treated as

5
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What format should the files be in?
The required format is pipe ( | ) delimited .bxt files.

Do you have any example files | can fook at?
We can provide examples fiie upon request.

> £ » O

File examples are provided in both Excel and pipe delimited .txt format. Note that the Excel

files are prawded simply 1o make it easy to examine the values for the data contained in the .ty
fiies,

Q  What file naming conventions shouid be used?

A Theideal filename provides information regarding who it's from, who it's for, the date, and a
description of the contents, in the following format:

Content Provider_Service Provider_Date_What it contains .txt

At a minimum, we like 10 see SERVICEPROVIDER_YYYYMMDD_FILETYPE_.TXT, so ff you
are XYZmusic.com, a typical set of files will be named as such:
XYZMUSIC_20050601_Header. TXT and
XYZMUSIC_20050801_Details. TXT

Same pariners fike to prefix the files with "UMG_*, to enable them lo distinguish between
10 different conternt providers, so you might consider using something ltke
UMG_XYZMUSIC_20050801_DETAILS.TXT.

Additionally, if you have deals with us covering multiple methods of exploitation, you should
include an Indication of what types of sales are in a given file (also done in order to avoid
duplication) for instance:
UMG_XYZMUSIC_20050801_Subscription_Details. txt,
UMG_XYZMUSIC_20050601_Dawnload_Details.td, or
UMG_RINGYDINGY_20050601_Mastertone_Details.td

For instances where you heed to send us fransactions refated to carrecting an error, these fiies

should be named meaningfully as well, for instanca:
UMG,_XYZMUSIC_20050601_Download_Dstails REVERSALS ixt or

‘ UMG_XYZMUSIC_20050601_Download_Dstails_ CORRECTED.bA.

Q How and where shouid | send my accounting sales files?

1 A Your files should be sent via FTP to floumg.umusic.com. A unique login id and password will
be set up for your uss, allowing you o upload files to our server. If you don't have an ID, email}
UMGDigitalFinance @umusic.com and we'll set one up for you,

G  Whatifl discover an ciror has been made in the files we've reported to you?

A if you think a file you've sent contains emors, you need 10 contact UMGDigitalFinance

12 @umusic.com. If we've not yet processed the file in question, it can simply be replaced, if
we've aiready processed the file (it was sent to us in a prior period for exempie), the
fransactions in error will need to be reversed out and restated correctly.

Q How and where should | send my Statements?
13 A i you're not sure where to send your statements, email UMGDigitaiFinance@umusic.com and
we'll provide you with the relevant email addresses,

Q ffIhave any oilher questions...?

" A Email UMGDighalFinance@umusic.com and wa'll do cur best 1o answer your question or point
you in the nght direction if it's not somsthing we can answer,

%
UNIVERSAL

LRI AW VIR tvinie
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Amendment No.3 o
SUBSCRIPTION AGREEMENT

This Amendment No. 3 to the SUBSCRIPTION AGREEMENT, between RealNetworks Inc,,
with offices at 2012 16" Street, San Francisco CA, 94103 (“RealNetworks™), and UMG
Recordings, Inc., with offices at 2220 Colorado Avenue, Sants Monica, California 90404
(*Universal™), dated as of July 1, 2004 (the “Agreement”) is made and entered into as of June 29,
2006 (“Amendment No. 37). UMG/Universal and RealNetworks are sometimes referved to
hercin as the “Parties” and individually referred to as a "Party.” All capitalized terms not
defined herein shall have the meanings ascribed to them in the Agreement.

WHEREAS, the Parties wish to extend the Term of the Agreement.
NOW THEREFORE, in consideration of the agreements of the Parties set forth herein,
and for other good and valuable consideration, the receipt and sufficiency of which are hereby

acknowledged, the Parties herelo, intending to be legally bound, agrec as follows:

1. The Term of the Agreement shall be extended unti) July 31, 2006 (the “Extension
Period™) or upon the execution date of a new agreement (“Renewal Agreement”), if an earlier
date.

2. Nothing herein obligates either Party to enter into a Renewal Agreement, which
shal) be entered into at each Party’s sole discretion,

3. Except as specifically modified hercin, all other terms and conditions of the
Agreement shall remain in full force and effect.

IN WITNESS WHEREOF, the Parties have entered into this Amendment.

UMG Recordings, Inc. RealNetworks, Inc,

J
By!‘%ﬁi\ \//lh . By //)/%;/M({/
)/ Nam{ ‘ ;QQ—Q S Ay
e Title: \/‘?CUYY) 72U

. A ":-f';..:’ 5 -

: et H
H AR

JUN 29 2006 ¢ 0 AN
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THIS AGREEMENT FOR UMG RECORDINGS, INC. (the “Agreement”) is
entered into as of the 1% day of July, 2004 (the “Effective Date™) between RealNetworks
Inc., with offices at 2012 16™ Street, San Francisco CA, 94103 (“RealNetworks™), and
UMG Recordings, Inc., with offices at 2220 Colorado Avenue, Santa Monica, California
90404 (“Universal”) (each a “Party” and, collectively, the “Parties™). Capitalized terms
that are not defined in the Agreement will have the meanings set forth in Section 14 of
Exhibit A hereto.

1. Grant of Rights.

(a)  Subject to the limitations set forth in this Agreement, Universal hereby
grants to RealNetworks during the Term, a limited, nonexclusive right, without the right
to transfer or sublicense any rights granted herein, except as specifically provided herein,
(i) to make Performances of Universal Sound Recordings solely through the Service, the
Servers and/or the Website by means of Streaming and Conditional Downloads, (ii) to
make Reproductions of the Universal Sound Recordings solely insofar as they are
incidental and necessary to the Streaming and making of Conditional Downloads of such
Performances, and (iii) to reproduce and display only on the Service and/or the Web
Site, the Artwork, only in connection with the permitted uses of that Universal Sound
Recording on the Service. Any and all rights not expressly granted hereunder are
expressly reserved for Universal.

(b)  RealNetworks may not make Performances of Universal Sound
Recordings through the Service by means of Conditional Downloads until RealNetworks
has submitted, and Universal has approved in its sole discretion, a detailed white paper
describing the Business Rules, technology and security to be utilized by RealNetworks to
make Performances of the Universal Sound Recordings by Conditional Download.
Universal reserves the right to conduct additional diligence prior to approving or
disapproving RealNetworks Conditional Download system

(c)  Universal, in its discretion, for up to ninety (90) days from the applicable
street date for the album concerned, may withhold any Universal Sound Recordings from
any album upon written notice, whether or not actually delivered to or acquired by
RealNetworks. Additionally, (i) in the event that no Sound Recordings are available from
an album or (ii) if Universal does not possess the necessary rights, as it determines in its
discretion, Universal may withhold upon written notice any artwork associated with any
album whether or not actually delivered to or acquired by RealNetworks. Upon notice to
RealNetworks, Universal will be entitled to withdraw any Universal Sound Recording
from the Service in its sole discretion. In exercising its rights under this paragraph,
Universal will not discriminate against the Service relative to other grantees operating
services similar to the Service (“Similar Service”) provided that Universal will not be
required to be completely identical in each instance in which Universal exercises such
rights so long as, in the aggregate, Universal does not use this provision punitively or to

P
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create a competitive disadvantage for the Service relative to any similarly situated
grantees. If Universal withdraws any Universal Sound Recording from the Service
pursuant to this Agreement, RealNetworks will comply with Section 8 of Exhibit A
below.

(d)  The Service shall be considered an approved “Online Store” as such term
is defined in the Agreement for Universal Sound Recordings dated December 23, 2004
(“Download Agreement”). The sale of permanent downloads of Universal Sound
Recordings to End Users of the Service shall be solely govemed by the Download
Agreement, unless otherwise specifically set forth herein. If RealNetworks is in breach
of the Download Agreement or this Agreement, Universal may terminate or suspend
RealNetworks’ rights to sell Downloads on the Service.

2. Consideration.
()  Advances.

@) RealNetworks will pay to Universal an advance as consideration
for granting the rights contained in this Agreement, in cash by wire transfer of
immediately available funds to an account designated in writing by Universal, One
Million Dollars ($1,000,000) upon execution of this Agreement.

(i)  All advances payable pursuant to Section 2(a)(i) will be non-
refundable under any circumstances, including but not limited to termination of this
Agreement by either Party for any reason, and recoupable against the Content Fees (as
defined below), if any. Notwithstanding the foregoing, RealNetworks will not offset any
Content Fees due and payable to Universal against any advances that are not yet due and
paid if any under Section 2(a)(i) for the purpose of reducing the amount of any such
advance.

(b)  Content Fees for Non-Portable Subscribers the First Year of the Term.
During the first twelve months of the Term, pursuant to the procedures set forth in
Section 5 of Exhibit A, RealNetworks will pay to Universal, for Performances to Non-
Portable Subscribers (except for those Non-Portable Subscribers who are subject to a free
trial or other promotional rate under this Agreement), the greatest of the following:

(i) Per Performance Fees. A fee for each Performance of a Universal
Sound Recording made to a Non-Portable Subscriber equal to One Cent ($0.01); or

(ii)  Gross Revenues. Universal’s Proportionate Share of forty-six
percent (46%) of RealNetworks’ Gross Revenues; or

(iii)  Per Subscriber Fee. Universal’s Proportionate Share of Three
Dollars and Twenty-Five Cents ($3.25) per Non-Portable Subscriber per month.

(c) Content Fees for Non-Portable Subscribers for the Second Year of the
Term. During the second twelve months of the Term, pursuant to the procedures set forth k
M)

2

Real Subscription Agreement (4-11-05) (Final)





RESTRICTED - Subject to Protective Order
in Docket No. 2006-1 CRB DSTRA

in Section 5 of Exhibit A, RealNetworks will pay to Universal, for Performances to Non-
Portable Subscribers (except for those Non-Portable Subscribers who are subject to a free
trial or other promotional rate under this Agreement), the greatest of the following:

@) Per Performance Fees. A fee for each on-demand Performance of
a Universal Sound Recording made to a Non-Portable Subscriber equal to One Cent
($0.01); or

(ii)  Gross Revenues. Universal’s Proportionate Share of fifty percent
(50%) of RealNetworks’ Gross Revenues; or

(i)  Per Subscriber Fee. Universal’s Proportionate Share of Four
Dollars ($4.00) per Non-Portable Subscriber per month.

(d)  Content Fees for Portable Subscribers. During the Term, pursuant to the
procedures set forth in Section 5 of Exhibit A, RealNetworks will pay to Universal, for
Performances to Portable Subscribers (except for those Portable Subscribers who are
subject to a free trial or other promotional rate under this Agreement), the greatest of the
following:

)] Per Performance Fees. A fee for each on-demand Performance of
a Universal Sound Recording made to a Portable Subscriber equal to Two Cents (30.02)
but in all events capped at the greater of sixty percent (60%) of RealNetworks’ Gross
Revenues or Seven Dollars and Fifty Cents ($7.50); or

(i)  Gross Revenues. Universal’s Proportionate Share of fifty percent
(50%) of RealNetworks’ Gross Revenues; or

(iii)  Per Subscriber Fee. Universal’s Proportionate Share of Six Dollars
($6.00) for the calendar year 2005 and Seven Dollars and Fifty Cents ($7.50) for the
calendar year 2006 per Portable Subscriber per month,

(e)  During the term of this Agreement, RealNetworks shall be entitled to offer
the non-Portable Tier of the Service to students at Universities, on the terms and subject
to the Content Fees set forth in Exhibit D to this Agreement.

@ Performance Payment Rules. Notwithstanding anything to the contrary set
forth in this Agreement, RealNetworks shall not be required to pay any Content Fees for
any Performances of Universal Sound Recordings made through the Service of a duration
of five (5) seconds or less, regardless of whether or not such Universal Sound Recording
is accompanied by a “Buy Button”. The provision in Section 2(a) of the Download
Agreement, as it relates to Clips, shall not apply to Performances of Universal Sound
Recordings made to End Users of the Service. Additionally, each separately requested
Stream of a Sound Recording to a personal computer, Home Media Server or Home
Media Receiver shall be deemed a separate compensable Performance of a Universal
Sound Recording. Notwithstanding the foregoing, in the limited circumstance when a
single Stream of a Universal Sound Recording is forwarded from a personal computer or
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Home Media Server to a personal computer or Home Media Receiver and such Stream is
only decoded once during this process, then RealNetworks may calculate such
Performance as a single Performance for the purposes of the Content Fee calculation.

(g)  For the purpose of computing fees payable under Sections 2(b)(iit),
2(c)(iii) and 2(d)(iii), the Parties acknowledge that RealNetworks shall determine the
number of Non-Portable Subscribers and Portable Subscribers in a given month by using
the following formula: the sum of the number of subscribers on the first day of the
calendar month plus the number of subscribers on the last day of the calendar month,
divided by two (2).

(h)  Trial Fees. Notwithstanding anything to the contrary contained in this
Agreement, the following Content Fees shall apply during the first month of any so-
called ‘trial’ offer regardless of the duration of the ‘trial’ concerned:

() During the first fourteen (14) days of any so-called ‘trial’ offers to
non-subscribers, Universal will waive the Content Fees described in Sections 2(b)(i) and
(i1), 2(c)(i) and (ii) and 2(d)(i) and (ii) above.

(ii)  During the remainder of any free trial referred to in Section
12(h)(i) for a period of up to one month and provided that RealNetworks can accurately
track Performances of Universal Sound Recordings to trial End Users separate and apart
from Performances of Universal Sound Recordings to End Users who are paying
subscribers, and can demonstrate the tracking method to Universal’s reasonable
satisfaction, then during the remainder, if any, of the first month of any so-called ‘trial’,
RealNetworks shall pay to Universal a fee for each Performance of a Universal Sound
Recording made to a trial End User of One Cent (30.01) provided that such payment shall
be calculated and paid separately from the content fees set forth in Sections 2(b) and 2(c)
above for paying End Users, and shall be made to Universal regardless of other Content
Fees payments that may be due. Until RealNetworks can accurately track Performances
of Universal Sound Recordings to trial End Users, RealNetworks shall not be entitled to
the above-referenced economic terms set forth herein for the second sixteen (16) days of

any trial period.

(iii)  Provided that RealNetworks can accurately track Performances of
Universal Sound Recordings to trial End Users separate and apart from Performances of
Universal Sound Recordings to End Users who are paying subscribers, and can
demonstrate the tracking method to Universal’s reasonable satisfaction, then during the
second sixteen (16) days of any so-called ‘trial’, RealNetworks shall pay to Universal a
fee for each Performance of a Universal Sound Recording made to a trial End User of the
Portable Tier of Two Cents (30.02) provided that such payment shall be calculated and
paid separately from the content fees set forth in Section 2(d) above for paying End
Users, and shall be made to Universal regardless of other Content Fees payments that
may be due. Until RealNetworks can accurately track Performances of Universal Sound
Recordings to trial End Users, RealNetworks shall not be entitled to the above-referenced
economic terms set forth herein for the second sixteen (16) days of any trial period.
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(iv)  Playlist Promotion. RealNetworks shall be permitted to offer the
following “Playlist Promotion” (as defined below) as part of the non-Portable Tier: A
paying End User or an End User that has registered for a free trial plan prior to the
sending or receipt of a Promotional Offer, (collectively referred to for the purposes of this
Section as “Subscribers”) may send via email, Instant Messaging or other method, a link
to either a specific Universal Sound Recording or a playlist containing no more than fifty
(50) Universal Sound Recordings, to another Subscriber, or non-Subscriber of the Service
(the “Playlist Promotion”). In the case of a link sent to another Subscriber, the receiving
Subscriber may save the Playlist Promotion playlist and play it like any other Universal
Sound Recording or playlist in that Subscriber’s music library on the Service. In the case
of a Playlist Promotion playlist sent to non-Subscriber, the non-Subscriber may Stream
the playlist sent as part of the Playlist Promotion up to five times provided that (i)
concurrent with the Performance of any Universal Sound Recording included in the
Promotional Offer No. 1, the non-Subscriber is offered the ability to purchase any
available Download of such Universal Sound Recording; and (ii) the non-Subscriber is
offered a link to the Service to initiate a trial of the service. RealNetworks shall pay to
Universal a per Performance fee of ($0.01) for each Universal Sound Recording played
by a non-Subscriber as part of 2 Promotional Offer No. 1, provided that such payment
shall be calculated and paid separately from the content fees set forth in Section 2(b)
above for paying End Users, and shall be made to Universal regardless of other Content
Fees payments that may be due.

(v)  Complimentary Streams Promotion. For a contiguous period of six
(6) months during the Term beginning at RealNetworks’ discretion provided that all other
major labels who have made content available for the Service have agreed to participate,
RealNetworks shall be permitted to offer the following “Complimentary Streams
Promotion” (as defined below): Provided that RealNetworks implements the
“Complimentary Streams Promotion Security” (as defined below), which is approved by
Universal as an acceptable means of preventing multiple monthly access to
Complimentary Streams Promotion from one PC, and notwithstanding any other
provision to the contrary contained in this Agreement, RealNetworks may permit an
individual to make up to twenty five (25) on-demand streams of Sound Recordings per
month, including the Universal Sound Recordings, via software applications or websites
controlled or operated by RealNetworks (the "Complimentary Streams Promotion").
RealNetworks shall pay to Universal a per Performance fee of ($0.01) for each Universal
Sound Recording streamed by an individual as part of a Complimentary Streams
Promotion, provided that such payment shall be calculated and paid separately from the
Content Fees set forth in Sections 2(b)(1), 2(c)(i) and 2(d)(i) and shall be made to
Universal regardless of other Content Fees payments that may be due. The
Complimentary Streams Promotion shall be limited to one End User account per PC, and
RealNetworks shall enforce this restriction by dropping a cookie on each PC participating
in this promotion such that only one account per PC can be active at any one time.
RealNetworks will work in good faith with Universal to test an anti-stream ripping
technology such as MRT or SAP (or such other format mutually acceptable to the Parties)
in a manner mutually acceptable in writing to the Parties. On a monthly basis,
RealNetworks shall provide the following data to Universal in connection with the
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Complimentary Streams Promotion: New unique users of Complimentary Stream Offer
(“New Installs™), cumulative unique users of the Complimentary Stream Offer (“Total
Installs™), total active users of Complimentary Stream Offer during the month (“Active
Users™), total number of Active Users who hit the cap, total number of play events by
Active Users, number of Active Users who bought permanent downloads (at such time as
RealNetworks is able to collect this data), total number of permanent downloads
purchased by Active Users (at such time as RealNetworks is able to collect this data),
number of month’s Active Users who upgraded to the Service.

) Reproduction Fee, The Fees set forth above will also constitute
consideration for each authorized reproduction made by RealNetworks of a Universal
Sound Recording made during the Term and authorized by this Agreement, including, but
not limited to, reproductions made for regional servers or reproductions made at different
bit rates and formats or other reproductions solely to the extent they are necessary to the
operation of the Service and to otherwise operate the Service as specifically set forth in
Exhibit B attached hereto.

)] Publishing Fees. The Parties agree that RealNetworks shall be solely
responsible for obtaining any third-party rights required to make Reproductions and
Performances of the musical compositions embodied in any Universal Sound Recordings
covered by this Agreement on the Service and for paying any necessary royalties to such
third parties, including, without limitation, any required performing rights royalties for
musical compositions or other publishing royalties. Notwithstanding the preceding
sentence, however, in the event that Universal enters into an agreement with any
performing rights society or publisher and Universal in its sole discretion offers to
RealNetworks the option to obtain such third-party rights through Universal,
RealNetworks may elect to obtain such third-party rights through Universal, in which
case RealNetworks and Universal shall enter into an agreement setting forth the terms of
such arrangement which shall, among other terms and conditions, compensate Universal
for any costs directly or indirectly incurred by Universal, related to or resulting from
RealNetworks’ use of such third party rights. For the avoidance of doubt, payment of
publishing royalties for sales of permanent Downloads shall be governed by the
Download Agreement.

(k)  Content Management Fee. RealNetworks will pay Universal’s then
current standard rate card charges for the electronic delivery of Universal Sound
Recordings hereunder, together with any tape and other out-of-pocket costs, such as
delivery or courier charges, in electronic file format (or other encoded file format
supported by Universal) as set forth in the Asset & Metadata Recipient Guide. Provided
that RealNetworks is able to accurately match Metadata received under this Agreement
with pre-existing copies of Universal Sound Recordings in its possession, and is able to
provide reports to Universal as specifically set forth herein, RealNetworks shall not be
required to pay duplicate charges for Universal Content delivered in electronic format
pursuant to a separate written agreement between the Parties or that it already possesses.

6 -
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()] Metadata. For purposes of clarity, RealNetworks will be required to use
the Metadata provided by Universal hereunder (e.g., the Metadata provided in connection
with Universal Sound Recordings offered in a subscription service). Universal will
deliver the Metadata for each Universal Sound Recording to RealNetworks via FTP in
either XML or tab delineated format or as otherwise mutually agreed between the Parties
in writing. RealNetworks will ensure that all Metadata provided by Universal (and any
revisions and updates thereto, as may be provided by Universal from time to time) is
properly associated with each Universal Sound Recording on the Service. Upon receipt of
any Metadata updates for any Universal Sound Recording, RealNetworks will ingest and
update such Metadata into the Service within five (5) business days.

3.  Representations and Warranties.
(a)  Authority. Each Party represents to the other Party that:

G) It has the full corporate right, power and authority to execute,
deliver and perform this Agreement and to consummate the transactions contemplated

hereby;

(il)  The execution, delivery and performance of this Agreement and
the consummation of the transactions contemplated hereby have been duly authorized by
all necessary corporate action;

(ili)  This Agreement has been duly executed and delivered by an
authorized officer, and is a legal, valid and binding obligation enforceable against it in
accordance with its terms, except as enforcement may be limited by general principles of
equity (regardless of whether such enforceability is considered in a proceeding at law or
in equity) and the effect of applicable bankruptcy, insolvency, moratorium and other
similar laws of general application relating to or affecting creditor’s rights generally,
including the effect of statutory or other laws regarding fraudulent conveyances and
preferential transfers;

(iv)  The execution, delivery and performance of this Agreement will
not constitute a breach or default under any contract or agreement to which it is a party or
by which it is bound or otherwise violate the rights of any third Person; and

(v)  No consent, approval or authorization of or from any governmental
entity or any other Person not a party to this Agreement, whether prescribed by law,
regulation, contract or agreement, is required for its execution, delivery and performance
of this Agreement or consummation of the transactions contemplated hereby.

(b)  Third-Party Licenses and Payments. RealNetworks represents, warrants
and covenants that it will obtain any third-party licenses required to operate the Service
and pay any necessary royalties therefrom.
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(c) Most Favored Grantor,

(i) Other Content Agreement Terms. RealNetworks represents,
warrants and covenants that the material terms granted to Universal under the Agreement,
including, without limitation, advances, guaranteed minimum payments, performance
content fees, reproduction fees, links, programming rights, data, equity and most favored
—~ grantor provision, shall remain throughout the Term the most favorable material terms
provided by RealNetworks in their entirety to any other Person licensing or otherwise
providing Sound Recordings of two hundred and fifty (250) albums to RealNetworks for
use on the Subscription Service in the same manner (e.g., streaming, burning, so-called
“tethered” downloads, so called “stackable” downloads, etc...). If RealNetworks obtains
rights in Sound Recordings from any other such Person during the Term on material
terms that are more favorable than the material terms granted to Universal hereunder,
then Universal shall have the right to grant rights in Universal Sound Recordings to
RealNetworks on the same terms granted by RealNetworks to such other Person,
provided that Universal shall be required to accept all the terms in the relevant agreement
(all such terms collectively shall be referred to as the “More Favorable Agreement”).
Universal need not accept terms in a More Favorable Agreement that are not reasonably
applicable to Universal or to the Agreement. RealNetworks shall not enter multiple
agreements with the same party so as to avoid the obligations set forth in this Section

3(d)G).

(ii)  Notice to Universal of More Favorable Terms. If during the
Term, RealNetworks enters into an agreement with any such Person licensing or
otherwise providing Sound Recordings to RealNetworks which RealNetworks believes in
good faith to be a More Favorable Agreement than the terms contained herein,
RealNetworks shall give Notice to Universal within ten (10) days of the date on which
such an agreement was signed. RealNetworks shall include with such Notice a summary
of the material terms of such agreement. Universal shall thereafter have forty-five (45)
days within which to decide whether to accept or reject the More Favorable Agreement
by written Notice to RealNetworks. Notwithstanding the preceding Section 3(c),
Universal need only accept the terms that are summarized in the notice, and the parties
shall reasonably negotiate to amend this Agreement to reflect such terms.

(iii)  Accounting. If RealNetworks fails to comply with any
requirements of this Section 3(c), without prejudice to any other rights Universal may
have, Universal shall be entitled to an accounting for purposes of calculating the amount
of payments or other consideration to be paid to Universal, with interest calculated at a
rate of twelve percent (12%) per year.

(d)  Intellectual Property. Universal represents and warrants that it has the
authority and legal right to grant the licenses granted pursuant to this Agreement and that
it shall be responsible for all payments that may be due to an artist or third party in
connection with the use or performance of the Universal Sound Recordings pursuant to
this Agreement, excepting any payment due pursuant to Section 2(g) of this Agreement.
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(e)  Express Warranties,. THE EXPRESS WARRANTIES IN THIS
AGREEMENT WILL BE IN LIEU OF ALL OTHER WARRANTIES, EXPRESS OR
IMPLIED, INCLUDING THE IMPLIED WARRANTIES OF MERCHANTABILITY
AND FITNESS FOR A PARTICULAR PURPOSE.

@ Limitation of Liability.

(1) IN NO EVENT SHALL EITHER PARTY BE LIABLE FOR
ANY INDIRECT, INCIDENTAL, CONSEQUENTIAL, OR SPECIAL DAMAGES.

(i) INNOEVENT SHALL EITHER PARTY BE LIABLE FOR
ANY DAMAGES THAT EXCEED THE AMOUNTS PAID BY REALNETWORKS
TO UNIVERSAL PURSUANT TO SECTION 2 OF THIS AGREEMENT, EXCEPT
THAT THE LIMITATION ON DAMAGES SET FORTH IN THIS SECTION 3(f)(ii)
SHALL NOT APPLY TO THE INDEMNITIES SET FORTH IN SECTION 9 OF
EXHIBIT A OF THIS AGREEMENT.

4, Term and Termination.

(a) Term. The term (the “Term”) of the Agreement shall take effect on July 1,
2004 (“Effective Date”) and shall terminate on June 30, 2006 unless terminated earlier as
provided herein.

(b)  Termination Rights. Universal will have the right, by written notice to
RealNetworks, to terminate this Agreement prior to the end of the Term (subject to any
applicable Notice period and opportunity to cure), under any of the following conditions:

@) if RealNetworks fails to make timely payments of any sums due
hereunder, following ten (10) days Notice;

(i)  if RealNetworks fails to comply with Section 7 of Exhibit A
following ten (10) days Notice, unless a shorter time period is set forth in Section 7 of
Exhibit A;

(iii)  immediately, if RealNetworks fails, in the event of a Security
Incident, to remove or block access to all Universal Content, or to repair, update or
improve security measures, or develop new security measures, as required by Section 7
of Exhibit A, without further Notice and without further opportunity to cure (subject to
any Notice and cure period set forth in such Section 7 of Exhibit A);

(iv)  if RealNetworks or the subsidiary that operates the Service is
acquired or comes under the Control of another entity and did not first obtain Universal’s
consent to assign the Agreement as set forth in Exhibit A, Section 10;

W) if RealNetworks breaches any material term or condition of this
Agreement, following thirty (30) days written Notice and opportunity to cure;

Real Subscription Agreement (4-11-05) (Final) N A)j

-





RESTRICTED - Subject to Protective Order
in Docket No. 2006-1 CRB DSTRA

(vi)  following any applicable cure period, if an unremedied breach of
any material term or condition exists under any other agreement between the Parties;

(vii)  following two (2) days Notice and opportunity to cure (in addition
to any cure periods set forth in Sections 3(b) and 8), in the event that RealNetworks
breaches Section 3(b) (as it relates territorial and contractual restrictions) or Section 8 of
Exhibit A to this Agreement; or

(viii) upon the sale of fifty percent (50%) or more of RealNetworks’
assets or equity, whether by stock sale, merger, share exchange, asset sale, consolidation
or otherwise to a third party, if Universal withholds it’s consent for a requested
assignment as required by Exhibit A, Section 10, provided that all advances paid will not
be refunded by Universal.

(¢)  RealNetworks will have the right to terminate this Agreement

@) if Universal breaches any material term or condition of this
Agreement following thirty (30) days written notice and opportunity to cure; or

(ii)  upon not less than thirty (30) days prior written notice to
Universal, any time after RealNetworks has fully recouped all of the advances due under
this Agreement.

(d)  Content After Expiration or Termination. Upon the expiration or
termination of the Term, all rights and licenses granted by Universal hereunder shall
immediately expire and terminate. RealNetworks will have no ownership rights
whatsoever to any Universal-owned intellectual property embodied in any copy of
Universal Content it received pursuant to this Agreement, and may not use such
intellectual property upon termination or expiration of this Agreement without prior
written approval by Universal unless RealNetworks has procured, by agreement with
Universal or by law, all rights required by law to Perform or make Conditional
Downloads of such Universal Sound Recordings (e.g., in connection with DMCA-
compliant webcasted radio).

5. Miscellaneous.

(a)  Additional Terms and Conditions. The Additional Terms and Conditions
set forth on Exhibit A hereto together with the other exhibits and attachments hereto are
incorporated herein by reference and are hereby made a part of this Agreement.

(b)  Confidentiality. Each Party will be required to keep the terms of this
Agreement and the data provided pursuant to this Agreement confidential and will not be
permitted to disclose the terms contained in this Agreement or data provided pursuant to
this Agreement to any person other than its employees, record labels, representatives and
agents (who have a need to know) without the prior written consent of the other Party.
Notwithstanding the foregoing, Universal shall be entitled to share any data with
Universal Artists and their representatives. Each Party will take reasonable precautions,
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no less rigorous than those taken by such Party to prevent the unauthorized use or
disclosure of similar information of its own, to prevent the unauthorized use or disclosure
of such information. Nothing in this Agreement shall prevent the receiving party from
disclosing Confidential Information to the extent the receiving party is legally compelled
to do so by any governmental or judicial agency pursuant to proceedings over which such
agency has jurisdiction; provided, however, that prior to any such disclosure, the
receiving party shall (a) assert the confidential nature of the Confidential Information to
the agency; (b) immediately notify the disclosing party in writing of the agency’s order or
request to disclose; and (c) cooperate fully with the disclosing party, at the disclosing
party’s expense, in protecting against any such disclosure and/or obtaining a protective
order narrowing the scope of the compelled disclosure and protecting its confidentiality.

(c)  Publicity. If either party desires to issue a press release, the parties will
cooperate to develop mutually acceptable public announcements of this Agreement.
Notwithstanding the foregoing, neither Party will, without the prior written approval of
the other Party, (i) advertise or otherwise publicize, in a press release or otherwise, the
existence or terms of this Agreement or any other aspect of the relationship between the
Parties, or (ii) use the other Party’s name or any trade name, trademark or service mark
belonging to the other Party in press releases or in any form of advertising.
Notwithstanding this Section, afier the initial public announcement, RealNetworks may
announce, in order to promote the availability of Universal Sound Recordings on the
Service, that the Service contains sound recordings from Universal or Universal Artists
subject to Section 3(e) of Exhibit A to this Agreement.

(d)  Severability. The provisions of the Agreement are severable, and the
unenforceability of any provision of the Agreement will not affect the enforceability of
the remainder of the Agreement. The Parties acknowledge that it is their intention that if
any provision of the Agreement is determined by a court to be unenforceable as drafted,
that provision should be construed in a manner designed to effectuate the purpose of that
provision to the greatest extent possible under applicable law. However, in the event
such provision is considered an essential element of the Agreement, the Parties will
promptly negotiate a valid and enforceable replacement therefor, which so far as possible
and legally permissible achieves the same economic and other benefits for the Parties as
the severed provision was intended to achieve.

(¢)  Headings. The headings inserted in the Agreement are for convenience
only and are not intended to affect the meaning or interpretation of the Agreement.

® Construction. Each Party’s counsel has cooperated in the preparation of
the Agreement. Accordingly, in any construction to be made of the Agreement, the same
will not be construed against any Party on the basis that such Party was the drafter.

(g) Notices. All notices or other communications that are required or
permitted hereunder shall be in writing (“Notices™) and deemed to have been duly given
at the time of receipt if delivered personally or via overnight express, or three (3) days
after being mailed, registered or certified mail, postage prepaid, return receipt requested.
Facsimile and electronic mail transmissions shall not constitute valid Notices hereunder
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(whether or not actually received). Notices to RealNetworks shall be marked to the
attention of Vice President of Music Services or General Manager of Label Relations,
with a copy to the Legal Director of Music Licensing. Notices to Universal shall be
addressed to the addresses listed as follows, as applicable, or to such other address(es) as
Universal may designate from time to time in writing:

(i)  All payments shall be sent to:
Director of Finance, eLabs
Universal Music Group, Inc.
2220 Colorado Avenue
Santa Monica, CA 90404

(i)  All accounting statements shall be sent to umgdigitalfinance@umusic.com. If
there is any problem with this email address, please send a hard copy of any
applicable accounting statement to:

Senior Vice President, Royalties
Universal Music Group, Inc.

3800 Barham Boulevard, Suite 100
Los Angeles, CA 90068

(iii)  All content management ingestion and metadata notices (non-legal) shall be
sent to:
Vice President of E-Commerce & Metadata Management,
Common Label Operations
Universal Music Group, Inc.
3800 Barham Boulevard, Suite 100
Los Angeles, CA 90068

(iv)  All technology (non-legal) notices shall be sent to:
Vice President, Technology, eLabs
Universal Music Group, Inc.
2220 Colorado Avenue
Santa Monica, CA 90404

(v)  All weekly usage data reports shall be sent to:
Universal Music and Video Distribution — Reporting & Analysis
10 Universal City Plaza, Suite 400
Universal City, CA 91608

(vi)  All monthly usage data reports shall be sent to:
eLabs Business Development
Universal Music Group
2220 Colorado Ave.
Santa Monica, CA 90404
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(vii)  All notices (legal and other except as specified in Sections 5(g)(i) through (v)
above) shall be sent to:
Executive Vice President, Business & Legal Affairs
Universal Music Group, Inc.
2220 Colorado Avenue
Santa Monica, CA 90404

With a copy to:
Vice President, Business & Legal Affairs, eLabs
Universal Music Group, Inc.
2220 Colorado Avenue
Santa Monica, CA 90404

(h)  No Third-Party Beneficiaries. The Parties agree that the Agreement will
not be deemed or construed in any way to result in the creation of any rights or
obligations in any Person not a Party to the Agreement, other than third Persons
indemnified hereunder.

i) No Agency. The Parties acknowledge that the employees of each Party
are not employees or agents of the other Party. Nothing in the Agreement will be
construed as creating a partnership, joint venture, or agency relationship between the
Parties, or as authorizing either Party to act as agent for the other.

a) Equitable Relief. The Parties hereto agree that: (i) Universal’s rights to
exercise and enforce the restrictions, limitations and qualifications imposed on the
licenses granted, are of a special, unique, extraordinary and intellectual character, giving
them a peculiar value the loss of which by Universal (1) cannot be readily estimated, or
adequately compensated for, in monetary damages and (2) would cause Universal
substantial and irreparable harm for which it would not have an adequate remedy at law,
and (ii) Universal accordingly will be entitled to obtain equitable relief against
RealNetworks (including temporary restraining orders, preliminary and permanent
injunctive relief, and specific performance), in addition to all other remedies that
Universal may have, to enforce the restrictions, limitations and qualifications imposed on
the licenses granted. RealNetworks will not contest in any court or other judicial forum
any of the matters stated in clause (i) above,

(k)  Choice of Law. This Agreement and the rights and liabilities of the
Parties will be governed by and construed in accordance with the laws of the State of

California.

* ok R ¥ ok

This Agreement is binding on the Parties immediately upon execution by RealNetworks
and Universal. This Agreement may only be amended or modified by a written

instrument signed by both Parties. This Agreement represents the entire agreement and
understanding of the Parties with respect to the subject matter hereof and supersedes all

.
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prior or contemporaneous oral or written agreements or discussions by and between the
Parties. Neither Party has entered into the Agreement in reliance upon a representation,
warranty or undertaking of the other Party that is not set out or referred to in the
Agreement.

UMG RECORDINGS, INC.

By: M %//C,

REALNETWORKS, I

By:
Name:
- WESS
Title: V7 & PEES/D TN, %EZDPA//W

APPROVE
BY: 2L [ 3% £

APR 13 2005

LEGAL DEPARTMENT
_BEALNETVIORKS, I,

e od
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EXHIBIT A

ADDITIONAL TERMS AND CONDITIONS

1. Display Requirements.
(a) Copyright Information. RealNetworks will

enable for display on each personal computer, and if
commercially feasible, on each Home Media Receiver
and Home Media Server and Permitted Device during
the Performance and/or Conditional Download of each
Universal Sound Recording the name of the artist, the
name of the Sound Recording and the name of the
album on which such Sound Recording is embodied in
an easily legible manner and type font no smaller than
that provided to any other Person that licenses Sound
Recordings to RealNetworks, In addition, to the
extent provided in the Metadata, RealNetworks will
display sound recording copyright notices (¢.g., (P)
2004 Geffen Records, Inc.), and if Album Cover Art is
displayed the copyright notice for such art as well
(e.g., (C) 2004 Geffen Records, Inc.). Where
applicable, these two notices may be combined (e.g.,
(PXC) Geffen Records, Inc.).

{b) Album Cover Artwork. RealNetworks will
display on each personal computer and if
commercially feasible, on each Home Media Receiver
and Home Media Server during the Performance and
Conditional Download of each Universal Sound
Recording, Artwork for the Album release which
contains such Universal Sound Recording.
RealNetworks shall be required to use commercially
reasonable efforts to develop expeditiously the ability
to display, and thereafter to display, on each Permitted
Device (excluding personal computers) during the
Performance of each Universal Sound Recording, the
Artwork for the release of such Universal Sound
Recording.

2. Marketing.

(a) Links. RealNetworks will include on the
Service when listing the Universal Sound Recordings
available by any artist or when displaying editorial
content or information about that artist (whether on
the Service and/or the Website), hyperlinks that will
permit End Users to access that artist’s primary web
site as designated from time to time by Universal,
provided that Universal provides such hyperlinks to
RealNetworks in XML format, During the
Performance and/or Download of each Universal
Sound Recording, RealNetworks will make available
1o End Users a hyperlink to an Internet music retailer
web site, or a “buy button”, through which the End
User can purchase the applicable Universal Sound

Real Subscription Agreement (4-11-05) (Final)

Recordings in physical or electronic format. All
links will be in an easily legible manner and in the
same size and prominence as any other links provided
to any third parties on the Service which serve the

same purpose.

(b) Marketing and Communication.

(i) General Promotional eMails.
RealNetworks shall dedicate no less than twenty
percent (20%) of the overall space (in the aggregate)
of RealNetworks® online marketing emails,
newsletters, and other similar emai! communications
allotted to promoting the availability of artists and
sound recordings available from the Service, to the
promotion of, or communication of marketing news
regarding, Universal Artists and/or Universal Sound
Recordings (e.g., announcements regarding new
releases), (which artists shall be designated by
Universal and approved by RealNetworks); provided
UMG?’s market share of Performances made on the
Service is at least twenty percent (20%). In the event
that UMG's market share falls below twenty percent
(20%), RealNetworks may reduce this commitment
proportionately but in no event shall RealNetworks
dedicate less than 15% of the available space allotted
to promoting the availability of artists and sound
recordings available on the Service in the online
marketing, emails, newsletters, and other similar
email communications to Universal Artists and/or
Universal Sound Recordings. For the avoidance of
doubt, this obligation applies to emails dedicated to
promoting the Service sent by RealNetworks to users
of all of its services, including emails sent to
individuals who have not registered for the Service.
In no event shall Universal Artists and/or Universal
Sound Recordings be promoted in fewer than twelve
(12) emails per year (which emails are included in
the twenty percent (20%) minimum promotional
space.) If RealNetworks has a privacy policy that
does not permit the activities required hereunder,
then RealNetworks shall promptly modify such
policy and further, RealNetworks agrees that it will
not adopt any such pelicy during the period that this
Agreement is in effect. Notwithstanding anything to
the contrary contained herein, RealNetworks shall
not be obligated to provide the specified space in its
emails as provided in the second sentence hereof
unless Universal has made a substantial amount of
and continues to make Universal Content available to
RealNetworks hereunder.





(ii) UMG Promotional Emails.
RealNetworks shall send four (4) emails per year that
include a Universal promotion (e.g., sweepstakes,
contests, giveaways, etc.), which shall be designed to
solicit email addresses which can be used by
Universal. These emails will be sent to End Users of
the Service who have opted in to receive such
promotional emails. RealNetworks and Universal
shall work together to develop such emails, which
shall contain promotions for a Universal artist, which
promotion shall be mutually agreed by the parties.
To the extent any such promotion involves expense
in excess of the design and delivery of the email
(e.g., prizes, contest design), Universal shall be
responsible for such expenses. Each of these emails
shall include an “opt-in” box permitting End Users to
sign up to receive promotional emails from
Universal. RealNetworks shall provide Universal
with the email addresses of all End Users who opt in
through such emails to share their email addresses
with Universal, no less frequently than once per
month in any month in which RealNetworks collects
such email addresses. Universal agrees that no email
sent to any End Users who have opted in to share
their email addresses under a promotion hereunder
will contain any link or otherwise direct recipients to
any third-party website or service or any other online
music site or service, Universal further agrees that it
shall not (i) send emails to the opt-in End Users more
frequently than once every ninety (90) days, or (ii)
sell, distribute or share these email addresses with
any third party. These four designated emails per
year shall be in addition to the twelve (12) email-
minimum per year stated above, but shall be included
in the over all twenty percent (20%) marketing
obligation set forth above. For clarification, End
Users referred to in these paragraphs 2(b)(i) and (ii)
shall include End Users of all co-branded or white
labeled versions of the Service, For the avoidance of
doubt, the promotional commitments expressed in
this Section 2(b) may be fulfilled in conjunction with
the promotional commitments set forth in the
Download Agreement (meaning the same email will
fulfill both requirements), provided that the recipient
base of any promotion includes both the recipient
pool required by the Download Agreement and the
recipient pool required by this Agreement.

3. Rights Limitations.
(a) Service Functionality. Streaming and

Conditional Downloading under the Agreement will
be permitted only through the Service. The Service
will comply with all requirements set forth in the
Agreement. There will be no syndication, co-branding
or access to the Service from other web sites except as
expressly permitted herein, or as necessary to allow
for the delivery of the Service as more fully described
in Exhibit B to the Agreement.

(b) Territorial Limitation; Territorial and
Contractual Restrictions. The content rights granted in
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Section 2 of the Agreement will be limited to the
United States, its territories, commonwealths and
possessions (the “Covered Territory”). All servers
storing any Universal Content will be located solely in
the Covered Temitory. RealNetworks will not be
permitted by this Agreement to market or promote
outside the Covered Territory the availability of
Universal Content in the Service. RealNetworks will
comply with the requirements of this Agreement to
seck to ensure that all End Users of the Service are
located within the Territory, in accordance with
Section 7(c) of Exhibit A to the Agreement.
Notwithstanding anything in the Agreement 1o the
contrary, RealNetworks' rights hereunder are subject
to all restrictions applicable to Universal or its label
Affiliates with regard to any Universal Sound
Recording, including, but not limited to, territorial and
contractual restrictions, provided that Universal shall
give RealNetworks written notice of any applicable
restriction, and RealNetworks shall comply with such
restriction within two (2) business days of the date of
the notice.

(c) No Modification. RealNetworks will not
edit, modify, defeat, impair, alter or prepare any
derivative work from any Universal Sound Recording
(other than as minimally necessary to exercise its
rights hereunder), or any copyright protection
technology or mechanism or Metadata embedded in
or associated with a Universal Sound Recording.

(d) No Unauthorized Use; Advertising
Restrictions. RealNetworks will not (i) use any
Universal Sound Recording in any manner that
Universal, in its sole discretion, finds offensive or
injurious to its interests or the interests of any Affiliate
label or Universal Artist(s) or (ii) without Universal’s
consent use any Universal Sound Recording for any
on-line or off-line original programming (other than in
programming RealNetworks’ Rhapsody radio product
or playlists on the Service), product tie-ins or
marketing campaigns (other than as permitted herein)
of any type or nature, including games or contests.
Nothing herein is meant to limit RealNetworks® right
to include the Universal Sound Recordings on any
non-interactive Internet radio service which does not,
by law, require a direct license with Universal.
Except as set forth in Section 2(g) of this Exhibit A,
RealNetworks will not display on the Service, or the
Rhapsody player or the home page of any Co-brand
version of the Service, or any web page that is part of
the Service or Permitted Device that contains any
Universal Content nor otherwise in any manner
associate any Universal Artists or Universal Content
with, (w) ariy advertising or hypertext link of any
Person that is in the business of copying, distributing,
facilitating or enabling the copying or distribution of
copyright material in an unlawful manner or (x) any
so-called peer to peer network that facilitates the
redistribution of copyrighted material without
authorization including but not limited to Kazaa,
Gnutella, Musiccity, LimeWire, BearShare, Grokster,






NeoNapster, WinMX, Music 369, 6arab, Musiclines,
Cdcovers, Simplemp3s,0OpenNap, IM, Bit Torrent,
Rocketnet, MP2P, eDonkey, Piolet, Xolox, Blubster,
iMesh, Morpheus, QTrax and any entity using the
Fastrack or Gnutella file sharing software or (y) any
bit-stream ripping software (or company distributing
such software) such as Replay Radio or Replay Music
or Total Recorder that is used to facilitate the
reproduction of copyrighted sound recordings without
license or authorization or (z) products or services for
tobacco, pornography, firearms or any other product
or service that is objectionable in the reasonable
Jjudgment of Universal, provided that Universal
provides reasonable notice to RealNetworks of its
view that a product or service is objectionable.
Notwithstanding the foregoing, an occasional
unintentional, inadvertent, non-recurring breach of this
Section 3(d) of Exhibit A as it relates to advertising on
the Service or links from or to prohibited entities shall
not constitute grounds for Universal to terminate this
Agreement or sue for damages provided that such
breach is cured within three (3) business days
following notification from Universal, Additionally,
Universal may either, as its sole remedy, (1) terminate
this Agreement, or (2) cease the delivery of new
Universal Sound Recordings to RealNetworks, in the
event that RealNetworks advertises any Service that
contains Universal Sound Recordings on or through
{e.g., as a spoof) an entity that is distributing or
involved in the distribution of Sound Recordings
without a license from all copyright owners thereof.
Such entities and/or distribution methods shall be
deemed to include, but not be limited to, Kazaa,
Gnutella, Musiccity, LimeWire, BearShare, Grokster,
NeoNapster, WinMX, Music 369, 6arab, Musiclines,
Cdcovers, Simplemp3s,0OpenNap, IM, Bit Tormrent,
Rocketnet, MP2P, eDonkey, Piolet, Xolox, Blubster,
iMesh, Morpheus, QTrax and any entity using the
Fastrack or Gnutella file sharing software.

(¢) Restrictions on Use of Name and Likeness.
Universal is not granting in this Agreement the right
for RealNetworks to use the name or likeness of any
artist or artists in any television, radio, print or other
off-line advertising medium or on-line or electronic
advertising. Without limiting the generality of the
foregoing, Universal grants to RealNetworks the right
to display the Artwork solely “in connection with the
sale or promotion” of the corresponding Universal
Sound Recordings. The display of any Artwork shall
be deemed “in connection with the sale or promotion”
of the Universal Sound Recordings if there is an
obviously displayed hyper-text link connecting an End
User to an opportunity to access the Universal Sound
Recording concemed, within at least two “clicks”
from the display of the Artwork. Other approved
images, likenesses and other materials that
RealNetworks may use in connection with such
promotions are available through www.umvd.com.
RealNetworks’ use of any such other images,
likenesses or other materials shall be subject to the
terms and conditions set forth by UMVD,
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(f) Universal Intellectual Property.

(i} As between Universal and
RealNetworks, Universal is the sole and exclusive
owner of the Universal Content and all intellectual
properties and rights related thereto. Without limiting
the generality of the foregoing, the Agreement does
not grant to RealNetworks (i) any copyright ownership
interest in any Universal Content; (ii) any rights
outside the Covered Territory; or (iii} any rights to any
endorsement by Universal or any other Person.
RealNetworks will not attempt, represent, or purport
to transfer to any Person any rights of ownership in or
to any of the Universal Content.

(i)  Asbetween RealNetworks and
Universal, RealNetworks is and shall remain the sole
and exclusive owner of all right, title and interest in
and to the Service, and the Rhapsody Platform
including all copyright, patent, trademark, trade secret
and other rights therein and thereto, other than any
Universal Content contained therein, Universal does
not, and shall not by reason of this Agreement or
otherwise, acquire any copyrights, patents or other
rights in and/or to such property.

(g) Peerto Peer Agreements. If RealNetworks
(or an Affiliate of RealNetworks) enters into an

agreement (or a third party enters into such agreement
on its behalf) with an entity that is unlawfully
distributing or involved in the business of unlawful
distribution of Sound Recordings without a license
from all copyright owners thereof, RealNetworks shall
immediately notify Universal in writing. Such entities
and/or distribution methods shall be deemed to
include, but not be limited to, Kazaa, Gnutella,
Musiccity, LimeWire, BearShare, Grokster,
NeoNapster, WinMX, Music 369, 6arab, Musiclines,
Cdcovers, Simplemp3s,OpenNap, IM, Bit Torrent,
Rocketnet, MP2P, eDonkey, Piolet, Xolox, Blubster,
iMesh, Morpheus, QTrax, any entity using the
Fastrack or Gnutella file sharing software and any bit-
stream ripping software (or company distributing such
software) such as Replay Radio or Replay Music or
Total Recorder. If RealNetworks fails to (a) notify
Universal and (b) terminate said agreement or (c)
where applicable, cause the third party acting on its
behalf to terminate said agreement, it shall be deemed
a material breach of this Agreement. RealNetworks
hereby warrants and undertakes that it and o the best
of its knowledge any such third party acting on its
behalf are not at the date of this Agreement party to
such an agreement. Notwithstanding the foregoing, the
above referenced prohibition shall not apply to
promotional links to the Service placed by a major
search engine advertising program (c.g., Google,
Yahoo or Overture), where such program does not
allow RealNetworks to discriminate and filter among
websites to which the search engine provides such
promotional links, provided that RealNetworks must
promptly take commercially available measures,
including utilizing all channels established by any
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such search engine, {0 request or have that the search
engine terminate its agreement to provide advertising
and promotional links to any entity (or that entity's
website) that would fall within the above-referenced
prohibition on peer-to-peer agreements. If the number
of promotional {inks placed by the search-engine
advertising program to websites falling within the
above-referenced prohibition on peer-to-peer
agreements exceeds a de minimus amount, then
Universal may terminate or modify this limited
exception to the general prohibition on peer-to-peer
agreements set forth in this Section.

(h) No Further Licensing or Obligation. Except
for the rights granted by Universal to RealNetworks in
Section 1 of the Agreement, no further grant of rights
is granted to RealNetworks in or under the Agreement,
either by implication or estoppel. To the extent that
RealNetworks chooses to acquire copies or
phonorecords of Universal Content for use on the
Service, it will acquire such copies or phonorecords
through lawful channels and at its sole expense.

(i) Permitted Devices. RealNetworks shall

make Universal Content available to End Users only
through the Internet and only by use of (A) full
featured personal computers (such as a desktop or
laptop running Windows 95, 98, 2000 or XP or Mac
OS 8, 9 and (B) Home Media Servers and Home
Media Receivers, so long as the End User manages his
or her subscription to the Service on a personal
computer or Home Media Server; provided in each
above case, that the devices can (x) render music,
display the Copyright Information required by Section
1(a) of this Exhibit A and () enforce the security
specifications set forth in this Agreement (including
Exhibits B-1 and B-2) and (2) in the case of personal
computers and Home Media Servers, connect to the
Internet, even if an End User of such device accesses
the Internet through a wircless modem or other
wireless connectivity (collectively “Permitted
Devices”). RealNetworks will not be permitted, nor
shall it permit its customers 1o pre-load or pre-cache
files containing Universal Content to any Permitted
Device without prior writien consent from Universal,
This Agreement does not prohibit RealNetworks from
pre-caching RAD files on servers controlled by those
Co-Brand Partmers that have been approved by
Universal under this Agreement in order to more
efficiently deliver the Service to End Users, provided
that the RAD files are encrypted as set forth in
Exhibit B and provided further that in no event shall
the so-called “EA™ files needed to render the audio be
stored on such Co~Brand partners’ servers.

(i) No Downloads or Performance Other than

Streaming or Conditional Downloads. The Web
Site(s) and/ or Service will not permit End Users to

obtain, access or listen to Universal Sound Recordings
by any means other than Streaming or Conditional
Downloading as permitted under Section 2 of the
Agreement, except as otherwise permitted pursuant to
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a written agreement between the Parties.
RealNetworks will not operate the Web Site or Service
in a manner that would permit an End User to
Download to any storage medium (except a temporary
buffer) all or any portion of a Universal Sound
Recording, other than Conditional Downloads as
permitted under Section 1 of the Agreement.
Notwithstanding the foregoing and provided
RealNetworks is in compliance with the applicable
terms and conditions of this Agreement, this
Agreement shall not prohibit the Service from (i)
selling permanent Downloads to End Users pursuant
to the Download Agreement, (ii) streaming the
Rhapsody Radio product to End Users separately or as
part of the Service or (iii) providing so-called ‘music
management functionality’ through a software player
that also accesses the Service.

(k) Individual, Personal Consumption Only,
RealNetworks shall be permitted to make Streams and

Conditional Downloads of Universal Sound
Recordings only directly to End Users who are
consumers (¢.g., natural persons who listen to
Performances for their own personal use for
entertainment purposes and not for resale,
redistribution, syndication, use in providing goods or
services, or distribution or retransmission of
Performances or Conditional Downloads to any other
Person), and not to business customers, Nothing in this
Section is intended to prevent co-branding and
syndication of the Service as otherwise permitted in
the Agreement.

() Co-Branding and Syndication Restrictions.
RealNetworks may not enter into arrangements with
other Persons for the co-branding of the Service (*Co-
Brand Partner”), without Universal’s prior written
consent, provided that if Co-Brand Partner falls within
the guidelines set forth in this Section 3(1) of Exhibit
A (“Co-Branding Guidelines™), Universal shall not
unreasonably withhold or delay such consent.
RealNetworks shall seek Universal’s consent over co-
branding relationships that fall within the Co-Branding
Guidelines as follows: At least fourteen (14) days
before the launch of the proposed co-branding
relationship, RealNetworks shall notify Universal of
the proposed Co-Brand Partner via facsimile and e-
mail to the Senior Vice President of Business
Development and Business Affairs for eLabs, and the
Vice President of Business Development and Business
Affairs eLabs (e-mail, addresses and phone numbers
shall be provided by Universal) and shall confirm the
receipt of such notice via telephone. If Universal does
not object to or confirm consent via e-mail or
facsimile to RealNetworks, within ten (10) days from
the telephone confirmation of the above-referenced
notice, then the potential Co-brand Partner shall be
deemed approved by Universal. The Parties agree that
the immediately preceding sentence shall be effective
only through June 20, 2005; thercafier the Parties
agree that such sentence shall be deemed deleted from
the Agreement and that the so-called ‘negative





approval’ concept set forth therein shall not apply. At
any time during the Term, if an approved Co-Brand
Partner through merger, acquisition or by business
plan, falls outside of the Co-Branding Guidelines set
forth in this Section 3(1), then Universal may, in its
discretion, withdraw any previously granted consent.
The above referenced procedure does not apply to
Universal’s consent to any potential Co-Brand Partner
that falls outside of the Co-Branding Guidelines,
which consent shall be given in a timely manner in
Universal’s sole discretion . The Co-Branding Partners
with which RealNetworks has existing relationships
and are listed in Exhibit C are pre-approved as Co-
Brand Partners. The Co-Branding Guidelines are as
follows:

(i)  RealNetworks shall maintain control
over the Streaming, Conditional Downloading and
management of when and which Sound Recordings
are Streamed to the End User;

(ii)  All Universal Content shall be made
available (a) solely through the Service (including
wherever such service is syndicated), and (b) through
Servers,

(ili)  Any Co-Brand Partner cannot be
subject to a filed petition under the United States
Bankruptcy Law, any receivership statute or other
similar insolvency law;

(iv)  The Service offered by the Co-Brand
Partner is the Service described in Exhibit B, herein;

v) Each page view that forms a part of
the Service shall clearly and legibly attribute to
RealNetworks (or its wholly owned subsidiary
listen.com) the goods and services provided by
RealNetworks or its wholly owned subsidiary in
connection with the Service (e.g., “Presented by
RealNetworks.com™).

(vi)  Such Person may not offer the
Service via a mobile platform (i.e., to mobile phones
or other mobile wireless devices, but excluding
wireless Intemet access to a personal computer or
other Permitted Device);

(vii) Such Person cannot be a Music
Company or a Person in which a Music Company has
a collective ownership interest of 30% or more;

(viii) Such Person cannot (i) be engaged in
the business of copying, distributing, facilitating or
enabling the copying or distribution of copyright
material without authorization or (ii) be an entity
whose primary purpose is the sale or facilitation of the
sale of used or previously owned Compact Discs or
Phonorecords (e.g., including but not limited to
half.com, spun.com secondspin.com), or (iii) be
engaged primarily in the business of manufacturing,
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producing, selling or distributing alcoho!, tobacco,
gambling, pornography, firearms or any other product
or service that is objectionable in the reasonable
judgment of Universal;

(ix)  Such Person must comply, in its
provision of the Service, with all terms and conditions
applicable to RealNetworks pursuant to the
Agreement;

(x}  The Service as Co-Branded must
comply with all applicable terms and conditions of the
Agreement;

(xi} The Co-Brand Partner shall only
offer the Service to End Users, and may not enter into
any Co-Branding, business to business or syndicate
agreements for the Service.

‘(m) No Bundling. Neither RealNetworks nor a
Co-Brand partner will be permitted, acting alone or in
concert with any other Person, without prior written
approval from Universal in its sole discretion, to
aggregate the Service together with any RealNetworks
or any third party products or setvices to be sold as if a
single service or product except for Rhapsody Radio
which may be aggregated with the Service, provided
that the applicable terms and conditions of this
Agreement are satisfied. For avoidance of doubt, and
by way of example only, if the Service is offered at a
discounted rate in connection with the purchase of
another product (e.g., broadband access or software),
this shall be considered a “bundle™ under this Section
and shall require prior written approval from
Universal.

(n) End User Agreement. RealNetworks will
make the Service available to an End User only
pursuant to such End User’s written agreement (which
can be a “click license” so long as the consumer must
affirmatively agree) which will include the following
provisions or substantially similar provisions:

(i)  You understand that the Service and
software includes security components that permit
digital information to be protected and use to occur
only as permiited by usage rules set by and/or
content providers who provide content (“Content")
to the Service. As such, ceriain special
considerations apply. By installing, copying, or
otherwise using the Service or its software, you
acknowledge that you have read and understood this
License Agreement, and agree to be bound by its
terms and conditions, If you do not agree to (or
cannot comply with) the lerms and conditions of this
License Agreement, do not install, copy, or use the
Service, software or any Content; and

(i)  Because the Service and software
include security components, special rules and
policies apply. You agree that you will not reverse





".

engineer, decompile, disassemble, or otherwise
tamper with any of the security components, special
rules or other protection applications for any reason
whatsoever. You agree to abide by the rules and
policies established from time to time by Licensor.
Such rules and policies will be applied generally in a
nondiscriminatory manner io users of the Service
and software, and may include, for example, required
or automated updates, modifications, and/or
reinstallations of the software and obtaining
available patches to address security,
interoperability, and/or performance issues.

(iii) The Software may enable you to
listen to, view, and/or read (as the case may be)
music, images, video, text, and other material that
may be obtained by you in digital form. This
material, collectively Content, may be owned by
Licensor or by third parties. However, in all
circumstances, you understand and acknowledge that
your rights with respect to Content you obtain for use
in connection with the Software will be limited by
copyright law and by the Usage Rules, as described
in the Terms and Conditions presented upon
registration for the Service, “Usage Rules” are the
licensing rules assigned by Licensor and/or the
pertinent Content owner to Content that limit your
access 1o and use of it. The Usage Rules approved by
Licensor the pertinent Content owner in respect of
Content will govern your rights with respect to that
Content regardless of whether unauthorized rules
have been associated with that Content by another

party.

(iv) The Software may enabie you to
listen to, view, and/or read (as the case may be)
music, images, video, text, and other material that
may be obtained by you in digital form. This
material, collectively Content, may be owned by or
by third parties. However, in all circumstances, you
understand and acknowledge that your rights with
respect to Content you obtain for use in connection
with the Software will be limited by copyright law
and by the Usage Rules, as described in the Terms
and Conditions presented upon registration for the
Service, “Usage Rules" are the licensing rules
assigned by Licensor the pertinent Content owner to
Content that limit your access to and use of it. The
Usage Rules approved by Licensor and/or the
pertinent Content owner in respect of Content will
govern your rights with respect to that Content
regardless of whether unauthorized rules have been
associated with that Content by another party. You
Jurther agree that you will not attempt to modify the
software or any of the Usage Rules for any reason
whatsoever, including for the purpose of disguising
or changing ownership of the Content.

(v)  The Software enables Licensor to

control your access to Content in accordance with
the Usage Rules. Licensor (for themselves and for
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their Content licensors) reserve the right to enforce
the Usage Rules with or without notice to you,

(i) Furthermore, Licensee and/or the
owners of the Conlent may, from time 10 time,
remove Content from the Service without notice.

4. Data Reporting. For the period through
December 31, 2004, RealNetworks shall provide
Universal all the usage data and reports required under
the UMG Recordings, Inc, Sound Recordings
Agreement dated June 19, 2002, as amended.
Commencing January 1, 2005, RealNetworks will
provide to Universal, in the forms set forth in Annex II
attached to the Agreement, the information set forth
below in an electronic spreadsheet, pipe delimited
format that complies with other reasonable technical
specifications provided by Universal. The following
information will be provided to Universal by
RealNetworks no less frequently than monthly (or as
otherwise specified in Annex II) in an electronic
format:

(a) By artist by Sound Recording and album
title, with respect to Universal Sound Recordings, the
number of Performances of Universal Sound
Recordings, and (ii) By artist and by Sound
Recording, with respect to Universal Sound
Recordings, the number of Conditional Downloads of
Universal Sound Recordings;

(b} Total number of Performances of Streams
and Conditional Downloads of Universal Sound
Recordings.

(c) Total aggregate number of Performances of
Streams and Conditional Downloads of all Sound
Recordings, including Universal Sound Recordings;

(d) (i) List of top fifty (50) Sound Recordings
(regardless of label) Performed and (if) List of top
fifty (50) Sound Recordings (regardless of label)
Streamed and Conditionally Downloaded;

(e) (i) Total number of End Users who have
received a Performance of a Universal Sound
Recording during the preceding sixty (60) days, and
(ii) total number of End Users who have received a
Conditional Download of a Universal Sound
Recording during the preceding sixty (50) days;

(f) To the extent RealNetworks collects such
information, the average number of hours of listening
per End User per week; the average number of hours
End Users spend on the Service per week; the average
peak hours of listening per End User per week during
the week; the average peak hours during the weekend
of listening per End User per week;

(g) To the extent RealNetworks collects such
information, the following demographic data on End





Users of the Service on an aggregate, masked, non-
personally identifying basis, age (e-g., ranges 14-18,
19-25, etc.), sex , city of listening experience and zip
code, and

(1) On a quarterly basis, (i) the number of trial
subscriptions, (ii) the aggregate number of
Performances made as part of such trial subscriptions
to the extent such data is collected by RealNetworks,
(iii) the conversion rate to from trial subscriptions to
paying subscriptions, {(iv) any other data related to the
trial subscriptions that is reasonably requested and
mutually agreed upon, excluding customer specific
information and (v) upon Universal’s reasonable
request, and in a non-written format, RealNetworks’
general plans for trial subscription marketing for the
remainder of the Term (provided that RealNetworks
shall not be restricted in any manner, except as
otherwise set forth in this Agreement, from changing
its plans in the ordinary course of business).

(i) On a quarterly basis, the number of unique
paying End Users during the month who: (i) purchased
a permanent download on the Service; (ii) downloaded
a Conditional Download, (iii) listened to a Stream,

(j} On quarterly basis, the number of
Performances on each component of the Service (e.g.,
Rhapsody Radie vs. “on-demand” streams) as set forth
in the form included in Annex II.

(k) Such reasonable and appropriate additional
data as Universal may reasonably request
RealNetworks to collect and provide to Universal and
as RealNetworks agrees is reasonable and
appropriate. Monthly data reports shall be sent to an
email address to be provided by Universal.

5. Payment Procedure and Late Payments.

() Payment Procedure. Unless otherwise
specified in the Agreement all payments payable by
RealNetworks hereunder will be paid to Universal
within thirty (30) days after the end of each
Accounting Period (or partial Accounting Period in
the event of an early termination or expiration before
the calendar close of such Accounting Period) of the
Term, either in Dollars by wire transfer (with twenty-
four (24) hours advance Notice from RealNetworks of
each such wire transfer) or by such other method
agreed upon by the Parties, to such bank account or
accounts as Universal will designate in writing within
a reasonable period of time prior to such due date
which period shall not be less than two (2) business
days Any payments received by Universal will be
applied first to any late charges and, thereafier, 10 any
unpaid fees. All payments for Permanent Downloads
sold to End Users shalt be governed by the Download
Agreement.
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(b) Late Payments. With respect to late
payments from RealNetworks, Universal reserves the
right require RealNetworks to pay a finance charge of
one and one-half percent (114%) per month, or the
maximum rate permitted by law, whichever is less,
from the date that any payment was first due under the
Agreement {following two (2) business days Notice
that the payment is late, and opportunity to cure) until
the date such payment is made, RealNetworks agrees
to pay all reasonable collection costs, including
without limitation court costs, attoreys' fees and
costs incurred in litigation or collection of any
judgments, associated with any unpaid monies due to
Universal hereunder.

6. Reporting, Payments and Auditing.

(a) Record Keeping. RealNetworks will keep
full, true and accurate books (including electronic
records, such as tags, etc.) of account, in accordance
with GAAP, containing all particulars and reasonable
supporting documentation that may be necessary for
the purpose of determining the fees to be paid under
the Agreement and RealNetworks’ compliance in
other respects with its obligations under the
Agreement (inclusive of technical obligations),
including but not limited to all data used and/or
relevant in calculating Gross Revenues pursuant to
Section 14(r) of this Exhibit A (as set forth in greater
detail in Section 6(b) below). Payment shall be
directed in accordance with Section 5(g) of the
Agreement and 5(a) of this Exhibit A,

(b) Reporting. Within thirty (30) days after the
end of each Accounting Period of the Term, or at such
other times as may be applicable under the
Agreement, RealNetworks will render reasonably
detailed accountings, in substantially the form set forth
in Annex III attached to the Agreement, to Universal.
Each such accounting statement will include a
reasonably detailed presentation of the computation of
the following for the immediately preceding
Accounting Period; (i) RealNetworks’ Gross
Revenues; (ii) aggregate number of Performances of
Universal Streams and Conditional Downloads; (iif)
with respect to Performances of each Universal
Stream and Conditional Download, to the extent that
Universal has provided the applicable Metadata, the
following information for the Sound Recording
performed: (1) the UPC or catalog number of the
album; (2) the name of the artist; (3) the International
Standard Recording Code (“ISRC™) code number, (4)
the track title and number; and (5) the side number of
the track; (iv) aggregate number of all Performances
of Streams.and Conditional Downloads (including
Universal Streams and Conditional Downloads); (v)
an explanation in detail of how RealNetworks
calculated the Universal Proportionate Share; and (vi)
such other matters as Universal may reasonably
request and the Parties mutually agree is appropriate
for RealNetworks to provide to Universal. With each
such accounting statement, RealNetworks will deliver
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the payment, if any, owing to Universal for such
Accounting Period, in a manner consistent with
Section 5 of this Exhibit A . Accounting Statements
shall be sent to Universal at the address specified in
Section 5(g) of the Agreement.

(c) Audit Rights. Universal will have the right
to appoint an independent third-party auditor to
examine RealNetworks® books and records, including
all electronic records and data, for the purpose of
auditing RealNetworks’ compliance with its
obligations hereunder, for a period of up to three (3)
years after the end of the Term (with Universal being
required to file a notice of intention to audit prior to
the end of such three (3) year period) and no more
than once per calendar year. Universal will give
RealNetworks thirty (30) days prior notice of its
intention to conduct an cxamination, provided
however, if it is a system audit, RealNetworks shall
have the right to postpone such audit one time for up
to fourteen (14) days for compelling business reasons.
RealNetworks agrees to furnish all pertinent books
and records, including electronic records and data, to
Universal's authorized representatives during
customnary business hours, provided that
RealNetworks data may be reviewed only by the
authorized independent third party auditor, unless
RealNetworks can identify a conflict of interest or
some other material fact that would disqualify such
auditor (in which case Universal shall be entitled to
appoint a different independent auditor); and provided,
further, that such third party auditor shall not be
permitted to disclose to Universal such data beyond
that which is necessary to report to Universal the
results of the audit or to permit Universal to enforce its
rights pursuant to the Agreement. Such books and
records including records of End User access to the
UMG Sound Recordings to the extent necessary to
verify whether the royalties paid to Universal
hereunder are correct, will be kept by RealNetworks in
accordance with GAAP and will be retained for at
least three (3) years following the end of the Term.
Expenses incurred by Universal for any examination
conducted by Universal under this Section 6(b) will be
paid by Universal, unless such examination results in a
determibation that RealNetworks® actual payments for
the period examined were more than seven percent
{7%) below the payments as required under the
Agreement, or (ii) that RealNetworks was not
otherwise in substantial compliance with the material
requirements of the Agreement concerning security
issues, in which case RealNetworks will pay for the
costs of the audit. The exercise by Universal of any
rights under this Section 6(b) will not prejudice any
other rights or remedies of Universal, including any
other rights of cither party to dispute any amounts
owed to the other under the Agreement.

A-8

Real Subscription Agreement (4-11-05) (Final)

RESTRICTED - Subject to Protective Order
in Docket No. 2006-1 CRB DSTRA

7. Technical Specifications and Security

Specifications.

(a) Format, In accordance with Exhibit B
{Functionality and Security Specifications) and this
Section 7 of this Exhibit A, RealNetworks will use a
secure Streaming and Conditional Download format
that is at least as secure as that commonly accepted as
an industry standard for secure Streaming and
Conditional Downloading and that shall be subject to
Universal’s prior written approval, and such formats
remaining current with commonly accepted industry
standards for secure formats. Universal approves the
Streaming format set forth in Exhibit B-1.

(b) Technical Specifications and Security.

RealNetworks will implement one or more formats
consistent with the Security Specifications set forth in
Exhibit B-1 and B-2 and this Exhibit, and cease using
formats that are inconsistent with Exhibits B-1 and B-
2, within six (6) months after Universal gives written
notice to RealNetworks of:

(i)  security specifications that have been
developed pursuant to an industry-wide consensus or
industry-wide agreement of copyright owners and
technology companies in an open, fair, voluntary,
multi-industry standards process; or

(ii)  security specifications that have been
implemented through an industry-wide consensus or
industry-wide agreements, among or between
copyright owners and technology companies, as
updated from time to time.

{c) Policies And Procedures for Restricting
Access To The Web Site and/or the Service To Only

End Users Within The Territory. RealNetworks will
perform the following procedures:

(i) Verify that the End User has a
mailing address in the Covered Territory through a
system pre-approved by Universal in writing;

(ii)  Verify that the country of origin in
RealNetworks® music software registration of an End
User is within the Covered Territory through a reverse
domain procedure or similar verification pre-approved
in writing by Universal; or

(iii)  Verify that the End User’s mailing
address as reflected in the files of the financial
institution providing such End User's credit card is
located within the Covered Territory.

(d) Policies And Procedures For Handling

“Hacking" Of The Web Site And/Or Service And
Potential Theft Of Universal Sound Recordings.

(i) RealNetworks will protect all
Universal Content with security methods at least as





effective as methods standard in the industry for
protection of high-value, confidential material, The
security methods must be designed to prevent all
unauthorized access to Universal Content as stored
on any of RealNetworks® servers and, Permitted
Devices. RealNetworks will actively and regularly
monitor the effectiveness of such security measures.

(i) RealNetworks will provide a
description of security methods and security
monitoring procedures for Universal Content upon
request by Universal.

(i) If RealNetworks becomes aware of a
breach of RealNetworks' intemal network security,
RealNetworks will take immediately all technically
practicable measures necessary in order to prevent
unauthorized access to Universal Content.

(iv) ReaiNetworks will “lock-out” any
individual as soon as possible after its discovering
such End User’s “hacking”. Any End User account
for the individual will immediately be denied access
to Universal Content. If the individual is traceable to
a specific IP address, RealNetworks will prevent any
End User from accessing Universal Content using
such IP address.

(v) If possible, RealNetworks will
identify such individual(s) responsible for such
“hacking,” and will either (i) undertake all steps
necessary to pursue prosecution of such
individual(s), or (ii) shall use its commercially
reasonable efforts to support Universal in its efforts
in this respect at Real Network’s option.

(vi) RealNetworks will report and notify
Universal in writing all “hacking” incidents that may
expose Universal Content to unauthorized access
within five (5) day of its becoming aware of such
“hacking” incident.

(e} Policies And Procedures For Implementing

Safeguards In Response To The Availability Of “Bit-
Pirating™ (Bit Stream Capture) Software.

(i)  Unless otherwise approved in writing
by Universal, RealNetworks will transmit and permit
the transmission of Universal Sound Recordings only
using the following streaming formats (“Approved
Streaming Formats™): RealAudio, Microsoft
Windows Media, AAC, MP3, MP3Pro, ATRAC 3
and Apple QuickTime. RealNetworks’ proprietary
streaming delivery system as described in Exhibit B
is hereby deemed an Approved Streaming Format for
security purposes, provided that Universal Sound
Recordings are rendered in one of the Approved
Streaming Formats listed in this Section.

(i)  RealNetworks will obtain and install
all security patches and upgrades available for
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Approved Streaming Format server software within
ten (10) days of availability with respect to any
Streaming Format that RealNetworks is using in the
provision of Universal Sound Recordings.

(i)  If either Universal or RealNetworks
becomes aware that any "bit-pirating” or “hack”
software, hardware, or any combination thereof (i.e.,
software that allows for the capture of digital audio
transmissions of sound recordings on the Service)
(“Hack Tool™), or any method or procedure by which
End Users are able to obtain unauthorized access to, or
make copies of, Universal Content through the
Subscription Service (“Hack Methods”), becomes
available or used for an Approved Streaming Format
used on the Service, such Party shall immediately
notify the other Party. Upon learning of the
availability of such Hack Tools or Hack Methods,
RealNetworks shall immediately notify the company
that developed the Streaming format in an effort to
work with such company or other companies who
have developed anti-bit stream capture technology to
obtain a patch, method or upgrade that will defeat the
Hack Tools and Hack Methods, and prevent the
capture of digital audio transmissions through such
Streaming format on the Service,

(iv)  If RealNetworks fails to take all
technically practicable steps to prevent unauthorized
access to or copying of Universal Content, including
without limitation, by obtaining and installing a patch
or upgrade as referenced in Section 7(¢) of this Exhibit
A, then within ten (10) days of leaming of the
existence of such Hack Tools or Hack Methods,
RealNetworks will, upon Universal’s request,
immediately discontinue using such Approved
Streaming Format for the transmission of Universal
Sound Recordings until such time as it has
successfully taken all such steps necessary to prevent
such unauthorized access fo, or copying of, Universal
Content,

(f) Policies and Procedures for Internal Security
System Policies and Procedures. RealNetworks will
institute and follow internal security system policies
and procedures, including without limitation intemal
user account management policy (e.g., segregation of
duties in the production environment, departed
employee accounts must be prompt cancellation of
control of internal user accounting through logs, rights
limitations, password policies, time out functions,
‘need to know restrictions’, etc.), disaster recovery
plans (e.g., backup procedures for critical data such as
usage and royalty data must be protected in the event
of environmenta! or other types of disasters), software
change management and documentation of formal test
plans and approvals, for the purpose of protecting
Universal Content in accordance with the industry
standards for the protection of highly valuable
confidential information. RealNetworks shall provide
Universal from time to time, but no more than one
time per year, upon Universal’s written request, a copy





of documentation and procedures with regard to the
above-referenced security systems.

(g) Security Incidents. If cither Universal or
RealNetworks discovers that RealNetworks’ Service is
not complying with any requirements set forth in this
Section 7 of this Exhibit A or that any security
measures enacted by RealNetworks have been
breached, including, without limitation, instances
where End Users as g result of such breach can
download a separate, complete and usable copy of
Sound Recordings by capturing such Sound
Recordings in digital format as performed by
RealNetworks to any storage device in violation of the
Agreement (a “Security Incident”) and RealNetworks
either (i) has actual knowledge of such breach or (ii)
receives Notice of such breach from Universal, then
RealNetworks will be required to remove promptly all
Universa] Content from the Service involved in the
Security Incident, but in no event later than three (3)
business days after acquiring such actual kmowledge
or Notice, Notwithstanding the foregoing, in the event
RealNetworks reasonably determines that the relevant
security measure can be repaired, updated or improved
such that similar Security Incidents are unlikely to
occur in the future and such repair, update or
improvement can be made, and is in fact made, within
five (5) business days, then RealNetworks will not be
required to so remove Universal Content. If
RealNetworks removes Universal Content as required
by this Section 7, then RealNetworks will thereafler
have thirty (30) days within which to develop new
security measures to prevent Security Incidents,
subject to Universal’s approval of such measures. If
RealNetworks fails to remove Universal Content from
the Service(s) as required by this Section 7(g), then
such failure will be deemed a material breach of the
Agreement, If RealNetworks develops security
measures that are approved by Universal, then
RealNetworks will be permitted to make Universal
Content available on the Service(s) and the Term will
be extended by the number of days during such thirty
(30)-day period when the Universal Content was
removed from such the Service,

(h) Audio Quality. RealNetworks shall be
permitied streams at a bit rate not greater than one
hundred and ninety-two (192} kilobits per second to
deliver. Universal may permit higher bit rate
transmissions in writing at its sole discretion.

8. Takedown Rights. Universal will have the right,
with respect to any Universal Sound Recording, to
have RealNetworks remove such Sound Recording
from the Web Site as soon as possible, but in no event
Jater than two (2) business days after Universal’s
requesting such removal. Universal will not exercise
such Takedown Rights in a manner that otherwise
would defeat or frustrate the rights granted to
RealNetworks under the Agreement.
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9. Indemnification.

(a) Indemnification by RealNetworks.
RealNetworks will defend, indemnify and hold

harmless Universal, its Affiliates, and their respective
directors, officers, agents, employees and independent
contractors from and against all claims, liabilities,
suits, losses, damages and expenses, in each case
brought by or claimed by any third party including
(without limitation) costs and reasonable fees of
attorneys and other professionals (collectively,
“Claims™) relating to, arising out of or resulting from
(i) any actua] or alleged infringement of any third
party copyright, patent, trademark, trade secret, or
other proprietary right of any Person by the Web Site
and/or the Service or the components and operations
thereof (other than third party claims of infringement
relating to RealNetworks' use of Universal Content as
authorized by this Agreement and provided that
RealNetworks’ specific use at issue is in accordance
with the terms of this Agreement) (ii) RealNetworks’
failure to comply with all laws and regulations
applicable to the operation of the Web Site and/or the
Service, including, without limitation, the collection,
use and distribution of any End User data by
RealNetworks; (iii) RealNetworks' failure to make
any third party payments relating to the use in the
Service of musical works embodied in the Universal
Sound Recordings; (iv) any use of the Universal
Content in the Service by RealNetworks that is not
authorized by this Agreement or any other applicable
agreement between Universal and RealNetworks, or
authorized by statute in the case of Rhapsody Radio;
and/or (v) RealNetworks' breach of any representation,
warranty or covenant hereunder. In the event
RealNetworks becomes aware of any potential Claim,
RealNetworks will provide prompt written notice
thereof to Universal. RealNetworks will take no legal
action or any other legal measures to protect the
Universal Content without first obtaining Universal’s
prior written approval.

(b) Universal’s Indernnification, Universal shall
defend, indemnify and hold harmless RealNetworks,
its Affiliates, and their respective directors, officers,
agents, employees and independent contractors from
and against all third-party initiated Claims (which
Claims shall be handled in accordance with Section
9{(c)) relating to or resulting from (i) the breach of any
representation or warranty made by Universal in this
Agreement, or (ii) any use of the Universal Content
and/or Metadata which is permitted under this
Agreement (excluding damages arising from
RealNetworks' failure to fulfill its obligations
hereunder).

(¢} Indemnification Procedures. In connection
with any Claim or action described in this Section 9,
the indemnified party (i) shall give the indemnifying
party prompt written notice of the claim (provided,
however, that failure to provide such notice shall not
relieve indemnifying party from its liability or
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obligation hereunder, except to the extent of any
malerial prejudice as a direct result of such failure),
(ii) shall cooperate with the indemnifying party (at the
indemnifying party’s expense) in connection with the
defense and settlement of the claim, and (iii) shall
permit the indemnifying party to control the defense
and settlement of the ¢laim, provided that the
indemnifying party may not settle the claim without
the indemnified party’s prior written consent (which
shall not be unreasonably withheld or delayed) in the
event such settlement places any liability or obligation
on the indemnified party. Further, the indemnified
party (at its cost) may participate in the defense of the
claim through counsel of its own choosing.

10. Prohibition Against Assignment. Neither Party
will assign the rights granted, or obligations

undertaken, herein without the other Party's prior
written consent; provided, however, that Universal
may assign its rights and obligations herein to any
Universal Affiliate. No approved or permitted
assignment or change of control shall relieve
Universal or the new controlling party of performing
all of its duties and obligations hereunder.

11. Expenses. Except as otherwise provided in
Section 6(b) of this Exhibit A, each Party will pay all
of its own expenses, including attorney’s fees incurred
in connection with the negotiation of the Agreement,
and the performance of its obligations hereunder.

12, Rights Cumulative, Except as expressly provided
in Section 3 of this Exhibit A, the rights and remedies
provided herein and all other rights and remedies
available at law or in equity are, to the extent
permitted by law, cumulative and not exclusive of any
other right or remedy now or hereafier available at law
or in equity. Neither asserting a right nor employing a
remedy will preclude the concurrent assertion of any
other right or employment of any other remedy.

13. No Waiver of Rights. No failure or delay on the
part of any Party in the exercise of any power or right
hereunder will operate as a waiver thereof. No single
or partial exercise of any right or power hereunder will
operate as a waiver of such right or of any other right
or power, The waiver by any Party of a breach of any
provision of the Agreement will not operate or be
construed as a waiver of any other or subsequent
breach hereunder.

14, Definitions.

(8) "Accounting Period” means each calendar
month period (or partial calendar month period, as the
case may be) during the Term,

(b) “Affiljate” means, with respect to any
Person, (a) any other Person of which securities or
other ownership interests representing fifty percent
{50%) or more of the voting interests are, at the time
such determination is being made, Beneficially Owned
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or Controlled by such Person, and (b) any other Person
which, at the time such determination is being made,
is Controlling, Controlled by or under common
Control with such Person.

(c) “Agreement” has the meaning set forth in
the preamble.

(d) “Artwork™ means the album front-cover
packaging artwork associated with the current album
release containing the particular Universal Sound
Recording(s) concerned.

(e) “Asset & Metadata Recipient Guide™ means
the explanation of Universal’s content management
system as set forth in Annex I hereto and incorporated
herein by reference, and as may be modified from time
to time by Universal,

(f) “Beneficial Owner” of any security or other
ownership interest means any Person who, directly or
indirectly, through any contract, arrangement,
understanding, relationship or otherwise, has or shares
(a) voting power, which includes the power to vote, or
direct the voting of, such security or interest, or (b)
investment power, which includes the power to
dispose, or to direct the disposition, of such security or
interest.

(g) *Business Rules” has the meaning set forth
in Exhibit B.

(h) “Claims" has the meaning set forth in
Section 9(a) of this Exhibit A.

(i) “Conditional Download” means a Download
of any Universal Sound Recording, which Download
is subject to the following limitations and restrictions:
(i) the Electronic Digital Copy resulting from such
Download may reside solely in: (i) for the Non-
Portable Tier, an aggregate of three (3) personal
computer or Home Media Server hard drives , each of
which are owned or controlled exclusively by the End
User that has requested such Electronic Digital Copy,
and for the Portable Tier, in addition to that stated
above, two UMG-approved portable devices. (ii) the
Download will automaticaily be disabled and/or
deleted and permanently erased from the End User's
computer or Home Media Server hard drive upon the
expiration or termination of the End User’s
subscription to the Service and/or upon the occurrence
of an event under the Agreement that would exclude
the Download in question from the scope of the grant
of rights from Universal under this Agreement {e.g., a
“takedown” event); (iii) the Download complies with
the Business Rules; and (iv) the Download complics
with any other limitations or restrictions which may be
provided for pursuant to this Agreement, or otherwise
agreed to between the parties hereto,

Al





(i) “Content Fees" means those fees due and
payable to Universal by RealNetworks under Sections
2(b) through 2(¢) of the Agreement.

(k) *“Control” means Beneficial Ownership,
directly or indirectly, by a Person of more than fifty
percent (50%) of the voting power of another Person,
or who acquires the ability to control the conduct of
the business of the other Person,

(I} “Covered Territory™ has the meaning set
forth in Section (b} of this Exhibit A.

{m) “Download” means an electronic
transmission of data which results in the creation of an
Electronic Digital Copy.

{(n) “Effective Date™ has the meaning set forth
in the preamble.

(o} “Electronic Digital Copy”™ means a copy of
any data or content, including without limitation the

Universal Content, in a digital format. A temporary
copy of content resident on a medium or device while
watiting to be transferred between two (2) locations in
the same machine or device in a manner that is
substantially contemporaneous with the transmission
of such copy, as in the case of "buffering” or
"caching” during the transmission of a Download will
not, for that reason alone, constitute an "Electronic
Digital Copy” of the content concerned.

(p) “End User” means consumers (i.c., natural
persons who listen to Streams and Conditional
Downloads for their own personal use for
entertainment purposes and not for resale,
redistribution, syndication, use in providing goods or
services, including public performance in a place of
business, or distribution or retransmission of Streams
or Downloads to any other Person) who are able to
access the Service. For purposes of clarity, any so-
called ‘send a playlist® feature that has otherwise been
approved by Universal will not be considered a
violation of any prohibition against redistribution
under this Agreement.

(@ “GAAP" means Generally Accepted
Accounting Principles.

(r) “Gross Revenues” means:

(i) all sums payable or credited to, or
received by, RealNetworks (and any of its Co-Brand
Partners, e.g., the retail revenues) in consideration for
the Service (including access to the Service)

(if)  third-party advertising of all kinds on
the Service (including, without limitation, audio and
visual advertising, sponsor “hot links” and the
provision of time or space on the Service to any third
person) net of advertising commissions actually paid
in consideration of the sale of advertising on the
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Service to legitimate advertising agencies unrelated to
RealNetworks (but the allowance for commissions
will not exceed forty percent (40%) thereof);

(iii)  net sales of third-party products and
services sold on the Service, including proceeds from
sales of third-party products and services through a co-
branded version of the Service distributed by a Co-
Brand Partner, and computed as follows: all amounts
paid by customers to RealNetworks (and any of it Co-
Brand Partners) in consideration of such products or
services, minus (A) the wholesale price of the third-
party products and services minus (B) returns, sales
and use taxes, shipping, bad debts, credit card and
other service fees paid to unrelated third Persons.
Notwithstanding the foregoing, revenue derived from
sales of hardware devices that can (among other
purposes) playback digital music available on the
Service, and are compatible with the Digital Rights
Management functionality of the Service shall be
excluded from the Gross Revenue calculation,

(iv)  access to or use of the Service, or
portions thereof, including, without limitation,
subscriptions, affiliate payments from Internet service
providers and connection charges for the Service or
online access charges imposed in order to access the
Service, but excluding general online access or cable
access charges by Co-Brand Partners or third parties
provided that such general access is not packaged with
a2 Premium Version of the Service. For the purposes of
this Section 14(r), a “Premium Version” of the Service
means a version that either (X) provides higher bit-rate
sound recordings than the generally available version
of the Service or (Y) contains significant additional
Universal Content such as music videos or additional
catalogue (e.g., addition of a major recording act not
available elsewhere).

(v) access to, use of, or upgrades fo any
proprietary software used for access to a Premium
Version of the Service or Performances or
Conditional Downloads of Universal Sound
Recordings; and

(vi) e~commerce bounties or click-
through royalties, or referral or affiliate program fees
collected by RealNetworks from third parties in
consideration of distributing products, services or
advertising through the Service; with the exception
of revenue derived from sales of hardware devices
that can (among other purposes) playback digital
music available on the Service, and are compatible
with the Digital Rights Management functionality of
the Service.

For purposes of determining any non-cash component
of Gross Revenues, such non-cash consideration will
be accounted for based on the fair market value of any
goods, services or other personal, tangible or
intangible property received (except as otherwise





determined consistent with GAAP), In the case of
fees collected in consideration for the bundled offering
that includes Rhapsody Radio and the Service,
RealNetworks shall be entitled to deduct from the
calculation of “Gross Revenues™ an amount equal to
fifteen percent (15%) of the Gross Revenues collected
for such bundle, but in no event more than $1.50 per
Subscriber per month who has access to Rhapsody
Radio. Gross Revenues specifically excludes
revenues received for (i) sales of Sound Recordings to
End Users in the form of so-called permanent
Downloads through the Service or Real Network’s
online permanent Download store; or (ii) sales of
compact discs sold on or through the Service. Gross
Revenues shall specifically exclude any taxes
collected on behalf of government or regulatory
entities.

The Parties acknowledge that during the Term, subject
to any applicable terms and conditions contained in
the Agreement, the Service may be integrated into the
RealPlayer, the Rhapsody media player, or another
media player and that revenues specified above in
Sections 14(r)(ii)-{vi) derived from any such media
player shall not be deemed Gross Revenues unless
such revenues were derived by RealNetworks as a
result of a Subscriber or Free Trial User that is (x)
logged into the Service and (y) is accessing the page
or access point from which an End User can request
on-demand Streams or Conditional Downloads, or the
page from which an End User can access the bundled
Rhapsody Radio product. By way of example, if
an End User is logged on to the Service and is
listening fo on-demand streams and such End
User views advertising banners on web pages of
the RealPlayer that are dedicated to video games,
the revenue derived from such advertising page
views shall not be considered Gross Revenues.
However, if the same End User views the same
advertising banners on web pages of the
RealPlayer from which such End User can
change the on-demand stream to which such End
User is listening, the revenue derived from such
advertising page views shall be considered Gross
Revenues hereunder.

Revenues from advertising and from other revenue
sources embedded in the Streams or Conditional
Downloads or Streams of the bundled Rhapsody
Radio product shall qualify as Gross Revenues under
this Section. For the purposes of this Gross Revenues
definition, a ‘Subscriber’ shall mean an End User who
is paying for access to the Service and a *Free Trial
User' shall mean anyone who can access the Service
and is not a Subscriber,

(s) *“Hack Methods™ has the meaning set forth
i Section 7 of this Exhibit A.
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(t) “Hack Tool” has the meaning sct forth in
Section 7 of this Exhibit A,
(u) “Home Media Receiver” means a non-

portable device (e.g., certain stereos and so-called
set-top boxes) (i) that receives a Stream of Sound
Recordings from a personal computer or Home
Media Server and does not contain permanent {ocal
memory storage and (ii) connects to a personal
computer or Home Media Server through a home
networking or other configuration in order to render
Performances of the Universal Sound Recordings,
and (iii) in each case enforces the security
requirements set forth herein and in Exhibits B-1 and
B-2.

(v) “Home Media Server” means a non-
portable device (¢.g., certain stereos and so-called
set-top boxes) that (i) performs personal computer-
like functions as it relates to the Service (e.g., music
library management, downloading) and (ji} contains
local memory storage and (iii) connects to the Internet
in order to perform library management, download
files, and enable the rendering of Performances of the
Universal Sound Recordings (among other audio and
visual files) (iv) in each case enforces the security
requirements set forth herein and in Exhibits B-1 and
B-2.

{w) “IP" means Intemnet Protocol.

(x) “ISRC™ has the meaning set forth in Section
6(b) of this Exhibit A.

(y) “Metadata” shall mean the fields of
information (e.g., artist name album name, UPC Code,
catalog number, if applicable, track name and ISRC)
described in detail in the Asset & Metadata Recipient
Guide.

(z) “Music Company™ means a company that is
in the business of recording and distributing Sound
Recordings such as a record label, or an online music
subscription service or any entity that is at least a
thirty (30%) percent owner of an online music
subscription service, This definition also includes any
companies controlling, under control of, or in common
control with a Music Company.

(aa) “Non-Portable Subscriber” means an End
User and any other individual, natural Person who has
subscribed to (or otherwise registered for and/or has
any access rights to) the non-Portable Tier offered by
the Service.

(bb) “Notice™ has the meaning set forth in
Section 5(g) of the Agreement.

(cc) “Party” and “Panties” have the meaning set
forth in the preamble.

o,





(dd) “Performance” means each instance in
which all or any portion of a Sound Recording is
publicly performed by means of a digital audio
transmission to an End User (e.g., the transmission of
a Sound Recording to an End User’s Permitted
Device), or, in the case of a Conditional Download,
each time the Conditional Download of a Universal
Sound Recording is played or performed on a
Permitted Device. For the sake of clarity, a licensed
performance of a Universal Sound Recording on
Rhapsody Radio shall not be considered a
Performance under the Service.

(ce) “Permitted Devices” has the meaning set
forth in Section 3(i) of this Exhibit A.

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

(gg) “Portable Subscriber” means an End User
and any other individual, natural Person who has

subscribed to (or otherwise registered for and/or has
any access rights to) the Portable Tier offered by the
Service (i.e., the ability to access the Service using a
portable Permitted Device).

(hh) “Portable Tier” means that tier of the
Service in which End Users will be permitted to
transfer, subject to the terms of this Agreement,
content 1o portable Permitted Devices that use the
Janus DRM or a similar UMG-approved DRM for
playback, regardless of whether an End User accesses
the Service in any given month and regardless of
whether an End User accesses the Service through any
portable Permitted Device in any given month.

(ii) “RealNetworks" has the meaning set forth in
the preamble.

(ij) “Reproduction” means each phonorecord of
a Universal Sound Recording made by or for
RealNetworks, whether made for central or regional
servers, for streaming in varying bit rates or formats,
or for other purposes.

(kk) “Rhapsody Platform” has the meaning set
forth in Exhibit B to this Agreement,

() “Rhapsody Radio” is the Internet radio
service that is bundled with the Service as of the
Effective Date.

{mm) “Security Incident” has the
meaning set forth in Section 6(b) of this Exhibit A,

{nn) “Security Specifications” means the security

specifications with respect to which Universal gives
ResalNetworks notice pursuant to Section 7(b} of
Exhibit A,
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(00) “Server” means any computer hardware
server that is used to facilitate access to or the delivery
of the Service, which must at all times be controlled
by RealNetworks even if located in a co-hosting
facility.

(pp) “Service” means the Rhapsody on-demand
Streaming and Conditional Download subscription
service operated by RealNetworks as specifically
described in Exhibit B to the Agreement, It also
includes the actual Streams and Conditional
Downloads themselves.

(qq) “Sound Recording™ has the meaning set
forth in 17 U.S.C. § 101; provided that each track or
portion thereof embodied on an album will constitute a
“Sound Recording” for purposes of this Agreement.

(rr) “Streaming” a Sound Recording will mean
to perform publicly the Sound Recording, from servers
owned or controlled by RealNetworks, by means of an
Internet transmission that is substantially
contemporaneous with the audible rendering of the
Sound Recording on an End User's Permitted Device,
using a technology that is not designed to resultin a
reproduction of the Sound Recording on such End
User’s personal computer, Permitted Device or any
other device that would be usable without a
simultaneous, active connection to the digital
transmission source or after the cessation of the
transmission, other than a transitory reproduction
required to render such contemporaneous performance
{e.g., a data buffer). Universal understands that, as
more fully described in Exhibit B, RealNetworks
utilizes a proprietary Streaming technology on the
Service whereby a portion of each encrypted digital
file embodying a2 Sound Recording is transmitted and
copied by RealNetworks onto such End User’s
Permitted Device in an encrypted fashion and another
portion is Streamed to a user’s Permitted Device and
interacts with the encrypted data residing on the
Permitted Device

(ss) “Term” has the meaning set forth in Section
4(a) of the Agreement.

(tt) *“Universal” has the meaning set forth in the
preamble.

(uu) “Universal Artist” means the featured
individual or band whose performance is embodied on
Universal Sound Recording.

(vv) “Universal Content” means the Universal
Sound Recordings and the front-cover album artwork
for the current album release containing such
Universal Sound Recordings.

'~





(ww) “Universal Conditional Download” means
a Conditional Download of a Universal Sound

Recording,

(xx} “Universal Performance™ means a

Performance of a Universal Sound Recording,

(yy) “Universal’s Proportionate Share” means
either the fraction where (x) the numerator is the
number of Performances of Universal Streams plus the
number of plays/Performances of Universal
Conditional Downloads accessed on the Service
during the relevant Accounting Period and (y) the
denominator is the number of Performances of
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Streams plus the number of plays/Performances of all
Conditional Downloads of all Sound Recordings
(including Universal Sound Recordings) accessed on
the Service during the relevant Accounting Period.

(zz) “Universal Sound Recording™ means any
Sound Recording embodied on any album for which
Universal has the right to grant the Stream or
Conditional Download right within the Covered
Territory and which Universal has made available
hereunder, subject to the terms and conditions of the
Agreement.
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EXHIBIT B-1

Rhapsody | |

1. Introduction

The next generation of the RHAPSODY digital music client software and service from RealNetworks will faunch
in spring ‘05. It seamiessly blends industry-leading subscription services, a la Carte music downloads, and robust
media player functionality into one simple package.

2, Overview of User Experience

RHAPSODY has been designed with the needs of our users in mind and to give music lovers a complete music
experience.

Rhapsody now offers two subscription packages. Rhapsody Unlimited offers subscribers streaming access to full
length songs of our catalog, They can save songs from the Rhapsody catalog to their local library as a bookmark
or as a download tethered to their PC which can be played when the user is not connected to the internet. In
addition, they can import a variety of content that is resident on their PC into the Rhapsody library, thus providing
a complete solution for enjoying audio content. Rhapsody To Go is a new service tier that allows the subscriber
to transfer songs from our catalog to an appropriate device for a flat recurring fee without incurring an additional
charge per song. These subscribers also have the features included in the Rhapsody Unlimited service.
Subscribers to both services have the ability to purchase individual songs and albums for an extra fee that gives
them access to the said content past the termination of their subscription.

All users of Rhapsody will be able to bum songs to CD or transfer songs to a portable device (as long as they

have the rights to do s0), waich music videos, manage content on devices, play CDs, and enjoy other standard
PC-based music player features,
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Rhapsody Library View:
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In addition to the Service, there will also be other features included as part of the Rhapsody software, which are
outlined below:

(1) Rhapsody will be a robust music media player
a. Provide all the media player features that users need for a complete music experience.
i. Online and offline library management & playback
ii. Ripping, buming
iii. File tag viewing & updating
iv. Graphic EQ

{2) Rhapsody users will be able 1o play ALL of their music using the Rhapsody Client
a. Enable users to mix their on-demand streaming music with their downloaded music collections
and even CDs.
i. Applies to playback, CD burning, and device transfer
ii. High degree of flexibility and seamless music listening. Don't worry about what format it
is, just play the music!
iii. Get ALL your music in one place.

(3) Rhapsody will be usable offline
a. Enable users to manage and play downloaded music (permanent purchases and other owned
music) when not connected fo the Internet.
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. b. Enable subscribers to play subscription content when not connected to the internet.
{4) Rhapsody will enable users to buy high-quality downloads of the music they want for a low per-track fee
{$0.99) - right from the player (Subscribers will be able to purchase music for permanent ownership ata
discount)
a. Purchased music will also be added to subscribers’ streaming music collections so they can
access the music wherever they are,

(5) Rhapsody will have numerous music portability options
Burn CDs
b. Transfer unprotected songs to a wide range of devices.
¢. Transfer purchased content securely to devices that support appropriate security mechanisms
using our Harmony technology.
d. Transfer subscription content securely to devices that support appropriate security mechanism.
Currently we are using Microsoft Windows Media Rights Manager (Janus).
e. Listen via connected home stereo components (NetGear, DMA's etc)
f.  Access the Service from any PC
{6) Rhapsody will have flexible subscription options. Customers will be able to use Rhapsody in the way that
fits their music needs,
Just use Rhapsody for its media player features (no subscription or upgrade required at this time)
Buy a-la-carte tracks from the integrated music store/gude (no subscription required)
Subscribe to Rhapsody Radio for access to our entire set of internet radio stations and features.
Subscribe to Rhapsody Unlimited for full on-demand access to our catalog. The service will
include Radio features. This will allow for offline access to the catalog tethered to the PC.
Subscribe to Rhapsody To Go for portable access fo our catalog. The songs can be transferred to
approved portable devices.

aoow

o

3. Functional Components
3.1. Description of Components

Windows Client: Every customer requires access to this component to experience the Rhapsody Service and the
Music Store.

Rhapsody Application Server: This Java based server encapsulates all the business logic to handie Rhapsody
subscriptions, music downloads, ecommerce engine and other modules to respond to the client requests.

Database System: Stores all the metadata, rights information, member data, usage data, content location and
other persistent data.

Content Server: Storage and distribution of RAD files for Rhapsody and files for music downloads.
Data Warehouse: System to compute usage statistics, royaity, bounty and other business analytics.
Helix DRM System: Server and technologies that license music downloads for permanent use.

Windows Rights Management Server: Supports Janus technology for offline playback of Rhapsody service
content on the PC as well as transfer to portable devices for the To Go Service,
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3.2, System Diagram
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4, General System Security

4.1. System Location

Systems for the Rhapsody service are housed in two locations. Systems responsible for serving customer
traffic are located in Sunnyvale at Level(3)'s co-location facility. Systems responsible for content ingestion,
data warehousing, and development/QA are located at RealNetworks’ San Francisco office.

The connectivity of the system is a high-capacity, dual Gigabit fiber feed to our co-location (Level3) provider's
Internet backbone. The network infrastructure is a combination of redundant Cisco and Foundry load
balancers, firewalls, switches and routers. The service was designed for scalability and robustness through
the implementation of clusters of web servers, application servers, databases and streamers. Our network
schema and security has been reviewed and approved by Cisco. The actual scalability metrics and
procedure for growing the network is confidential and proprietary information, but it should be noted that
Real’s Jocal caching approach allows for greater scalability through the more efficient use of bandwidth.

4.2. Protection Against Unauthorized Local Access

The Level(3) facility is protected by the use of biometric scanners, magnetic keycard system, and locked
cages. Each authorized employee has a unique combination of card key and biometric signature, both
required to gain access to the facility. Our cage within the facility is protected with a standard keyed lock.
Currently, four people have access to the cage (two Systems Administrators, the Group Manager, and the
General Manager of Engineering). The systems in SF are locked and only authorized employees have
access to the systems.

The system is currently behind a keycard-locked door. Only facilities and operations have access. Facilities
has a process in place to review the access logs for that door. All users (outside of automated systems) will
be given named accounts, instead of role-based accounts currently used by editorial and content teams. This
will allow logging of individual user activity. In addition, we will regularly review user access patterns via
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automated log analysis and generated reports. This will allow us to identify irregularities such as high-volume
data transfers and off-hours activities.

We will work to increase the physical security of the systems up to industry standard levels of security over
the next 6 months.

4.3. Protection Against Unauthorized Network Access

We use a combination of ip-filtering mechanisms, including Cisco PIX firewalls, Cisco 10S access control lists,
and linux iptables. Systems that provide connectivity to external partners only allow specific IP addresses.
Systems setving general customer traffic are blocked to only specific ports (HTTP/HTTPS, DNS, SMTP are
the only ports used in this manner). in addition to ip-filtering, we have segmented traffic with switched VLAN's
to further secure systems involved in billing and DRM.

4.4, Operating System & Software Policies

Firewalls are the first line of defense from worms and other security vulnerabilities. No Microsoft Windows
servers are allowed to directly serve customer traffic (in fact, only two Windows systems are used in our
Level(3) facility, neither of which can reach the internet directly). We regularly use Windows Update, Redhat
up2date, and individual patch downloads when we receive a vuinerability notification (via BugTRAQ, RedHat
Network or McAfee AVERT)

4.5. Security Breach Plan
Rhapsody system logs most client actions that involve playback, purchase and other content related activities.
This information can be cross-checked against the file downloads to monitor for misuse. User abuse can be fixed
by revoking the user accounts, revoking user license for the system upon next access and finally repackage the
content with new DRM keys.

5. Content Ingest, Storage, and Packaging

5.1. Format and Codec

The streaming component of Rhapsody is currently served in WMA 128 kbps quality. The store downloads
are currently RA10 (AAC) 192 kbps quality, wrapped in the Helix DRM. For offline playback of songs that are
tethered to the PC and for moving them to portable devices, Rhapsody uses Microsoft Janus DRM wrapped
WMA files encoded at 160Kbps.

5.2, Content ingestion

Content Management and Security

The encoding process is managed by RealNetworks using both CD ripping and digital delivery from Labels. The
packaged content is hosted either on the servers hosted by RealNetworks, or by one of the CDN (Content
Delivery Network) partners of the Company. The company network is protected using industry standard firewalls
and other network security mechanisms. The environment is monitored constantly for any breach to initiate
appropriate action.

The audio content is packaged (for downioads) using Helix DRM with individualized content keys as well as
distilled {for streaming) via the RAD-EA process. The entire process is secure with access to the systems
available to a group of authorized content operations and network engineering staff members.

Real manages a complex database to make sure that the rights for download and stream content are up to date
and maintained. This ensures that the appropriate content will be displayed and accessible for streaming versus

permanent purchase.
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5.3. Protection of Raw Audio and Metadata

A total of thirteen (13) employees currently have access to the AAC archive, which is the only location that
permanently stores raw audio (three Systems Administrators, two Software Development Engineers,
Engineering Group Manager, four employees from Content Operations, and three employees from Editorial)

5.4. DRM Packaging and Key Management

The Helix DRM is used for downloads. Content keys are unique for each track, and are encrypted with the
Helix DRM packager's public key. Only the Helix DRM license server has the private key. This system is
protected with multiple layers of security, as described in sections 4.2 and 4.3

5.5. QA & Testing

All content is processed by the Content Encoding and Publishing System (CEPS). A major portion of CEPS
is a database-driven workflow system, which runs on a farm of Microsoft Windows systems. Various checks
are done by the farm during each step of the workflow (such as filesize check, verification of AAC decode,
etc). Usually content received before 6pm PST is live by 3am PST the next day.

6. Retall Site Integration

Our system can handle multiple retailers although currently all of our retail partners are selling the same catalog
of UMG music. We manage this by setting up different co-brand partners so that we can segment and track the
activity by co-brand partner. At this time all of our co-brand partner servicesare managed and operated the same
way in that we manage and operate all aspects of the Rhapsody branded service to the end-user.

7. Sales, Download and Licensing

7.1 Downloads on Rhapsody:

The user is able to purchase downloads from the Service by clicking on any of the songs in the guide and clicking
the “buy track” button. After the user authenticates histher account via password, the user is billed and the song
is downloaded to the user’s hard drive. All elements of downloading and licensing purchased tracks is the same
as the procedure in Exhibit B-1 of the Wholesale Download Agreement between Real and UMG effective

December 23, 2003.

Rhapsody now supports an extension to the Unlimited service where users can select to download content to
their PC for offline playback. In addition, if the user subscribes to our To Go service, they are able to move the
content to poriable devices untit their subscription expires. For this service, Rhapsody uses Microsoft Windows
Media DRM wrapped WMA files encoded at 160Kbps.

7.1.1 Licensing of Janus Content:

Rhapsody uses the Windows Media DRM version 10 to tether subscription based content licenses to the users
machine. Windows Media DRM 10 introduces a new interesting feature called license chaining that can be
utilized to bind content to a user. License chaining allows licenses for several pieces of content to be linked to a
single root license. This root license can be set expire at the end of a user’s billing cycle; it can also be revoked,
or if expired it can be renewed. Expiring, revoking, and renewing the single root license affects all of the content

that is linked to it.

In this design each user is linked to root license via the licenses RootKeylD. When generating licenses for a
particular user, the server will need to look up the RootKeylD given the Rhapsody User ID.

If more than one user resides on a machine, content may be linked to more than one root license. Which root
license is selected is determined only by the licenses priority, in that higher priority licenses will be evaluated in
place of lower priority licenses. If two or more licenses exist for a given piece of content, the Windows Media
DRM will select one. The application cannot specify what license will be used in this case.

When subscription content is downioaded, the server delivers a license so the content can be accessed as soon
as it finishes downloading. However licenses for this content expire and need to be renewed periodically.
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Additionally a user may copy their content from one PC to ancther PC (registered or unregistered) and attempt to
access the content from the new PC. In cases such as these, the client will need to request a license from the
server as opposed to having the server pre-deliver it.

Issuing licenses at the time the content is accessed requires the client to make a license request to the server.
The server needs to be able o link the license request back to a user account and check the status of the account
to see if it is OK to issue a license. it also needs to know the Machine 1D of the PC that is making the request so
it can determine if this PC needs to be registered to issue the license. If the server determines that the state of
the user's account allows a license to be issued, the server creates a license and returns the license to the client.
Otherwise an error is returned.

7.1.2 Metering of Janus Content:
Rhapsody will require subscription downloads to be metered for their usage. Tracking and reporting of content

usage will leverage the Windows Media DRM Metering APls.

The Windows Media DRM tracks content usage for any piece of content whose license contains a metering
certificate. The DRM will track content usage regardless of which application acts on the content. 1t is the
responsibility of the application that is tied to a particular metering service, to report this metering data to a server
that records the metering data for the service. The process of reporting metering data is kicked off by the client
application when it calls WM DRM APls to generate a metering challenge. This metering challenge contains the
metering data encrypted with the public key of the metering certificate. The metering challenge is also assigned a
transaction ID. This transaction ID can be used to handle problems such as loss of Internet connection and

device disconnect during the reporting process.

Once the server receives the metering challenge it decrypts it using the private key of the metering certificate. ’
After the challenge has been decrypted, the metering data may be accessed and recorded. Once the data is
recorded the server generates a metering response that contains the same transaction 1D as the challenge. This
is sent back down lo the client, which in tum passes it to the WM DRM APls. The metering response indicates to
the DRM that the counters reported in the last transaction should be cleared.

The Windows Media DRM uses the presence of a metering certificate in the content license to indicate that usage
should be tracked for a particular piece of content. To acquire a metering certificate we must generate a public-
private key pair (i.e. via WMRMKeys.GenerateSigningKeys) and send the public key along with the reporting URL
of our service to Microsoft. Microsoft will send back a signed metering certificate, which will contain the metering
1D and the URL of our service.

The private key in the above key pair must be kept secure to keep metering data private and from being tampered
with during the reporting process.

7.4.3 Device transfer limitations

The Rhapsody service will create a leaf license for each piece of content with the ability to transfer to 3 devices.
The licenses will only allow transfer when the root license is active. Rhapsocdy restricts the number of machines
that a user can have simultaneously activated and issues a revocation of the root license before extending the
number of active machines.

7.2 The Service - RealNetworks Streaming Technology White Paper

Overview

Real has developed an innovative media delivery technology that solves many of the problems assoclated with
traditional Internet media streaming. Specifically, we have designed a hybrid streaming/caching system that uses
storage on the client device, allowing us to deliver the bulk of the data prior to broadcast time and enabling a
superior streaming experience.
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population, or peer-to-peer connection. In the case of peer-to-peer distribution of RAD files, a user's computer
may act as an HTTP server to deliver a RAD file that is on that user’s computer that has been requested by
another individual. For the purposes of this Agreement, the RAD files shall not be pre-distributed except as set

forth in Section 3(i) of Exhibit A,

The EA file, which includes data required for playback, is delivered in real-time in segments via the Internet and
an authorized connection to the Listen Server. As the EA data trickles in, it is combined with certain data
included in the RAD file and the resulting audio data is rendered by the audio playback subsystem. Once the
audio data is rendered, both the EA data and the audio data are immediately discarded, such that a complete
image of the original media file is never created. All user-client interactions are time-stamped, logged, and

archived for data mining purposes.

Since the bulk of the data is delivered and aggregated in advance to the client and the real-time portion is small,
buffering times are minimized. Additionally, since the RAD files are delivered using ordinary HTTP protocol and
HTTP file servers, the requirements imposed upon the Listen Servers are minimal. This results in a system that
scales to accommodate large numbers of users exceptionally well.

Platform is Codec-Agnostic

The distillation process is codec-agnostic, and can be used with any file type. The playback system can be
adapted to work with any file type as well. Digital files and documents can be distilled and delivered by Listen in

RAD/EA format.

Three Levels of Protection for Content

Real's approach delivers a higher level of content security than streaming alone. First, the distilling process
extracts critical information and identifying data from the original media file. The remaining distilied data is
encrypted using powerful industry-standard encryption technology. The resulting RAD file is typically 99% of the
size of the original file, and contains no data that is recognizable as the original file.

When downloaded to the client system, RAD files are further obscured. Rather than residing on a user's PC as
individual data files, RAD files are aggregated and scrambled into a single large data file. This large aggregated

data file is invisible to the user,
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Authorization by the Listen Server is required to initiate delivery of EA data and subsequently render the audio
data, providing a third layer of protection. The Listen Server must specifically authorize the client application for
each EA data stream. EA files never reside completely on the client system, meaning the user never has access
to a complete file at any time.

Taken together, these three layers of protection make the task of compromising the system an extremely difficult
endeavor.

Permissions-Based Access
The Listen Platform is further secured by a permissions-based access system. All user events are logged in the

system, providing defailed information about user interaction with the program and rendering would-be hackers
vulnerable to detection. There are two levels of approval required before a client can obtain EA data from the
Listen Server. First, the user must have a valid account to log into the Listen Server and establish a connection.
Onece logged in, the client still must obtain authorization for each EA stream requested. Since all user activity is
monitored and logged in the database, suspicious activity can be flagged and investigated if required. This

renders attempts at “spoofing” the Listen Server
ineffective and highly risky. P
Obtaining the RAD File et
Dalivery listen.com
The two file types are delivered = . in very different

ways. After a user logs in and is authenticated on
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retrieve RAD data included in the RAD file from the
HTTP servers. —
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cachedin a siggle sc;iata file on User acquires a RAD (large) file the user's PC, the
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Once authorized, the Listen Server o streams the
EA data to the user's PC on an as- needed basis.
The EA and RAD data is recombined and the
resulting audio data is rendered, after Jo eem— which the EA
and audio data is immediately discarded.
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does the complete file exist on the user's PC.
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7.3 - Home Network Extension

Rhapsody Home Network Extension - White Paper on Security

Architecture

System Architecture

The Rhapsody Network Extension allows a Network Attached Device to interoperate securely with the Rhapsody
software application, The extension supports various types of network and device architectures. This includes,
but is not limited to, existing home network standards and proprietary technologies such as UPnP AV, Remote /O
etc.

For maximum compatibility with existing and emerging technologies, the Rhapsody Network Extension
architecture has adopted an abstract service model based on the classic pattern known as MVC (Model-View-
Controller). This allows support for simple cases (single media server, and single integrated renderer/controller),
Which components of the system map onto the concepts of model, view and controller will depend on the specific
technologies used, and network topologies.

Here are some typical configurations:

Integrated

Ul/Render
Control and Transnort er

View+Controller

Figure 1 — Simple [Model]+[View/Controlier] configuration

Rhapsody Control | UI
Server >
Controller

Mndel

Transport

Renderer

View

Figure 2 — Simple [Model}+[View]+[Controller] configuration
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)
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Remote IO Remote display
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SO
View
[ View ]

Figure 3 — Simple [Model/Controller]+[View] configuration

Transnort l Renderer

View

l

Control

Ul

Remote Display Controller+View
Remote 10

View+Controller

Figure 4 — More Complex [Model}+[View]+[Controller] configuration

Service Model

The service model is conceptually simple. A user has access to a set of tracks. Each track has metadata, and
compressed encrypted audio content. Tracks are organized in folders or containers, and the metadata of each
track can be retrieved, Conceptually, the Rhapsody PC application has N concurrent sessions allowed {where N
may be 1 in the simple case). The application maintains N Slots to keep track of ongoing sessions with devices.

Tracks can only be transferred in a Pull Model. The renderer "pulis” a track by making a service request. The EA
file has to be “pulled” through the user's PC, thus ensuring that the device is on the same local network as the

PC.

Communications between the server and the renderer are protected to prevent a stream replay situation (a
situation where an attacker would capture an exact copy of the encrypted HTTP stream, and be able to replay
that response later when the device makes a request for the same stream), the device must provide a request
token with a request, and this token Is used as a “salt” to add a randomized element to the communications and

request/response exchange.
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Security Model
The Rhapsody Network Extension provides content security through both authentication and encryption.

Content Protection

When content is transferred from the PC Server (Directory Service) to the rendering device (Renderer), the
content is encrypted, so that only the authorized recipient (in this case a certified, Rhapsody-enabled rendering
device) is able to access the clear-text compressed audio data. In this architecture, the content is encrypted with
a transfer key, which is only known by the server and the rendering device. This key is derived from one of the
shared secrets, and its lifetime is limited. The same key may be used for subsequent accesses {o portions of a
same track (ex: during a random-access operation from the rendering device), but each new transfer will be

encrypted with a fresh key.

Service Access

Identification

Each device that directly interacts with the Rhapsody application needs to be identified. Each device has an
identity that is unique. A device identity includes a human-readable name, optional device information (such as
model name, model number, etc...), and an identity token. The identity token (also called device Id) is made of
two logical parts: a prefix, assigned by RealNetworks to devices or groups of devices, and a local Id that is
assigned by the device manufacturer. .

Cryptographic Elements

The Network Extension makes use of a number of cryptographic elements to maintain system and content
security. Stream communication is protected with Strong Content Encryption and content keys are generated
using a Key Derivation Hash and managed in a secure environment by Real. Keys are distributed to device

manufacturers in encrypted, signed documents.
Content Encryption
Content transferred over the HTTP’s TCP/IP connection is encrypted using AES block cipher, with 128-bit keys.

Key Derivation Hash
The cryptographic hash used for content key generation is SHA-1 (160-bits).

Key Management

The key management system is used to manage device secrets used for authentication and content encryption.

Key Distribution
Both the key block and the key block parser are considered confidential information and treated as such (in a very
secure manner) by device manufacturers. :

13 of 15
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Key Transmission

Device key blocks, as well as individual keys, are never seen in the clear in the PC Rhapsedy software. Keys are
currently used in two algorithms: authentication and content encryption.

Key Revocation

The back-end server handles key revocation. If a device key is compromised, the back-end server can decide to
stop using that key. If an entire key block is compromised, then the back-end server can refuse to issue session
keys, and therefore prevent the device from receiving encrypteld content, until the device’s key block is renewed.
Device manufacturers are required to perform key block renewal (if needed) in a secure manner.

7,4 Tethered Playback on the PC and Portable subscriptions

Rhapsody now supports an extension to the Unlimited service where users can select to download content to
their PC for offline playback. in addition, if the user subscribes to our To Go service, they are able to move the
content to portable devices until their subscription expires. For this service, Rhapsody uses Microsoft Windows
Media DRM wrapped WMA files encoded at 160Kbps.

8. Launch Preparation and Status

Rhapsody 2.0 and the Real Download Store are already in the marketplace. Rhapsody will be released in the Fall
of 2004, Real is accustomed to developing and releasing world class software and will follow its standard
software practices in developing, testing, and releasing Rhapsody.

9. Other Questions

A) Please explain how your system prevents content cleared for streaming only from being made available as a
download, and vice versa.

This is all handled in the code based on track rights flags in the database, with the track right algorithm managed
very carefully for both streams and downloads. Additionally, the music used for streaming and for downloading
exists in different forms on our servers (Helix DRM for downloads, RAD-EA for streams) which provides another
layer of distinction between downloads and streams.

B) UMG requires limited, individually auditable user access to critical systems. For audit and security purposes, it
is expected that you will maintain and review server access logs as well as security-related logs (e.g. logs of
licenses served or files downloaded). Please describe the logs you maintain, the length of time that you archive
them and how (and how often) they are subject to review.

We have implemented system user access controls (in oracle and unix) as part of our
Sarbanes Oxley Act (SOX) compliance efforts, and will retain logs for 90-day periods. We review the logs
periodically to look for out of the ordinary behavior and will more closely examine any such behavior.

C) Partners are expected to have user account policies {for employees) designed to maintain the security of our
content. Please say a few sentences about your documented account policies such as password length and
update frequency, deletion of accounts of departed employees, and acceptable use of root or administrator

accounts.

We have a strict Password Policy currently in place that is part of our SOX compliance requirements:

Passwords MUST NOT be null or blank

Passwords MUST NOT contain the account name.

Passwords MUST contain a mix of upper and lower case characters and at least one numeric or
punctuation character.

Passwords MUST be at least six (6) characters in length.

el S e
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Passwords SHOULD contain a minimum of eight (8) unique and non-recurring characters.
Passwords MUST be changed at least every six (6) months.

Passwords SHOULD be changed once per quarter.

Accounts of employees that have left the company shall be terminated. As a check to this process,
passwords must be actively changed by employees every 6 months (#6 above).

® N> o

D) Please describe you backup process at a high level {e.g. "nightly incremental backups of all operational
software and databases (financial, content, and user-related) with weekly full backups that are stored off-site and
backup viability checked on a semi-annual basis"). UMG requires that you make periodic back-up archives of
financial and other critical data/software and maintain them for three years. How often are these periodic archives

made? Do you have a disaster recovery plan?
What is your expected downtime in case of a major problem?

Database backups are performed and transferred to disk-based backup system as foliows:

* member/billing/usage data: full backup nightly
* metadata: full backup twice a week, incremental every other night
* Warehouse: full backup once per week, incremental every other night

From the disk-based system, we then back-up to tape, and inciude other critical data (fileservers, source code
repository). We perform a monthly full backup and daily incremental back-ups. Full backups are stored offsite,
and we keep 3 months of backups offsite.

E) Itis likely that UMG's partners will be continually updating and expanding their software systems. Please say a
few sentences about whether you have established and documented software change management procedures
and how they are designed to prevent software modifications from negatively affecting on-going operations and
financial data.

As a software and services company that has been in business for 10 years, we have reasonable "de facto”
procedures and written policies, but they are not documented in a manner for external review.

F) Please list and briefly (one or two sentences) describe any other documented policies that you have that affect
system and content security.

RealNetworks has detailed security policies with which all groups within Real networks work to comply.
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EXHIBIT B-2

DRM Usage Rules

(As may be reasonably revised from time to time by Universal with notice to Company,
provided that Company will have a reasonable period to implement any modification to
its system required by any such change in DRM Usage Rules.)

Introduction
The purpose of this document is to describe the security guidelines that must be respected
when dealing with content made available by Universal for non-portable subscription

services,

Definitions

Authentication (or Authenticate, Authenticated) - A cryptographic process ensuring
that only components that are currently Compliant (i.e., not revoked) can inter-
operate either:

e Explicitly by an active cryptographic process typically involving
challenge/response protocols against a private key, or

o Implicitly by a cryptographic process, such that the interoperation of
Compliant non-revoked components is achieved indirectly by the result of
another cryptographic process, such as key derivation.

Bind (or Bound) - to Protect content in such a way that it (or exact copies of it) can
only be accessed in the presence of a unique object. Content may be Bound to a
unique device or constrained user account', Identifiers used for Binding must
be statistically or truly unique across all objects of a single type. Security must
not be dependent upon the secrecy of the unique identifiers.

Compliant - a non-revoked Domain, entity, object, or activity that is in compliance
with the letter and spirit of 1) the rules set forth in this and other related
documents from Universal, 2) generally accepted industry content protection
standards, and 3) any applicable governing technical and security specifications
or licenses. Compliant Domains do not allow any unauthorized access to
content and only store, transfer, copy, use, or manipulate content according to
the content’s associated Usage Rules.

Conditional Download - means for purposes of this Exhibit, a time-limited but
unexpired digital file containing Protected content in a Universal Approved

' A constrained user account is constrained such that (a) the number of people who can concurrently use the
user account is limited to a UMG approved number and (b) the user account authentication is based on a
UMG approved technique.
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Format for which Universal has been paid (or otherwise compensated) by
Company and that resides on a subscriber’s computer. Conditional Downloads
time out (cease to play, Transfer, etc.) on the expiry of the subscriber’s next
paid up monthly subscription period unless the subscription account is renewed
and paid up and the user reconnects their PC so that the subscription service can
renew expiring content and collect play-count information. Conditional
Downloads are subject to the Usage Rules described below.

Domain - an application, plug-in, device, portable media, operating system, driver,
transport (1394, USB, etc.), physical format, or other entity that stores,
transfers, copies, uses, or manipulates content.

Protected - A state in which unauthorized access is restricted by technical means such
as encryption, where such technical means (i.e. algorithms, key lengths,
obfuscation techniques, etc.) are standard in the industry, industrial strength,
and accepted as suitable for protection of high value content or confidential
information,

Secure Authenticated Channel (SAC) - Protected and Authenticated communication
between two or more Compliant Domains. Content transferred via SAC is
Protected at all times in accordance with the Robustness Requirements. During
transfer via SAC, content and any associated Usage Rules are persistently
linked, implicitly or explicitly.

Subscription Stream — a stream of Protected content in a Universal Approved Format
transmitted via a SAC from a UMG approved subscription service to a
Compliant player application or device for immediate playback.

Secure Portable Device (SPD) - a Compliant portable device that is a Compliant
Domain and is capable of securely accessing and playing Protected content
either from fixed or removable memory. An SPD only saves or accesses
Protected content from removable memory that is Secure Portable Memory.
Protected content can only be Transferred to an SPD from a Compliant
application via a SAC, or from Secure Portable Memory. Any Protected
content Transferred to an SPD is Protected and Bound to the SPD or its Secure
Portable Memory and cannot be moved or copied from the SPD or SPM in a
useable form unless explicitly approved by UMG and allowed in the Usage
Rules. SPDs do not allow digital output of Protected content. An SPD’s
primary purpose must be for music playback and may not incorporate
functionality or run software that can readily be used for the unauthorized
reproduction or distribution of copyrighted material, even if such software or
functionality has non-infringing uses. For the avoidance of doubt, the ability to
function as a hard drive and allow files to be copied on and off the device from
a computer’s file browser shall not by itself disqualify a device from being an
SPD.
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‘ Secure Portable Memory (SPM) - a Compliant portable/removable media that is a
Compliant Domain and may be used to store Protected content. Protected
content stored on SPM is stored so that it can only be accessed by Compliant
SPDs and applications according to the associated Usage Rules. Furthermore,
Protected content on an SPM must be Bound to the SPM or to an SPD.

Transfer - when used as a verb, to make a Protected copy of a Conditional Download
as allowed by these Usage Rules, where the copy is saved in a Universal
Approved Format on an SPD or SPM and subject to the SPD Transfer Usage
Rules below. The Domains involved in making the Transfer must be Compliant
and must communicate via SAC, When used as a noun, a Transfer is the
Protected copy made as described herein that resides on an SPD or SPM.
Transfers time out (cease to play, etc.) on the expiry of the subscriber’s next
paid up monthly subscription period, unless the subscription account is renewed
and paid up and the user reconnects to their PC so that the subscription service
can renew expiring content and collect play-count information.

Universal Approved Format - a codec and DRM or Protection combination approved
by Universal in advance in writing that can be used to store or distribute

Universal content.

Usage Rules - the rules defined by Universal in its sole discretion that govern how
content (e.g. a Conditional Download, Transfer, or Subscription Stream) can be
‘ stored, transferred, copied, burned to CD, or otherwise used or manipulated.
Usage Rules may be expressed in the form of a DRM expression, as a
watermark, and/or as a contractual obligation and the Usage Rules for any
Universal Recordings delivered hereunder shall be as provided as described in

this Exhibit.

1. Compliant Domain Rules

Protected content is only accessible to Compliant Domains such as Compliant
applications and devices. Compliant Domains must be designed and intended to ensure
that the Protected content that they store, transfer, use, or manipulate is never accessible
in a usable or an unprotected form except as allowed by the content’s Usage Rules.
Compliant Domains do not allow any use not explicitly approved in the Usage Rules.
For example, a system that allows 10 unique streams of Conditional Downloads per PC
to be transmitted to other devices would not be a Compliant Domain since it would
violate UMG’s streaming-related Usage Rules as provided below. Universal content
shall remain persistently Protected and Bound except when played over normal analog
outputs in real time as described below. For the purpose of this section, the output signal
that is in “Fast Forward” or “Fast Reverse” mode is defined as being real time. “Fast
Forward” and “Fast Reverse” are playback modes that are designed and implemented
solely for the purpose of rendering and not recording and that render such signal
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incompletely, distorted and in uncorrectable form only. Unless expressly permitted
pursuant to Usage Rules, digital outputs are not allowed.

The Compliant Domains must be constructed according to the attached Robustness
Requirements so that they are designed to prevent hackers from gaining unauthorized
access to Universal content. The Compliant Domains must support content, system-
based end-user revocation (e.g. the store no longer allows the user to log in), and Domain
revocation. Content licensees shall monitor their systems for security breaches. In the
case that a security breach occurs or in the case that technology used by the system is
compromised, Universal will have certain rights as described in the contract, not limited
to:

e the right to withdraw its content until a repair is available

» the right to use revocation to disable pirated content or hacked devices and

prevent further loss due to the breach.

2. Authoring
UMG content may only be made available as Conditional Downloads or Subscription

Streams authored in a Universal Approved Format and may not be converted into other
formats without Universal’s prior written approval. When possible, Conditional
Downloads must be authored to prevent users from inhibiting the expiration of
Conditional Download or Transfers by changing back their PC or device clocks. Ifa
subscription service is unable to enforce the Conditional Download rules describe herein
(e.g. because of DRM limitations such as the inability to enforce Conditional Download
streaming Usage Rules), then the service shall not offer Conditional Downloads. Note
that Universal, in its sole discretion, may change the Usage Rules associated with content
from time to time.

Watermarking:
If Universal embeds the Verance watermark into content, it will do so in such a way that

respects the Usage Rules described and agreed to herein.

3. Usage Rules — Conditional Doewnloads

Conditional Downloads must be persistently Protected and Bound, and may only be
stored, transferred, copied, used, or manipulated according to their Usage Rules.
Universal Protected content may only be used in Compliant devices and applications, and
may never be modified or saved without approved Protection.

Conditional Downloads may be Transferred to SPD or SPM as described below. A
Conditional Download may not be burned to CD or otherwise copied or transferred in a
usable form to anything other than an SPD or SPM. A Conditional Download may only
be accessible in an unprotected form during playback over normal analog audio outputs
(e.g. headphone or speaker outputs).
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Concurrent Log-ins

Only one instance of a given subscription account can be logged into the subscription
service at a time. This is true whether the subscriber is logged in to select tracks for
Conditional Download or logged in for streaming.

Computer Copy Rules

A subscriber may identify up to three computers on which their Conditional Downloads
can be (DRM) licensed for use. This does not necessarily mean that Company can
initiate three separate Conditional Downloads, but rather that the consumer can initiate
the reproduction or downloading of the Conditional Downloads, which shall be in a
Universal Approved Format and shall be Bound to the computers permitted per above.

Secure Portable Device Transfer

Conditional Downloads may only be Transferred to SPD or SPM that (a) support
Universal Approved Formats, (b) support secure play-counting and time outs, and (c) do
not allow unauthorized access to digital content. Transfer may only occur according to a
Conditional Download’s associated Usage Rules and only to an SPD or SPM that is
capable of respecting the Usage Rules that govern the Transfer, Transfer must occur via a
Secure Authenticated Channel. A Transfer must be Protected and Bound to the SPD or
SPM and may only be accessible in an unprotected form during playback over normal
analog audio outputs (e.g. headphone or speaker outputs).

A user may identify up to two SPD or SPM to which Conditional Downloads can be
Transferred an indefinite number of times during the subscription term, provided that the
Transfer is Protected and Bound to the SPD or SPM. This is independent of the number
of Conditional Downloads that exist for a given track or the number of subscriber PCs,
such that there are never more than a total of two locations (SPD or SPM) that contain
non-expired Transfers.

Streaming of Conditional Downloads Within the Home

Conditional Downloads can be streamed via a SAC from a subscriber’s PC to other
Compliant applications or devices for immediate playback only. Only one unique stream
containing Conditional Download content may be transmitted to other Compliant
applications or devices at a time, independent of the number of Conditional Downloads
or subscriber PCs. However, the Protected stream may be broadcast to up to ten
subscriber identified Compliant applications or devices within the home, subject to a
proximity limit approved in advance in writing by UMG. The proximity limit must be
designed to ensure that the applications/devices receiving the stream broadcast are
located within the subscriber’s home and at a minimum shall be on the same Ethernet
subnet as the PC receiving the Subscription Stream. For example, if a subscriber has
Conditional Downloads on three PCs, one of those PCs can broadcast a single Protected
stream from the Conditional Downloads to up to ten Compliant receivers within the
specified proximity limit,

4. Usage Rules — Subscription Streams
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Subscription Streams may only be accessed by Compliant applications or devices for
immediate playback only and must be persistently Protected except when played over
normal analog outputs,

Concurrent Log-ins
Only one instance of a given subscriber account can be logged into the subscription
service at a time.

Copy and Transfer Rules
UMG Subscription Stream content may not be saved (e.g. to hard disk) or transferred to

portable devices or portable media.

Streaming Within the Home

Up to three Subscription Streams can be transmitted to a given user account from the
subscription service at a time. However the three Subscription Streams can only be
transmitted via SAC to one computer, which can subsequently re-transmit (via SAC) to
up to two subscriber identified “slave” Compliant applications or devices within the
home, subject to a proximity limit approved in advance in writing by UMG. The
proximity limit must be designed to ensure that the applications/devices receiving the
stream broadcast are located within the subscriber’s home and at a minimum shall be on
the same Ethernet subnet as the PC receiving the Subscription Stream. The “slave”
applications or devices can only be used for playback and may only select songs in the
user’s library or playlists generated on the PC; they cannot be used to make new playlists
or browse the subscription service for new songs (i.e. songs not already in the user’s
library).

5. Robustness Requirements

5.1 General.
5.1.1 Scope
These Robustness Requirements apply to implementations (“Implementations’)
of Compliant Domains.

5.1.1.1 Objective

Implementations shall be designed to protect Protected content against
unauthorized access, copying and distribution. Implementations shall
maintain Protected content in a Protected state or a Protected environment
at all times, except while such content is being rendered in decompressed
form in real time for playback over normal audio outputs.

5.1.2 Construction :

Implementations shall comply with the Universal contracts and guidelines
described herein that reference these Robustness Requirements (the “Guidelines”)
and be designed and manufactured with the intent of effectively frustrating
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attempts to modify such products so as to defeat the functions required by the
Guidelines, as more specifically described below. N

5.1.3 Defeating Functions and Features

Implementations shall not include switches, jumpers or traces that may be cut, or
control functions means (such as end user remote control functions or keyboard,
command or keystroke bypass) by which content protection technologies or other
mandatory provisions of the Guidelines may be defeated or by which compressed,
decrypted content may be exposed to unauthorized copying, usage or distribution.
In the case that Company learns that switches, jumpers, or other means by which
content protection technologies or other mandatory provisions of the Guidelines
may be defeated or by which compressed, decrypted content may be exposed to
unauthorized copying, usage, or distribution despite commercially reasonable
efforts on the part of the Company, then the affected Implementation shall be
barred from receiving, storing, or otherwise using Universal Protected content.

5.1.4 Maintain Security

Implementations shall be designed and manufactured with the intent of effectively
frustrating attempts to: (i) discover or reveal non-public keys or cryptographic
algorithms or other secrets/confidential information used to protect content in
Implementations, (ii) defeat the functions related to Authentication, encryption,
decryption, watermark screening, watermark insertion, the Secure Authenticated
Channel and storage of Protected content, as defined and/or required in the
Guidelines, including the control functions or Usage Rules, to the extent such
functions and rules are implemented in the foregoing, and (iii) change embedded
identities (collectively, clauses (i), (ii) and (iii) of this Section 5.1.4 are referred to
herein as the “Security Functions and Features™). Furthermore, in Compliant
products, where Protected content is delivered from one part of the Compliant
product to another--whether among integrated circuits, software modules, or a
combination thereof--the portions of such product that perform the Security
Functions and Features shall be designed and otherwise integrated and associated
with each other such that Protected content in a usable form flowing between
them shall be Protected from being intercepted and copied or distributed.
Universal reserves its right to require, in its sole discretion and upon six months
written notice, that either (a) systems that are capable of requiring audio playback
through certified drivers (e.g. via Microsoft’s Secure Audio Path or equivalent)
must be configured to require the use of certified drivers in conjunction with
Universal content or (b) some other Universal approved technology that prevents
stream-capture must be used in conjunction with Universal content.

5.2 Methods Of Making Functions Robust

Implementations shall use at least the following techniques to be designed to effectively
frustrate efforts to circumvent or defeat the functions and protections described in the
Guidelines and these Robustness Requirements:
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5.2.1 Accessibility of Content

Decrypted Protected content shall not be available on outputs other than those
specified in the Guidelines or these Robustness Requirements and, within
Implementations, such Universal Content shall not be present on any user
accessible buses in useable form in such a manner that permits users to
circumvent or defeat the Security Functions and Features. For these purposes, a
“user accessible bus” shall mean a data bus which is designed for end user
upgrades or access, such as PCMCIA, device bay, IEEE 1394 or Cardbus, but not
PCI buses, memory buses, CPU buses, and similar portions of a device’s internal
architecture. The foregoing shall also apply to interfaces between or among
Compliant products, such that content is transmitted in a Protected manner.

5.2.2 Playback

Universal reserves its right to prohibit, in its sole discretion and upon six months
written notice, unprotected digital playback (e.g. via USB speakers or 958
interconnects).

5.2.3 Robustness Requirements Applicable to Software Implementations.

Any portion of an Implementation that implements one or more of the security
functions set forth in the Guidelines in software that could allow compromise of
Protected content shall include all of the characteristics set forth in Sections 5.1
and 5.2.1 of these Robustness Requirements. In addition, such Implementations
shall:

5.2.3.1 Use one or more reasonable methods, which may include, but shall
not be limited to: encryption, execution of a portion of the implementation
in ring zero or supervisor mode, and/or embodiment in a secure physical
implementation; and in every case of implementation of software, using
techniques of obfuscation to disguise and hamper attempts to discover the
approaches used.

5.2.3.2 Be designed so as to perform self-checking of the integrity of its
component parts and be designed to result in a failure of the
Implementation to provide the authorized Authentication and/or
decryption function in the event of unauthorized modification. For these
purposes, a “modification” includes any change in, or disturbance or
invasion of features or characteristics, or interruption of processing. This
provision requires at a minimum the use of “signed code” or other means
of tagging or operating throughout the code which are equivalent or more
robust. For purposes hereof, “component parts” are those that interact with
Protected content.

5.2.4 Robustness Requirements Applicable to Hardware Implementations.

Any portion of a Compliant product that implements a part of the Guidelines in
hardware shall include all of the characteristics set forth in Sections 5.1, 5.2.1, and
this section 5.2.4 (when applicable, as described below) of these Robustness
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Requirements. In the case that, despite commercially reasonable efforts, such a
product does not include all the characteristics set forth in Section 5.1, 5.2.1, and
in this section 5.2.4, then the affected product shall be barred from receiving,
storing, or otherwise using Universal Protected content. The fact that a software
Implementation operates on a hardware computing platform shall not, in and of
itself, cause such hardware computer platform to be subject to the requirements
set forth in Sections 5.2.4 and 5.2.5. If, however, the software Implementation
relies on hardware or any hardware component to satisfy these Robustness
Requirements, then such hardware or hardware component shall be governed by
the robustness rules set forth herein for hardware implementations. In addition,
such Implementation shall:

5.2.4.1 Use any reasonable means including, but not limited to: embedding
encryption keys and algorithms in silicon circuitry or firmware which
cannot be read, or the techniques described above for software,

5.2.4.2 Be designed such that attempts to remove or replace hardware
elements in a2 way that would compromise the content protection features
of the Guidelines would pose a serious risk of damaging such product so
that it would no longer be able to receive or playback Protected content.
By way of example, a component which is soldered rather than socketed
may be appropriate for these means.

5.2.4.3 Be designed such that the failure of a Security Function or Feature
would cause the product to no longer be able to receive or playback
Protected content.

5.2.5 Robustness Requirements Applicable to Hybrid Implementations

The interfaces between hardware and software Implementations of a Compliant
product or between or among Compliant products shall be designed so that they
provide the level of protection that would be provided by a purely hardware or
purely software Implementation as described above.

5.3 Required Levels Of Robustness
The Security Functions and Features and the characteristics set forth in Section 5.1.4

shall be implemented so that it is reasonably certain that they:

5.3.1 Cannot be defeated or circumvented using Widely Available Tools (as
defined below) and

5.3.2 Can only with difficulty and significant time be defeated or circumvented
using Specialized Tools (as defined below) or Professional Tools (as defined
below).
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Widely Available Tools shall mean general purpose tools or equipment
that are widely available at a reasonable price, such as screwdrivers,
jumpers, clips, and soldering irons.

Specialized Tools shall mean specialized electronic tools that are widely
available at a reasonable price, such as memory readers and writers,
debuggers, decompilers, or similar software development products other
than devices or technologies that are designed and made available for the
specific purpose of bypassing or circumventing the protection
technologies that are required by the Guidelines, i.e., “Circumvention
Devices”.

Professional Tools shall mean professional tools or equipment, such as
logic analyzers, chip disassembly systems, or in circuit emulators, but not
including either professional tools or equipment that are made available on
the basis of a non-disclosure agreement or Circumvention Devices.

5.4 New Circumstances

If an Implementation when designed and shipped complies with the requirements set
forth above, but at any time thereafter circumstances arise which had they been existing
at the time of design would have caused such Implementation to fail to comply with the
Guidelines (“New Circumstances”), then upon having reasonable notice of such New
Circumstances, the Company shall promptly redesign affected product(s) or make
available upgrades to its affected product(s), and, as soon as reasonably practicable,
consistent with ordinary product cycles and taking into account the level of threat to
Content under the New Circumstances, shall incorporate such redesign or replacement
into its affected product(s), cease manufacturing such affected product(s) and cease
selling such affected product(s). In the case that, despite commercially reasonable
efforts, no redesign or upgrade is created, then the affected Implementations shall be
barred from receiving, storing, or otherwise using any Universal Protected content,

5.5 Examination/Inspection

Under reasonable terms, and upon reasonable notice to Company, Universal may, if it
has a reasonable, good faith suspicion that the Guidelines or Robustness Requirements
are being materially frustrated, which suspicion it has first expressed to Company in
writing and provided Company a reasonable opportunity to respond to, at its own expense
have an independent expert (acceptable to Company) inspect the details necessary to an
understanding of such product(s)’ implementation of the Guidelines and these Robustness
Requirements and such details sufficient to determine whether such product(s) is/are
Conmipliant.
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EXHIBIT C
Pre-approved Co-Brand partners

PARTNER DESCRIPTION OF CO-BRAND RELATIONSHIP

Audio Galaxy Co-branded Rhapsody Service available at andiogalaxy.com website

Best Buy Co-branded Rhapsody Service available in store and on the
www bestbuy.com website.

Cablevision Co-branded Rhapsody Service available on Optimum Online broadband
website

Charter Co-branded Rhapsody Service available on Charter High Speed Internet

Communications, website

Inc,

Cincinnati Bell Co-branded Rhapsody Service available on DSL website

Comcast Cable Co-branded Rhapsody Service available on high-speed Intemet website

Communications

Down Beat Jazz Co-branded Rhapsody Service available at www.downbeat.com jazz and

(DownBeat.com) blues website.

Gateway Co-branded Rhapsody Service available on desktop of Gateway computers,

HP/Compaq Co-branded Rhapsody Service available at www.hp.com and on desktop of
HP/Compact computers.

Lycos (Terra Co-branded Rhapsody Service available on

Network) http://music. lycos.com/rhapsody/default.asp

RCN Corporation Co-branded Rhapsody Service available on high-speed Internet website

Road Runner

Co-branded Rhapsody Service available on high-speed Internet website

Sony Electronics Co-branded Rhapsody Service available on Sony Musiclub website and on
Vaio laptops

Speakeasy Co-branded Rhapsody Service available at www.speakeagy.net and
broadband home pages

Sprint Broadband Co-branded Rhapsody Service available on DSL website

Direct

Verizon Co-branded Rhapsody Service available on DSL website

Real Subscription Agreement {4-11-05) (Final)
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EXHIBIT D

University Plans
All references to Universities herein shall be deemed to include colleges.

All references to defined terms, unless otherwise defined herein, are references to defined
terms in the main Agreement.

RealNetworks may offer the Service to University students at the discounted rates set
forth in this Exhibit (“University Service Plans”), solely with Universal’s prior written
approval. Universal shall not unreasonably withhold approval if the applicable University
Service Plan is subject to the following restrictions:

D Provided that the Agreement has not terminated, commencing in September, 2005
the following limitations of access to the Service shall become effective:

(a)  The Service may only be accessible by one personal computer per student
meaning that Streams must only be accessible by one personal computer at a time;
conditional downloads (or so-called tethered downloads) can only be downloaded to one
personal computer. Notwithstanding the foregoing, provided that RealNetworks can
verify and insure that a University Subscriber accesses the Service on a University local
area network when downloading conditional downloads, Then that University Subscriber
may access the conditional downloads on up to three computers,

(b)  Under the University Service Plans, the definition of Permitted Devices in
Exhibit A is limited to one personal computer per student unless otherwise set forth
herein. Universal Content shall not be accessible on Home Media Servers, Home Media
Receivers or portable devices.

2) Eligible End Users,

(a) Only on- and off-campus full-time or part-time matriculating
undergraduates as well as full-time graduate students are eligible to receive the
discounted University Service Plans (“Eligible End User”). Faculty, alumni and part-time
graduate students are excluded. With the exception of the summer term, if an otherwise
Eligible End User student is not registered for classes on-campus during any term or
semester, that student may not access the University Service Plan during such leave of
absence.

(b) During the summer term, the University may provide continued access to
the University Service Plan to students that will be Eligible End Users during the Fall
semester or term, provided that Universal is paid the Content Fees set forth below during
the summer semester or term. In the event that the University elects not to provide access
to the University Service Plan, then access the Service shall be disabled, inclusive of any
Conditional Downloads that have previously downloaded to an Eligible End User’s
personal computer.

Real Subscniption Agreement (4-11-05) (Final)





RESTRICTED - Subject to Protective Order
in Docket No. 2006-1 CRB DSTRA

3) Content Fees:

RealNetworks may offer the University Service Plan pursuant to a minimum guarantee as
set forth in Section 3(a) of this Exhibit D or on an opt-in basis as set forth in Section 3(b)
of this Exhibit D.

(a) Rollout commitment / minimum guarantee: Provided that RealNetworks
and/or the University meets the subscriber guarantees set forth below (“Minimum
Subscriber Guarantees™), Universal’s Content Fees for University Service Plans shall be
as follows:

Universal shall be paid Universal’s Proportionate Share of the greater of:

(1) 46% of the greater of (x) the retail price paid by University
students (less any actual charges incurred by the University for Service billing purposes
but in no event shall such charges be greater than 20% of the retail price) or (y) the
wholesale price paid by the University for the Service, but in either case any applicable
deduction for the Rhapsody Radio set forth in Section 14 (r); or,

(i1)  $.80 per student who has access to the Service per month.

The Minimum Subscriber Guarantees (based on the undergraduate population
residing on-campus) are as follows:

70% of the number of matriculating full or part time undergraduates residing on-
campus for Colleges and Universities housing 1 - 2000 on campus
undergraduates

60% of the number of matriculating full or part time undergraduates residing on-
campus for Colleges and Universities housing 2001 - 10,000 on campus
undergraduates

50% of the number of matriculating full or part time undergraduates residing on-
campus for Colleges and Universities housing greater than 10,000 on
campus undergraduates

The Minimum Subscriber Guarantees set forth above establish the minimum
number of Eligible End Users that have access to the Service. This guaranteed number
may be filled by any Eligible End User.

(b) Opt-in University Service Plan: if the Service does not meet the Minimum
Subscriber Guarantees set out above, RealNetworks can offer an 'opt-in' model to all
Eligible End Users (as defined in Section 2 of this Exhibit D) and Universal shall be
compensated as follows:

Real Subscription Agreement (4-11-05) (Final)
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Universal’s Proportionate Share of the greater of:

(i) 50% of the greater of (x) the retail price paid by University students (less
any actual charges incurred by the University for Service billing purposes but in no event
shall such charges be greater than 20% of the retail price) or (y) the wholesale price paid
by the University for the Service, but in either case any applicable deduction for the
Rhapsody Radio set forth in Section 14 (r); o

(i)  $1.65 per student per month.

All Content Fees for University Service Plans (opt-in or guaranteed) shall be calculated,
reported and paid separately from all other Content Fees. By way of example, Universal’s
Proportionate Share shall be calculated solely based upon usage at each University, and
plays or Performances of Streams and Conditional Downloads at Universities shall not be
included in the calculation of Universal’s Proportionate Share for non-University Service
Plans, Reporting and payment shall be made to Universal on a University by University
basis for the 2004-2005 school year, at the end of each semester, but no later than the
following dates: January 10, for the Fall semester, July 10, for the Spring semester,
September 10 for the summer semester, For the 2005-2006 school year it is anticipated
that such reporting and payment shall be more frequent. The reporting template for
University Plans is attached to this Exhibit D.

4) Free Trial — Upon approval of Universal, in its discretion, RealNetworks may
offer a one semester (Fall or Spring) royalty-fiee free trial of the University Service Plan,
provided that the University commit to appropriate marketing of the Service (e.g.,
inclusion in orientation packages, campus signage etc.).

5) Most Favored Nations. As it relates to any specific University Service Plan during
both the free trial period and paid periods, RealNetworks agrees, represents and warrants
that it will pay Universal no less than it pays (i) any other Person licensing or otherwise
providing Sound Recordings to RealNetworks for use on the Subscription Service or (ii)
any holder in the copyrights of the musical compositions underlying the Universal Sound
Recordings (“Music Publishers”) (on a pro rata basis). All terms of Section 3(c)
concerning notice and retroactive application shall apply to this Section 5 of Exhibit D
and the provisions of this Section 5 of Exhibit D shall be deemed a representation and
warranty under the Agreement.

6) If RealNetworks is unable to offer the Service to Universities under any plan set

forth in this Exhibit D, RealNetworks may offer the Service in consideration for the
content fees set forth in the Agreement, at no discount.

Real Subscription Agreement (4-11-05) (Final)
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DIRECT TESTIMONY OF CHARLES CIONGOLI

INTRODUCTION

A. Background and Qualifications

I am Executive Vice President and Chief Financial Officer for Universal Music Group
North America (“UMG”), a position I have held since 2003. I ultimately am responsible for all
the finance activities of UMG’s North American operations, which includes nine United States
record label groups, as well as music publishing, distribution, and manufacturing operations. In
my capacity as Executive Vice President and Chief Financial Officer, I have personal knowledge
of, and regularly review, the finances of UMG’s record label operations in the United States.

I was previously Senior Vice President of Finance for UMG. Prior to that, I was
employed as Vice President of Finance for MCA Records, and also served as Vice President and
Group Controller for both MCA Records and MCA Music Publishing. I began my employment
with MCA in 1990 as the Group Controller for the MCA Music Entertainment Group, which
became UMG in 1996. Prior to joining MCA in 1990, I was a Senior Manager with the
international accounting and consulting firm Price Waterhouse where, for ten years, [ provided a
variety of audit, accounting and special services for Mergers and Acquisitions.

I received a Bachelor’s degree in Finance and Auditing from California State University
at Northridge. I am a Certified Public Accountant (CPA) in the State of California, and I am a
member of the American Institute of Certified Public Accountants and the California State

Society of CPAs.





Public Version

B. Universal Music Group

UMG is the largest record company in the world and had a 31.7% share of the domestic
recorded music market in 2005; it consists of numerous acclaimed and popular record labels,
including Motown Records, Universal Records, Geffen Records, Interscope Records, MCA
Nashville, and Island Records and Def Jam Records. Our artist roster is a lineup of many of the
biggest stars in almost all styles of music, including artists such as Luciano Pavarotti, Shania
Twain, Bon Jovi, Mariah Carey, Eminem, and Kanye West.

Our history dates back to the Music Corporation of America (“MCA”), which was
founded in 1924. We have been a major force in the recording industry since the 1960’s, when
MCA acquired Decca Records and several other labels and formed MCA Records in 1971, Our
growth in the record industry has been steady since those days. After adding several legendary
labels to its fold, including Interscope Records and Geffen Records in the 1990°s, MCA was
renamed Universal Music Group in 1996. A major addition to our company came in 1998 when
we acquired the PolyGram group from Phillips N.V. We are headquartered in New York, New
York.

OVERVIEW

In the following discussion, I explain some of the main cost categories in our income
statement and cash investments related to our business. The UMG income statement is attached
to my testimony as an exhibit. See SX Ex. 106 DR. The discussion is not intended to be a
comprehensive listing of all of our cost line items, but rather an overview of the most important
costs necessary for our business.

It is important to note that virtually all of the costs that I discuss are directly or indirectly

necessary for the satellite radio services (“SDARS”) and pre-existing services (“PES”)





Public Version

(collectively, “Services™) to have the sound recordings they use to attract subscribers to their
services. Even costs associated with our physical sales fall in this category: without the
revenues from physical sales, we would not be able to finance the production of new sound
recordings or the associated marketing needed to create new popular music.

One final introductory note is that the distinct and interrelated finance and accounting
concepts of costs, expenses, investments and cash expenditures are often conflated in general
discussion. For present purposes, the technical distinctions among these terms are not
instructive. Accordingly, my testimony uses the term “cost” broadly to give the Board an
instructive sense of the financial scope of UMG’s business -- the business of making and
exploiting sound recordings.

TESTIMONY

Though any “total cost” figure can be somewhat malleable around the edges, it is safely
stated that UMG’s total costs in 2005 were approximately [_].l I will spend the rest of
this statement explaining that figure and breaking it down into its component parts. I start by
describing the key variable cost categories of our business. These are costs that, broadly
speaking, we incur as a function of our sales. I then discuss marketing and recording costs as a
separate section because these costs do not comfortably fit in a discussion of either variable or
overhead costs. Finally, the third section of the discussion describes the key overhead costs of

our operations.

' The information in this testimony that has been marked as restricted is proprietary and
commercially sensitive information that is not generally known to the public.

3
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A. Variable Costs
L Royalties and Other Contractual Payments
In fiscal year 2005, the total external direct costs of sales for UMG were over [[JJi

B Of our [N total variable costs, over [ D related to amounts

associated with artists and other participants, including a growing amount for various forms of
digital exploitation, such as [|| SN for on-line and [ in mobile-related
royalties. These amounts include payments to various different types of contributors in the
music making process, including our recording artists, producers, music publishers, licensors of
sound recordings that we distribute, various types of production companies, and joint venturers.

The substantial costs we incur under this line item represent the life blood that ensures
that musical creativity continues to flourish. The royalties and other payments we make are
imperative in maintaining an economic incentive (and often the very financial ability) for the
creative talent to continue their craft. In this respect, our over (|| I per year direct
expenses relating to royalties resulting from creativity is particularly significant in maximizing
the availability of creative works to the public.

2. Manufacturing and Other Variable Costs

Even as physical sales decline and our business is shifting increasingly to digital
distribution, the costs associated with our physical operations remain significant. In 2005, we
recognized [N in manufacturing and related expenses, and [ in other
variable distribution costs.

The costs described in this subsection, totaling over [—], are costs of selling
sound recordings, physical or digital. In addition, we have funds in our inventories in the

amount of [ | I 2s of the ending balance sheet for 2005. As already explained, these
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costs are relevant to the present proceedings because it is the sales of our sound recordings that
create the financial ability for us to produce new music. Consequently, without us incurring
these costs, the new production of sound recordings would be disrupted, and the Services would
soon find themselves without new and exciting musical content to offer their subscribers.

B. Marketing and Recording Costs

Marketing and recording costs form another major cost that record labels incur in
ensuring a continuous flow of new artists and recordings to the marketplace for the public to
enjoy. These expenditures -- if successful -- benefit both record companies and the Services,
who count on the recording industry constantly to deliver new popular artists and new music
from already established artists. In fiscal year 2005, UMG’s income statement denoted {-
-] as our marketing expense and recognized [—} in non-recoupable artists and
repertoire (“A&R”) costs or write-offs for advances that are likely never to be recouped.

1, Marketing Costs

In the recording industry, “marketing” does not refer simply to the marketing of our CDs
and other physical products. Rather, it is a much broader concept that is best thought of as
“marketing” our artists to their target audiences, turning new songs and albums into “hits,” and
turning new recording artists into “stars.” The investment in marketing includes the cost of
making music videos, consumer advertisements, publicity and promotional tours, promotional
merchandise, and a host of other expenses. Most of these marketing costs are incurred up front,
before the record company is able to generate any revenue from the music that is being
marketed.

In 2005, our gross marketing cost commitments were [|| ||| | . Of this amount,

the two biggest tine items, video production at [ ||| | Il and consumer advertising at

n
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(I :ccount for well over a third of all marketing costs. Music videos, which often
resemble short movies, are a substantial creative output from our business in their own right, and
remain one of the most powerful tools to generate awareness of new artists as well as new music
from established artists. In today’s world, videos create a critical visual connection to the music.
Music videos and consumer advertising allow record labels to use these traits to project the
overall image of the artist to the public.

The five next most significant line items in our marketing costs include publicity and
promotional tours [|| | . independent services . oockacin: (N
. promotional merchandising (|| . and co-operative advertising [
—

Publicity and promotional tours include the costs we incur in sending our artists for TV
and other media appearances, and promotional tours where our artists perform for industry
tastemakers or early fans without being separately compensated for the performance.
Appearances on national and key regional media are obviously an important part of our efforts to
create awareness for the artist, and promotional appearances give us the ability to introduce the
artist live and in person to key industry figures and fans. Independent marketing services
encompass a variety of costs paid to individuals and companies who operate in effect as an
extension of our in-house marketing staff.

The marketing spend on packaging represents the cost of designing attractive packaging
for our products and the related collateral materials. Notably, ‘packaging’ is not limited to
physical sales. Many of the images used by various digital distributors are results of our
investment in the design efforts under this line item. The merchandising line item incorporates

the costs of various materials we manufacture primarily for point-of-sale promotions, such as
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posters, various cardboard stand-ups and window display flats, and customized bins for products,
as well as other promotional items such as t-shirts and other fan materials.

Other marketing expenses include items such as deficit funding of commercial tours,
Internet marketing and website development, and publicity materials.

2. Recording Costs

In theory, recording costs are recoupable from royalties otherwise payable to artists or
production companies and, in that sense, they constitute de facto royalty advances. In the event
of a successful recording, the recoupable recording costs are later offset against royalty earnings
as part of that accounting process.

While a part of our gross recording costs are later reclassified as royalty expenses, the
majority of recordings end up not being successful and, despite our contractual right to recoup
these costs, as a practical matter there are insufficient royalty earnings to allow for recoupment.
Additionally, while most A&R-related costs are recoupable, some are not, and such costs
represent an additional investment our company makes directly into the creation of sound
recordings.

In 2005, the income statement impact of non-recoupable costs and write-offs from costs
deemed unlikely to be recouped was [||JJ ] ] Jll. Additionally, our ending balance sheet for
the year includes (| j  QJNUENE) of capitalized recording costs and advances.

C. Overhead

In fiscal year 2005, our total overhead was (||| | JREEEIE. This includes general and

administrative overhead, as well as marketing, A&R, and sales and distribution overhead.

~J
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1. General & Administrative Overhead

The costs associated with our general and administrative (“G&A”) functions were
(N i~ fiscal year 2005. Our G&A costs include the costs associated with our
executive, legal, finance, copyright and royalties, information technology, human resources,
corporate development, and administrative departments. The activities that fall under the
responsibilities of the departments accounted for under G&A are critical to the functioning of the
company, and are essential for the production of the sound recordings used by the Services.

2. Marketing Overhead

In addition to the [—] of third-party marketing expenses, our 2005 income
statement also includes [N o5 the cost of our in-house marketing staff. The
marketing department is also divided into several sub-departments, including artist development,
publicity, promotion, video and new media. The video department is one of the most important
marketing departments, because it is responsible for making sure that an artist’s videos align
with the artist’s vision and image.

The artist development department works closely with the artists and artist management
to identify touring opportunities and to coordinate the various marketing efforts associated with a
particular artist. Our in-house publicity staff consists of a group of professionals who work with
various media outlets and supervise the work of outside publicists we engage for specific
projects. The promotion staff is responsible for generating awareness of and excitement about
our records at radio stations and with various music video channels. The new media department,
which only emerged a few years ago, is now one of the most important marketing departments

and is responsible for various Internet-based promotion and marketing efforts.
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3. A&R Overhead

The overhead costs associated with our A&R department were [[| | | | N Bl in fiscal
year 2005. This department consists of the staff responsible for searching for and identifying the
talent we sign to recording agreements, and it is critical to our ability to record the best talent
available. The involvement of the A&R department, however, goes far beyond simply finding
talent -- after artists are signed to one of our labels, the A&R staff works closely with them in
developing and finding the best possible material for their records, as well as overseeing their
recording sessions.

4. Selling and Distribution Overhead

Our selling and distribution overhead in 2005 was [[EESSESEEN] This cost comprises
the departments responsible for retail interaction, customer service, credit and collection, and
supply chain fulfillment with both physical and digital retailers, as well as the departments

responsible for the production of our inventories and various logistical operations necessary for

the business.





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

best of my knowledge and belief.

Charles Ciongoli

Date: "/ﬁ/ Z ?/7w£
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