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SUMMARY: The United States Copyright
Office is issuing a final rule to
implement section 115 of the Copyright
Act of 1976. Section 115 establishes a
compulsory license for the making and
distribution of phonorecords of
nondramatic musical works. Section
115, in turn, requires the Register of
Copyrights to prescribe by regulation
the procedures for the monthly payment
of royalties and preparation and service
of monthly and annual statements of
account by licensees. This final rule
updates the existing payment and
statement-of-account regulations in
response to legal and marketplace
developments, including the Copyright
Royalty Board’s adoption of newer
percentage-of-revenue royalty rate
structures for certain digital music
services, and changes in accounting and
industry practice in the years since the
rules were last substantially amended.

DATES: Effective Date: November 17,
2014.

FOR FURTHER INFORMATION CONTACT:
Sarang V. Damle, Special Advisor to the
General Counsel, Stephen Ruwe,
Attorney-Advisor, Office of the General
Counsel, or Rick Marshall, Attorney-
Advisor, Office of the General Counsel,
at the U.S. Copyright Office, P.O. Box
70400, Washington, DC 20024.
Telephone: (202) 707-8350.

SUPPLEMENTARY INFORMATION:
I. Background

The Copyright Act gives owners of
musical works the exclusive right to
make and distribute phonorecords of
those works (i.e., copies in which the
work is embodied, such as CDs or
digital files). 17 U.S.C. 106(1), (3). This
right (often referred to as the
“mechanical” right) is subject to a
compulsory license under Section 115
of the Act. 17 U.S.C. 115. Under that
provision—instituted by Congress over a
century ago with the passage of the 1909
Copyright Act—once a phonorecord of a
musical work has been distributed to
the public in the United States under
the authority of the copyright owner,
any person can obtain a license to make

and distribute phonorecords of that
work. Id. In 1995, Congress confirmed
that a copyright owner’s exclusive right
to reproduce and distribute
phonorecords of a musical work, and
the Section 115 license, extend to the
making of ““digital phonorecord
deliveries” (“DPDs”). See Digital
Performance Right in Sound Recordings
Act of 1995 (“DPRSRA”), Public Law
104-39, sec. 4, 109 Stat. 336, 34448
(1995) (codified at 17 U.S.C.
115(c)(3)(A)).

A person wishing to use the
compulsory license must comply with
several requirements imposed by statute
and regulation. For instance, licensees
must first file a notice of intention to
use the compulsory license. See 17
U.S.C. 115(b); 37 CFR 201.18. The
statute also requires payment of
royalties and compliance with terms
established by the Copyright Royalty
Board (“CRB”) in periodic ratemaking
proceedings. See 17 U.S.C. 115(c)(3)(C)-
(D). And, as most relevant here, the
statute requires licensees to make
monthly royalty payments, and provide
monthly and annual statements of
account, in compliance with regulations
issued by the Register of Copyrights. 17
U.S.C. 115(c)(5).2

The Copyright Office first
promulgated regulations prescribing the
procedures for the payment of royalties
and the preparation and service of
monthly and annual statements of
account in 1980; those regulations were
codified in section 201.19 of title 37 of
the Code of Federal Regulations. See 45
FR 79038 (Nov. 28, 1980). In that
rulemaking, the Office identified a
“guiding principle” that is equally
applicable today: That the regulations
should preserve the compulsory license
as ‘‘a workable tool,” while at the same
time “assuring that copyright owners
will receive ‘full and prompt payment
for all phonorecords made and
distributed.” ” Id. at 79039 (quoting H.R.
Rep. No. 94-1476, at 110 (1976)). The
Office accordingly evaluated proposed
regulatory features using “three
fundamental criteria.”” Id. First, the
Office stressed that “[t]he accounting
procedures must not be so complicated
as to make use of the compulsory
license impractical.” Id. Second, “[t]he
accounting system must insure full

1 Although, the Copyright Royalty Board (“CRB”)
has general authority to establish royalty rates and
terms for the Section 115 license, see 17 U.S.C.
115(c)(3)(C) & (D), the Act also separately gives the
Register of Copyrights responsibility for issuing
regulations relating to specific aspects of that
license, see id. 115(b)(1) & (c)(4)—(5). See generally
73 FR 48396 (Aug. 19, 2008) (addressing division
of authority between the Copyright Royalty Judges
and the Register of Copyrights under the Section
115 license).

payment, but not overpayment.” Id. at
79310. Third, and finally, “[t]he
accounting system must insure prompt
payment.” Id.

Although the Office has amended
aspects of its payment and statement-of-
account regulations from time to time,
the regulations have always assumed
that the compulsory mechanical license
will carry a flat royalty rate per
phonorecord made and distributed. That
assumption is no longer true. In recent
years, the CRB has adopted a
‘““percentage-of-revenue” model for
calculating royalties for newer digital
products like interactive streaming and
limited downloads. See, e.g., 78 FR
67938 (Nov. 13, 2013). Under that
model, royalty calculations work
essentially as follows, with some details
omitted. First, an “all-in royalty” is
defined to be a specified percentage of
the service’s revenues. Second, royalties
that are separately paid to performing
rights organizations for the public
performance of musical works are
subtracted from the all-in royalty. 37
CFR 385.12(b)(1)-(2), 385.22(b)(1)-(2).
The resulting figure represents the total
royalties that the service must pay to all
copyright owners under Section 115,
although there are “floors” to ensure
services make at least a minimum
royalty payment. The total payable
royalty pool must be further allocated to
individual musical works. To do so, the
pool is divided by the total number of
“plays” (i.e., the total number of times
the service played any phonorecord of
any musical work during the relevant
accounting period), and the resulting
“per-play” royalty rate is multiplied by
the number of plays of each individual
musical work to obtain a “per-work”
royalty allocation. 37 CFR 385.12(b)(3),
385.22(b)(3).

After a number of stakeholders
expressed concern that the Office’s
statement-of-account regulations do not
account for these newer royalty
structures, the Office proposed
amendments to those regulations and
requested public comment in a notice of
proposed rulemaking (“NPRM”). See 77
FR 44179 (July 27, 2012). The Office
received five initial comments, and
eighteen reply comments. In December
2013, the Copyright Office requested
additional comments concerning the
proposed amendments. 78 FR 78309
(Dec. 26, 2013). The Office received one
initial comment, and three reply
comments.?

2 All comments received in relation to this
rulemaking are available on the Copyright Office
Web site at http://www.copyright.gov/docs/
docket2012-7/.
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The Office received a particularly
significant set of comments from a
group representing both copyright
owners and compulsory licensees. That
group, referred to herein as the “Joint
Commenters,” consisted of the Digital
Media Association (“DiMA”’), the
National Music Publishers’ Association,
Inc. (“NMPA”), the Recording Industry
Association of America, Inc. (“RIAA”),
the Harry Fox Agency, Inc. (“HFA”),
and Music Reports, Inc. (“Music
Reports”). The Joint Commenters
reached agreement on a broad range of
modifications to the proposed rule,
which were reflected in a set of
proposed regulations they submitted
along with their initial set of comments.
See Joint Commenters, Initial Comments
Submitted in Response to U.S.
Copyright Office’s July 27, 2012 Notice
of Proposed Rulemaking at 2-3, exh. A
(Oct. 25, 2012) (“Joint Commenters
Initial Comments”). After carefully
evaluating the Joint Commenters’
proposal against the goals outlined
above, the Office has adopted many
elements of that proposal as part of the
final rule. At the same time, our
evaluation and consideration of the
comments has led us to conclude that
some aspects of the Joint Commenters’
proposal would be contrary to the goal
of providing a workable means of
licensing mechanical rights for musical
works.

II. Discussion

Section 115(c)(5) of the Copyright Act
directs the Register of Copyrights to
issue regulations governing monthly
payments and monthly and annual
statements of account for the
compulsory mechanical license for
nondramatic musical works.
Specifically, that provision states:
“Royalty payments shall be made on or
before the twentieth day of each month
and shall include all royalties for the
month next preceding. Each monthly
payment shall be made under oath and
shall comply with requirements that the
Register of Copyrights shall prescribe by
regulation. The Register shall also
prescribe regulations under which
detailed cumulative annual statements
of account, certified by a certified public
accountant, shall be filed for every
compulsory license under this section.
The regulations covering both the
monthly and the annual statements of
account shall prescribe the form,
content, and manner of certification
with respect to the number of records
made and the number of records
distributed.” 17 U.S.C. 115(c)(5). As the
legislative history makes clear, the goal
of this provision is to ensure “that
copyright owners . . . receive full and

prompt payment for all phonorecords
made and distributed” and to “increase
the protection of copyright proprietors
against economic harm from companies
which might refuse or fail to pay their
just obligations.” H.R. Rep. No. 94—
1476, at 110-11.

The final rule fulfills these directives
by providing new payment and
statement-of-account regulations for
services subject to a percentage-of-
revenue royalty rate, referred to here as
‘“‘percentage-rate usages.” See 37 CFR
part 385, subparts B & C. For such
usages, the revised regulations largely
incorporate by reference the rate
calculation methodology established by
the CRB. In addition, the final rule
adopts regulations for services subject to
cents-per-phonorecord rates (i.e.,
physical phonorecord deliveries,
permanent downloads, and ringtones,
see 37 CFR part 385, subpart A, referred
to here as “cents-rate usages’’) that
closely mirror existing requirements,
which were designed with cents-rate
usages in mind. The final rule also
makes other technical and
organizational changes, some of which
reflect developments in accounting and
industry practice in the years since the
rules were last substantially amended.
Overall, the final rule is designed to be
flexible, so that as the CRB makes future
amendments to the rates and terms
under Section 115, there will be limited
need to amend these regulations.

The following sections highlight the
major features of the final rule,
including areas that garnered public
comment or where the final rule
substantially departed from the
proposed rule.

A. Organizational and Technical
Changes

1. Overall Structure of the Rule

The proposed rule contained two
separate subparts within part 210 in title
37 of the Code of Federal Regulations.
Proposed subpart B incorporated the
existing regulations in section 201.19
with only minor amendments, and was
designed to apply to cents-rate usages,
while proposed subpart C was mostly
new, and was designed to apply to
percentage-rate usages. The Joint
Commenters disagreed with this
approach, and proposed merging
subparts B and C of the proposed rule.
They explained that the proposed rule
was unnecessarily repetitive, and that
its structure suggested that licensees
operating services with different rate
structures (e.g., a licensee that offers a
download service and an interactive
streaming service) would have to
provide separate statements of account

for each kind of service. See Joint
Commenters Initial Comments at 3-5.
No other commenter opposed the Joint
Commenters’ proposal.

The Office agrees with the Joint
Commenters’ approach. Accordingly,
the final rule adds only a single
subpart—subpart B. Within that subpart,
the provisions governing monthly and
annual statements of account (sections
210.16 and 210.17, respectively) each
have separate paragraphs governing
cents-rate and percentage-rate usages.

2. GAAP Accounting Rules

Several provisions of the rule require
the application of Generally Accepted
Accounting Principles (“GAAP”). In the
NPRM, the Office questioned whether
GAAP supplied the appropriate
accounting methodology. 77 FR at
44181. In the time since the Office
issued the NPRM, the CRB has affirmed
the temporary reliance on GAAP in the
rate-calculation context and included
language in its rules that contemplates
the United States’ eventual migration
from GAAP standards to International
Financial Reporting Standards (“IFRS”).
See 37 CFR 385.11.3 To maintain
consistency between the terms adopted
by the CRB and these regulations, the
final rule includes a treatment of the
term GAAP that parallels that in the
CRB rules.

3. Defining When Phonorecords Are
“Distributed”

The final rule makes a purely
organizational change that consolidates
the provisions describing when
phonorecords are considered
“distributed” within the meaning of
Section 115. Section 115 provides that
royalties are payable ‘““for every
phonorecord made and distributed.” 17
U.S.C. 115(c)(2). It also provides that “a
phonorecord is considered ‘distributed’
if the person exercising the compulsory
license has voluntarily and permanently
parted with its possession.” Id. The
exiting statement-of-account regulations
implemented these statutory provisions
in two different places. First, the
regulatory definition of the term
“voluntarily distributed” generally
addressed the circumstances in which
physical phonorecords would be
deemed “distributed.” See 37 CFR

3The Joint Commenters note that the Securities
Exchange Commission (“SEC”’) has long been
exploring a move towards incorporating IFRS into
the United States’ financial reporting system. Joint
Commenters Initial Comments at 9 (citing SEC,
Work Plan for the Consideration of Incorporating
International Financial Reporting Standards into
the Financial Reporting System for U.S. Issuers
(2012), available at http://www.sec.gov/spotlight/
globalaccountingstandards/ifrs-work-plan-final-

report.pdf).
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201.19(a)(8). Second, the regulatory
definition of the term “digital
phonorecord deliveries”” described the
circumstances in which DPDs would be
considered distributed. See 37 CFR
201.19(a)(7).

The final rule consolidates the
provisions describing when physical
and digital phonorecords are to be
considered distributed under the rule’s
definition of the term “distributed” in
the new section 210.12(g). No
substantive effect is intended by this
change. In addition, to better reflect the
language used in the statute, the term
“distributed” replaces the term
“voluntarily distributed” throughout the
final rule. See 17 U.S.C. 115(c)(2).
Again, no substantive effect is intended,
including with respect to the provisions
governing involuntary relinquishment.

4. Tax Withholding

Though not addressed in the NPRM,
the Joint Commenters raised an issue
relating to tax withholding that may be
required under federal tax law. They
explain that, in certain circumstances,
““a payor may be required to take backup
withholding from payments for
remittance to the IRS.” Joint
Commenters Initial Comments at 28.
They note, however, that the existing
regulations do not address how such
withholdings are to be reported in the
statements of account. Id. Accordingly,
they have proposed including a rule that
requires a licensee to report such
withholdings either on the monthly
statement or on or with the payment
itself. Id. No other commenter opposed
that proposal.

After examining the issue, the Office
agrees that, in the interests of ensuring
transparency in the accounting process,
statements of account should make clear
when money is withheld from royalty
payments to copyright owners for
remittance to the IRS. The Office has
therefore adopted the Joint Commenters’
proposal in section 210.16(f)(7) of the
final rule.

5. Provisions Relating to Incomplete
Transmissions and Retransmissions

The existing rule contains several
provisions regarding incomplete
transmissions and retransmissions of
DPDs. For instance, the rule requires the
reporting of DPDs that were “never
delivered due to a failed transmission,”
or were ‘‘digitally retransmitted in order
to complete a digital phonorecord
delivery.”” 37 CFR 201.19(e)(3)(i)(B). The
rule also incorporates incomplete
transmissions and retransmissions of
DPDs into the calculations of royalty
rates. 37 CFR 201.19(e)(4)(ii). The

proposed rule carried forward these
provisions without alteration.

The Joint Commenters proposed
doing away with these provisions.
Instead, they recommended that the
Office add a new sentence to the
definition of “digital phonorecord
delivery” specifying that a DPD “does
not include a transmission that, as
reasonably determined by the
distributor, did not result in a
specifically identifiable reproduction of
the entire product being transmitted,
and for which the distributor did not
charge, or fully refunded, any monies
that would otherwise be due for the
relevant transmission.” Joint
Commenters Initial Comments at 29-30.

According to the Joint Commenters,
the existing provisions relating to
incomplete transmissions and
retransmissions are problematic in
several respects. For example, they
noted that the existing rule defines an
“incomplete transmission’ as one in
which the entire sound recording is not
transmitted, and maintained that, taken
literally, this definition would appear to
encompass ringtones. Id. at 29. They
also asserted that it is technically
impossible to individually track all
incomplete transmissions and
retransmissions, and that even if such
information could be comprehensively
tracked, the rule would “‘require
delivery of what would seem to be
massive amounts of useless
information.” Id. at 30. As a result,
according to the Joint Commenters,
industry practice has developed such
that there is no reporting of incomplete
transmissions or retransmissions. Id. No
other commenter disputed the Joint
Commenters’ claims or opposed their
proposal.

The Office concludes that removing
the provisions requiring reporting of
incomplete transmissions and
retransmissions would further the goal
of ensuring that these regulations are
not ““so complicated as to make use of
the compulsory license impracticable.”
45 FR at 79039. In particular, given that
the Joint Commenters are not aware of
any reporting of incomplete
transmissions and retransmissions, and
given their joint agreement that such
reporting is unnecessary, it would seem
prudent to ensure that the regulations
comport with industry practice. The
final rule thus adopts the Joint
Commenters’ approach of excluding
incomplete transmissions from the
rule’s definition of “digital phonorecord
deliveries.”

6. Reconciling Overpayments in the
Annual Statement

The proposed rule, like the existing
rule, provided that where an annual
statement of account shows an
underpayment by the statutory licensee,
the licensee must deliver the amount of
the underpayment together with the
annual statement of account. See 77 FR
at 44192; 37 CFR 201.19(f)(7)(ii). The
existing rule, however, did not include
any provision addressing how
overpayments by the statutory licensee
are to be handled. To address this
shortcoming, the Joint Commenters
proposed that the final rule specify that,
where an overpayment exists, such
amount “‘shall be available to the
compulsory licensee as a credit.” See
Joint Commenters Initial Comments,
exh. A, at A—21. No other commenter
objected to that proposal.

The Office has adopted the Joint
Commenters’ proposal in the final rule.
The Office stresses, however, that the
manner in which any such credit is
taken must be consistent with GAAP.

B. Issues Presented Involving
Calculations of Royualties

1. Royalty Calculation Issues in General

The existing statement-of-account
regulations set forth in detail the
process for calculating royalty payments
each month. See 37 CFR 201.19(e)(4).
The proposed rule carried forward these
provisions for cents-rate usages. See 77
FR at 44188. For percentage-rate usages,
the proposed rule aimed to
comprehensively mirror the rate
calculation methodology promulgated
by the CRB. See 77 FR at 44194.

The proposed rule’s approach to
calculation of royalties for cents-rate
usages was uncontroversial, and the
final rule adopts the proposed rule with
only minor modifications (including
removal of provisions for incomplete
transmissions and retransmissions of
DPDs, an issue which is addressed
above). For percentage-rate usages,
however, the Joint Commenters
highlighted several instances where the
proposed rule was inconsistent with the
rates adopted by the CRB, including that
the rule appeared to contemplate
payment for every phonorecord
distributed and a separate calculation of
a per-phonorecord payment by offering.
Joint Commenters Initial Comments at
5—6. The Joint Commenters explained
that “[ulnder Part 385 Subparts B and C,
the number of phonorecords made and
distributed is not generally
determinative of the rate calculation,
and phonorecords of multiple
configurations are generally treated
together as part of a single rate
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calculation.” Id. at 5. The Joint
Commenters instead proposed that the
statements of account regulations ““take
a minimalist approach to incorporating
into the accounting regulations details
imported from Part 385.” Id. at 6. In
particular, they recommended that for
percentage-rate royalties the rule simply
provide that the amount of the royalty
payment shall be calculated as provided
in the relevant portions of part 385. Id.
at B—13 to B—14. No other commenter
opposed this proposal.

The Office agrees with the Joint
Commenters’ critique of the proposed
rule, and adopts their proposed
solution. Taking a minimalist approach
has a distinct advantage: It is likely that
the CRB will alter the current rates in
future rate periods, and incorporating
the rates by reference avoids the need to
revisit these rules after every such
change. The Office stresses, however,
that the final rule requires the licensee
to include a detailed and step-by-step
accounting of the calculation of
royalties, to allow the copyright owner
to verify the accuracy of the royalty
payment.

2. Accounting for Deduction of Public
Performance Royalties

As noted above, the percentage-of-
revenue royalty rates established by the
CRB allow licensees to deduct royalties
due for the public performance of
musical works from the amounts owned
under the Section 115 license. See 37
CFR 385.12(b)(2), 385.22(b)(2). In the
NPRM, the Office recognized that the
nature of the music licensing
marketplace is such that the value of
applicable performance royalty rates
may be unknown or established on an
interim basis at the time statements of
account and corresponding royalty
payments become due. 77 FR at 44181.
To address this scenario, the Office
proposed that licensees would be
permitted to account for unknown
performance royalties by using an
established interim royalty rate or, if no
interim rate is established, a “reasonable
estimation” of the expected final rate.4
In either case, the proposed rule
required licensees to file amended
annual statements of account and
reconcile the actual amounts of royalties
owed to copyright owners under the
Section 115 license within six months
of the establishment of a final
performance royalty rate. 77 FR at
44194.

4The proposed rule called for the “reasonable
estimation’ to be made “in accordance with
Generally Accepted Accounting Principles.” 77 FR
at 44194.

The Joint Commenters agreed that
new accounting regulations should
permit licensees to calculate unknown
performance royalties based on interim
or estimated performance rates, with a
“true-up’’ occurring once the final rates
for a given period have been
determined. Joint Commenters Initial
Comments at 6. However, they offered
two refinements to the Office’s proposed
approach. First, they suggested that the
Office only require licensees to report
any amendments based on the final
establishment of performance rates on
the next regular annual statement of
account. Id. at 9.5 The Joint Commenters
maintained that the cost of preparing
and certifying both an annual statement
and an amended annual statement for
each copyright owner would be
burdensome. Id. In addition, they noted
that “where ownership of a work may
have changed over the relevant period,
the only practicable approach is to make
the adjustment between the licensee and
the current copyright owner” in the next
regular annual statement of account. Id.®
Second, Joint Commenters suggested
that the rules specify that amended
statements of account should only be
required when performance royalties
have been established for ‘““all works
used by the service in an accounting
period.” Id. at 7-8. As justification for
that refinement, the Joint Commenters

5 The Joint Commenters also recommended that
the Office declare it reasonable to “‘use the aggregate
amount of public performance royalties then sought
from the licensee by performing rights licensors” as
a basis for computing the interim or estimated
public performance royalty component. Joint
Commenters Initial Comments at 7. The Office
declines to do so. The Office believes that GAAP
will provide adequate standards for the
determination of the estimate, and that the use of
GAAP should mitigate the concern that licensees
will adopt inappropriate estimates.

6 Gear Publishing Company (“Gear” or “Gear
Publishing”), the only other party to comment on
this issue, suggested that, in the absence of an
interim royalty rate, public performance royalty
rates should be “no less than one hundred and
thirty five percent (135%) of the previously set
rates.” Gear Publ’g, Initial Comments Submitted in
Response to U.S. Copyright Office’s July 27, 2012
Notice of Proposed Rulemaking at 3 (Oct. 15, 2012)
(“Gear Publ’g Initial Comments”). The Office notes
that Gear appears to misapprehend the function of
the estimated royalty rates in this context. That
estimate would not, as Gear appears to believe,
actually set the interim royalty rates for public
performances of the musical works; those rates are
determined under the terms of the consent decrees
that govern two performing rights organizations,
ASCAP and BMLI. See United States v. ASCAP,
2001-2 Trade Cas. (CCH) { 73,474, 2001 WL
1589999 (S.D.N.Y. June 11, 2001); United States v.
Broadcast Music, Inc., 1966 Trade Cas. (CCH)
971,941 (S.D.N.Y. Dec. 29, 1966), amended by
1996—1 Trade Cas. (CCH) {71,378, 1994 WL 901652
(S.D.N.Y. Nov. 18, 1994). Instead, under the current
CRB rates, the estimated royalty rate is an
accounting method used to offset payments under
the Section 115 license until an interim or final
performance royalty rate is established.

noted that the performance royalty
deduction under part 385 currently is
made at the level of a service offering,
not a particular work. Id. at 7-8.

After considering the comments, the
Office maintains the basic approach set
forth in the proposed rule, while making
clear that amended annual statements of
account will be necessary only when the
final performance rates are known for
all works used by the service. The Office
declines to adopt the Joint Commenters’
proposal to permit licensees whose
prior annual statements (and
corresponding payments) have been
rendered inaccurate by a final
performance royalty determination to
rectify the inaccuracies via the ‘“‘single,
regular statement of account for the year
in which the final [public performance]
royalty expense for the offering is paid.”
Joint Commenters Initial Comments at 9.
In keeping with our statutory obligation
to ensure the filing of detailed,
cumulative, certified annual statements
of account for each fiscal year, the
Office finds it necessary to require
licensees to file amended statements for
each year in which a licensee’s
aggregate final public performance
royalties were incorrectly reflected in its
previously filed annual statements. See
generally 17 U.S.C. 115(c)(5).

The appropriateness of this result is
underscored, not undermined, by the
Joint Commenters’ observation that
there may be changes in musical work
ownership after initial annual
statements are issued and before the
final performance royalties are
determined. In particular, the Office
questions the assertion that where there
has been such a change in ownership,
any reconciliation must be made with
the current copyright owner, rather than
the owner of the copyright at the time
the original annual statement was
issued. The transactions transferring
copyright ownership may provide for a
different result as a matter of private
contract, but absent such an
arrangement, any underpayment or
overpayment stemming from the
reconciliation of final performance
royalty payments may properly be
attributable to the copyright owner at
the time of the relevant use of the
statutory license.

Nonetheless, to mitigate the cost of
preparing the amended statement of
account, the final rule clarifies that, in
certifying such an amended statement,
the Certified Public Accountant (“CPA”)
may limit its examination to the
licensee’s recalculation of royalties. The
accountant need not recertify matters
that were already examined and
certified in the original annual
statement of account.
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3. Negative Reserve Balances and DPDs

The accounting requirements in the
proposed rule were generally
uncontroversial. One area of
controversy, however, related to the
rule’s handling of ‘“negative reserve
balances” for DPDs. Understanding the
concept of a “‘negative reserve balance”
requires a brief discussion of the
concept of a “phonorecord reserve.”
Section 115 provides that royalties are
payable “for every phonorecord made
and distributed,” and that “a
phonorecord is considered ‘distributed’
if the person exercising the compulsory
license has voluntarily and permanently
parted with its possession.” 17 U.S.C.
115(c)(2) (emphasis added). In enacting
that provision, Congress recognized that
“phonorecords are distributed to
wholesalers and retailers with the
privilege of returning unsold copies for
credit or exchange.” H.R. Rep. No. 94—
1476, at 110. Thus, “the number of
recordings that have been ‘permanently’
distributed will not usually be known
until some time—six or seven months
on the average—after the initial
distribution.” Id. Congress observed that
“it ha[d] become a well-established
industry practice, under negotiated
licenses, for record companies to
maintain reasonable reserves of the
mechanical royalties due the copyright
owners, against which royalties on the
returns can offset.”” Id. Congress
accordingly instructed the Register of
Copyrights to promulgate rules
governing the maintenance of such
reserves. Id.; see also 45 FR at 79038.

Thus, the existing rule allows
licensees, when making initial
distributions of phonorecords, to
withhold mechanical royalties based on
the licensee’s estimate of the number of
phonorecords that will be returned by
creating a “‘phonorecord reserve.” 37
CFR 201.19(a)(10). As phonorecords are
returned, the phonorecord reserve is
reduced, reflecting the fact that the
returned phonorecords were not
“permanently distributed.” Id.
201.19(c)(1). A “negative reserve
balance” occurs when phonorecords
have been returned to the licensee in an
amount that exceeds the established
phonorecord reserves (which can occur
when more phonorecords than were
expected are returned). Id. 201.19(a)(11).
When such a negative reserve balance
exists, it represents an overpayment
from the licensee to the copyright
owner. See 45 FR at 79043. Thus, a
compulsory licensee can claim a credit
against that balance for future physical
phonorecord distributions, with the
negative reserve balance reduced
accordingly. 37 CFR 201.19(c)(4).

When the Office issued interim
payment and accounting rules for DPDs
in 1999, it concluded that there was “no
basis for adopting the concept of
‘reserves’ to DPDs,” principally because
such DPDs are not typically
accompanied by a right of return. See 64
FR 41286, 41287 (Jul. 30, 1999). Thus,
the existing rule makes clear that record
companies cannot establish
phonorecord reserves for DPDs. See 37
CFR 201.19(a)(9).

Since then, a further dispute has
developed: if a record company has a
negative reserve balance stemming from
returns of physical phonorecords,
should it be able to claim a credit
against that balance for future DPDs? Or
should the licensee be limited to only
using future physical phonorecord
distributions to offset that negative
reserve balance? The NPRM sought
comment on that issue. See 77 FR at
44181-82. Favoring the ability to claim
a credit for DPDs were the RIAA and the
American Association of Independent
Music (“A2IM”). See RIAA, Initial
Comments Submitted in Response to
U.S. Copyright Office’s July 27, 2012
Notice of Proposed Rulemaking 3-11
(Oct. 25, 2012) (“RIAA Initial
Comments”); A2IM, Reply Comments
Submitted in Response to U.S.
Copyright Office’s July 27, 2012 Notice
of Proposed Rulemaking 2—-3 (Dec. 3,
2012) (“A2IM Reply Comments”).
Opposing that position were a group
comprising the NMPA, HFA, the
Songwriters Guild of America (“SGA”),
and the Nashville Songwriters
Association International (“NSAI”)
(hereafter referred to collectively as the
“Joint Publishers and Songwriters”) and
Gear Publishing. See Joint Publishers
and Songwriters, Initial Comments
Submitted in Response to U.S.
Copyright Office’s July 27, 2012 Notice
of Proposed Rulemaking 5-7 (Oct. 25,
2012) (“Joint Publishers and
Songwriters Initial Comments”); Gear
Publ’g Initial Comments at 3.

In considering this issue, the Office is
guided by the goals of the accounting
regulations, particularly the
requirements that “[t|he accounting
system must insure full payment, but
not overpayment,” and that “[t]he
accounting procedures must not be so
complicated as to make use of the
compulsory license impractical.” 45 FR
at 79039. For the reasons discussed in
detail below, the Office concludes that
licensees may claim a credit against
negative reserve balances for future DPD
distributions, but only where the DPDs
have the same royalty rate as physical
phonorecords (i.e., under the current
rates, permanent physical downloads).

a. Whether Negative Reserve Balances
Can Be Applied to DPD Distributions

The Joint Publishers and Songwriters
suggested that the Office had already
addressed this issue in the regulatory
amendments adopted in 1999, and
determined that negative reserve
balances could not be applied to future
DPD deliveries. See Joint Publishers and
Songwriters, Reply Comments
Submitted in Response to U.S.
Copyright Office’s July 27, 2012 Notice
of Proposed Rulemaking 10 (Dec. 10,
2012) (“Joint Publishers and
Songwriters Reply Comments”)
(referencing 64 FR at 41287—-89). But, as
the RIAA correctly observed, the 1999
interim rulemaking addressed only
whether licensees could be permitted to
maintain phonorecord reserves for DPD
distributions. See RIAA Initial
Comments at 7-8. The Office did not
opine on the separate issue of whether
negative reserve balances developed as
a result of returns of physical product
could be applied to future DPD
distributions.

The NPRM here raised two questions
relevant to that previously unaddressed
issue. First, the NPRM asked ‘“whether
there is statutory authority for allowing
the application of a credit for negative
reserve balances to digital phonorecord
deliveries.” 77 FR at 44182. The Office
concludes that there is such authority.
The statute broadly delegates to the
Register the authority to prescribe
regulations for monthly royalty
payments and monthly and annual
statements of account. See 17 U.S.C.
115(c)(2). The commenters have pointed
to nothing to suggest Congress wished to
constrain that authority with respect to
DPDs when enacting the DPRSRA.

Second, the NPRM asked whether
“there are reasons to limit the
application of credits for negative
reserve balances to physical
phonorecords.” After considering the
comments, the Office agrees with the
RIAA that there is no sound basis for
such a limitation. As the Office has
previously explained, a negative reserve
balance represents an overpayment from
the licensee to the copyright owner. 45
FR at 79043. Thus, permitting licensees
to use DPDs to offset negative reserve
balances would help satisfy one of
Congress’s goals in enacting section
115(c)(5): That “[t]he accounting system
... insure full payment, but not
overpayment.” 45 FR at 79039.

For their part, the Joint Publishers and
Songwriters urged that because “digital
phonorecord deliveries cannot be
returned, it would be incongruous to
apply the negative reserve balance
accounting to DPDs.” Joint Publishers
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and Songwriters Reply Comments at 9.
But that observation conflates two
separate issues. The fact that DPDs
cannot be returned is the reason
licensees are not permitted to develop
reserves for DPDs. See 64 FR at 41287.
That fact has no bearing on whether a
licensee can claim a credit against an
existing negative reserve balance for
future DPDs.

To be sure, as the Joint Publishers and
Songwriters noted, Congress was
concerned about “the possibility that,
without proper safeguards, the
maintenance of . . . reserves could be
manipulated to avoid making payments
of the full amounts owing to copyright
owners.” See Joint Publishers and
Songwriters Reply Comments at 12
(quoting H.R. Rep. No. 45-1476, at 110).
But, as the Office explained in its 1980
rulemaking, that concern is principally
addressed via ““the statutory
requirement for an annual CPA audit,
coupled with our regulatory
requirements including the application
of ‘generally accepted accounting
principles.””” 45 FR at 79040.7

b. Limitations on Licensees’ Ability To
Apply Negative Reserve Balances to
DPDs

While the Office concludes that
licensees may offset negative reserve
balances using future DPDs, that
conclusion raises a few further
questions. First is whether a negative
reserve balance must be applied to
future DPD distributions of the same
musical work, or whether it can be
applied at the statement level to other
works owned by the same person. See
77 FR at 44182. The Office agrees with
the Joint Publishers and Songwriters
that the negative reserve balance should
be applied at the work level, not the
statement level.

As the RIAA noted, the language of
the existing rule as codified in the Code
of Federal Regulations is somewhat
ambiguous on the issue. RIAA Initial
Comments at 11-12. But when the
Office first promulgating that rule in
1980, it unequivocally explained in the
rule’s preamble that the negative reserve
balance is “to be reduced by applying it
against shipments of the same recording
under the same compulsory license.”” 45
FR at 79043 (emphasis added).

The Office sees no basis for
reconsidering that determination. The

7 The Joint Publishers and Songwriters claim that
allowing licensees to offset the negative reserve
balance using DPDs would encourage
“overshipping” of physical product. Joint
Publishers and Songwriters Initial Comments at 6.
The Office does not, however, understand how that
concern would justify a music publisher’s retention
of a royalty overpayment.

Joint Publishers and Songwriters and
Gear Publishing convincingly described
the practical difficulties that would
result from the application of negative
reserve balances at the statement level.
See Joint Publishers and Songwriters
Reply Comments at 14—15; Gear Publ’g
Initial Comments at 5—6. Among other
things, “[clompulsory accountings are
generally not made and delivered to the
author, but rather to a publisher or
administrator.” Gear Publ’g Initial
Comments at 6. Thus, “[i]f a compulsory
licensee was permitted to cross negative
royalty balances between two or more
songs then the writer of one work might
be unfairly punished by the application
of a negative reserve balance against
another author’s work.” Id. Indeed, the
RIAA acknowledged this problem, and
proposed a solution that would create
obvious administrative difficulties.?
Accordingly, to confirm that a negative
reserve balance may only be applied at
the work level, the Office has amended
the regulations to specifically note that
phonorecord reserves and negative
reserve balances may only be comprised
of the number of phonorecords ‘“‘made
under a particular compulsory license.”
The second question is how the
negative reserve balance, which is
expressed in units of physical
phonorecords, should be applied to DPD
distributions, which are not necessarily
tracked on the same basis. Balancing the
competing principles discussed above,
the Office concludes that the negative
reserve balance should be applied to
those DPDs that have the same statutory
royalty structure and same statutory
royalty rate as the physical product—
i.e., under current rates, permanent
digital downloads. See 37 CFR 385.3
(establishing identical structure and rate
for physical phonorecord deliveries and
permanent digital downloads). As the
RIAA noted, “applying negative reserve
balances to standalone sales of
permanent digital downloads is trivial,
because the statutory royalty rate is the
same for downloads as for physical
products.” RIAA Initial Comments at 9.
Moreover, the RIAA acknowledged that
limiting the application of negative
reserve balances to permanent digital
downloads “takes care of the vast
majority of relevant commerce, because
the overwhelming proportion of DPDs
accounted for by the record companies
that potentially have negative reserve

8RIAA Initial Comments at 12—13 (“If the record
company applied a negative reserve balance to
works by a writer other than the one who received
the overpayment, the music publisher would need
to debit the account of the writer who received the
overpayment and credit the account of the writer
whose work had the negative reserve balance
applied to it.”).

balances are permanent digital
downloads.” Id.

The RIAA nevertheless asked us to go
further, and allow record companies to
apply negative reserve balances to DPDs
that have a different cents rate, like
ringtones, (see 37 CFR 385.3(b) (setting
rate at 24 cents per ringtone delivery)),
and DPDs that have rates that are
calculated on a percentage-of-revenue
basis, like interactive streams (see 37
CFR 385.12, 385.22). The Office
declines to do so because that would
run afoul of the principle that “[t]he
accounting procedures must not be so
complicated as to make use of the
compulsory license impractical.” 45 FR
at 79039. The complication arises
because phonorecord reserves (and thus,
negative reserve balances) “have
historically been measured in product
units” of physical product, not in
dollars and cents. RIAA Initial
Comments at 9.9 The RIAA’s solution
for ringtones would be to divide the 24-
cent ringtone rate by the base 9.1 cent
physical phonorecord delivery rate to
achieve a conversion factor, so that a
delivery of a ringtone would be “worth”
approximately 2.6374 physical
phonorecord deliveries. Id. at 10. But
that would result in reserves being
expressed as fractions of physical units,
which could cause problems when
attempting to apply reserves to future
physical phonorecord shipments.
Moreover, that solution would work
only for royalties that are expressed in
cents terms; the RIAA offers little
guidance on the manner in which credit
could be claimed against negative
reserves for digital distributions that
carry a percentage-of-revenue royalty
rate. Id. at 11. This would also make the
accounting more difficult to understand
and less transparent.

The Office notes that this problem
might be dealt with more
comprehensively by expressing
phonorecord reserves in terms of dollars
and cents rather than in terms of
physical units. But that would require a
significant reworking of the existing
regulations, including the manner in
which royalties are calculated and
accounted for. See generally 37 CFR
201.19(d)(4)(ii). Notably, no commenter
has suggested the Office make suc