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EXPERT REPORT OF PAUL KRAMER
introduction

In 1997, 1998 «nd 1999, a number of individuals (“Pleintitis™) filed three separate suits in
the United States District Court, Southern District of New York avainst Natienal
Geographic  Society  (“the  Society”),  National Geographic Enterprises, Ine.
(“Enterprises”™), collectively “NGS”, Mindscape, ne. (“Mindscape™), Eastman Kedak
Company (“Kodak™), am! Dataware Technologiss, Ine. “Dataware™)', (collectively,
"Deferdunts™).  In the complaint the plaintiffs alleged thar the defendants, through the
development, manufacturz and reproduction, sale and disiribuion of cetain CD-ROMs
ab] related products (herelnafter “CNG")", containing material that was onginally

published n the National Geographic Magazine, infringed the copyrights of the plaintiffs.
Scope of Engazement

The fir of Weil Goishal & Manges, LLFP retained Paul Kramer, of the firm of Kramer
& Love, to;
L evialuate the plintiffs” expert reports (Kerry Rueff) submitted on or about Decernber
7,2001;
2. calculate the profits ralating to C I\_'G of Mindscape and NGS before appartionment to
the infringing components;
3. give testimony on my findings, if requested and:

4. give reburtal iestimony, iIf appropriate.

! isve et ircforved Myt Ditiverare, now known us LeodingSide, Ino., fled s petition puravnt iz Chu pler 11 of the Bankzopey Code on
AT S, 2001,
* ONG was first sold in Sepumber, 1997, The product was tilad “The Cempleie Netional Geographiz: 108 Yean of MNational Gungraghic

Magssine en CL-ROM.™ NGE rontnzed 1o update the product each year, eraating, from 1995 through 2001, CH-ROM 100, 21
ROM 110, CD-ROM 11 1and CD-ROM 132, Tn addivion, NOS crated and told DVD fterdions of certitin produtis as well ns mrhads

+f Diese praducts, wlieh inchided vidaes decades of Nationid Geographie Magazine. A samplete Eat of $¥17 (lovk-Yeeping wnits)
pertiining Lo these produels is coMained in Exhitis i
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If the court finds the defendauts Hable for copyright infringement, based upen the work
parformed, and addressed in the folowing sections of this repoert, [ hold the following

opinions to a reasonable degree of profassional certainty:

s  Rueifs expert reports overstate Mindecape’s pross revenues and royulty

incoms that Mitlscape paid to NGS.

* Mirdscape’s CN(G profits before appottionment to the infringing
component for the period September 1997 to September 2001 is
$3,312,334,

» NG3't CNG profits before apportionment among the  infringing
compeneuts for the period from inception of the project (1996) to

Seprember 2001 15 51,623,085,

We have not been engaped to caloalate the apportionment of overall CNG profits 1o the
infringing components and understand that will be ealenlated at suel time 2s the cowt

OFgers,

The llowing are the basss for my opinions, with my remarks on Ruoff's expert

repurts addressed separately.
Work Performed
I o7 ather individusis working for me and under my direction and suparvision read and

reviewed various pleadings, deposition testimouy and docwmnents provided by Weil,

Goishal & Manges LLP. A complete list of such docutnents is inciuded in Exkibit B to

L]
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thix report. I have reviewed sections 17 U.S.C. §§501 w 504 of the Copyright Act of
1976 (“The 1976 Act™) and sections §5§101b, 104 and 116 of the Copyright Act of 1909
{*'The 1909 Act™) and a recent case’ relating to the deduction of averhead expenses in a

copyright fringerznt action,

I hzve read and reviewed the expert reports of Kemry Fooff (Ruoff™) submitted on or
about December 7, 2001 telating to defendants’ revenuss frow: the sale of ONG. [ have
also read the expert reports of Jane Kine, Sheldon Czapnik, Henry Dauman, Burbara
Zimgrerman, and Jonathan Wells cencerning license fess for photographs and articles,

which allegedly would have been pald the plaintiffs for the use of thelr works,

[ visired NG% and Mindseape, bad discussions with aceounting persermel and other
mdividuals knowledgsable about CNG and 1 have viewed a copy of CNG to pain an

anderstancding of the praduct at issue,

In addition, I have also drawn ou my professional knowledge and experiznee as an
outside director of public companies and as a praciicing CPA with aver 45 years of
cxperience in providing varied financial and accourting services to clients, including
those in the publishing and informarion services industries. Exhibit A i a copy of my

curpicalum vitae,

I will contitiue to read and review materials relating to this case, and accordingly,
may ¢hange, amend or supplernent his report at such time that additional probative

mfsrmation comes L Ty attenticr,

! il Amion, ING, v, GF), 153134 92 24 Cir, 199

D
<37
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If the court finds that therz has been infrinpement, two Copyright Acts relating to
damages are relevant, the 1976 Act, 17 U.5.C §§561 to 504 and §101b, and the
counterpart provisions of the 1909 Act. The 1909 Act states, “i agy person shall infriuge
the copyright in any work protecied under the copyright laws of the United States such
person shall be labia: To pay to the copyright proprictor such damages as the copyright
prepristor may heve suffered due to the indringemenis, ue walt as all the profits which the
infringer shall have made from such infringement”. The provisions of 1976 Act relating
to damages provide that a copyright infringer is Bable for either the copyright ownet's
actrul dawages and any additiopal profits of the infringer; or statutory damnages. The
phantidls” photographs and articles appeared in issues of the National Geographic

Maguzine over the perod 1937 to 1697

In euch section below, I describe the profits relating 1o NG for Mindscape and NGS
and how they were caleulated, The alleged damage period dates from the development
period i 1996 to September 2001 (“damage period'). The following i a suramary of

CHG profits duging that ime.

Lo
<
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Sales

GCost of Goods Sold

Groas Profit

Shipping & Handling Income

© Co-Promotion Fees - Kodak

Royalty Income (Expense) From M5 Sales
Distribution and Fulfiliment Expense
Marketing Expensa

CNG Project Expense

Royaity Expense o Dataware

License Feas- Photegraphers and Writers
CNG inventory Write-Off

CNG Content Development and Marketing
Expanse

Selling, Beneral and Administrative Expense

Profity

Exhibits C and F reflect the CNG profits by year for Mindscape and NGS.

Mindzcape

Background

- CNG Profits
Inception (1996 to Septeiber 2007

__Mindscaps

% 51,111,058 § 8277734

Na:

{13,420,348) __ (3,664,344)

57,690,711 2,613,390

: 445,313

857,125 124,125

(12,393,302) 12,382,302

(3,066,664) (491,608)
(8,331,703) .

. £1,570,244)

- (1,336,124)

- (8,058,667)

. (457.554)

- (1,381,899

(11,244,433) (847,847)

$ 3,452,034 § 1,620,086

Mindscape is a disyibutor of CD-ROM and other computer imteractive products. The

industry and the company bad considerable groveth in the 19307,

Howsaver, starting in

lute 1999 Mindscspe and the entire industry started sxperiencing a slowdown i sales of

s CO-ROM and other compuier interactive products, Mindscape's distribution channel

customers reguired continuing changes in Mindscape’s markeiing and sales approach

and fvestivient in order o maintain relationships and cutlets,
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Dunag the alleged damage period, Mindscape changed ownership several timeg, Tt also
moved financia]l pereobvel and financizl bocks and records from Califorma to
Massachusetts and back and changed computer systems. The combination of the above
factors have Jed to incomplete and unavailable financial information prior to 1999 and
neoperecurring and wrmsval iems in the finapcial statements, especially in 2000, resulting

from moving, downsizing and significant industry and basiness cluinges.

Bused on mmy fortv-five years of professional experience i is not unusual for a company
to have misplaced andior lost historieal financial data when there has been a change of

ownership atid location of company books and recosds.

I was able to review financial information of Mindseape {or the vears 1999, 2000, and
the six months snded Tune 30, 2001, Mindscape incurred losses for each of these
periods. During 2000, the then owners decided to sell Mindscape and prepared a selling
decument, which, among other things, analyzed profitability by product brand for 1999
I discussed the methodolopy employed in the preparation of this information with
Mindscape’s accounting persoinel, who believe the exp&nseé caphwred are 3 fair and
reasonable representation of what the expenses applicable to NGS CD-ROM products
were in 1996, Based on discussions, I also believe the methodology employed captures a
fair and reasonabls representation of expenses applicable to NGS £D-ROM products in
1999, Accotdingly, I used the data produced to determine the appropriate distribution
and mugketing expenses for CNG prodects as deseribed in those sections following.
There are oiber NGS CD-ROM products included in additicn to the CNG, but CNG
represaats the majority of the NGS CD-ROM products sold by Mindscape iljl999 and

for the ather vears included i the damage period,

M3 004008 007 (Bluint B adibic 205
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Profits
In the section below I have caleulated the profits of Mindscape relating to the
manefacture and reproduction, selling, marketing and distribution of CNG. A surmmary
of those profits s as follows:
- Mindsecape CNG Profits
Seplember 1987 to September 2001
Net Feceipis $51,111088 ikt D
b Cest of Goods Sold {13,420,348)  RExhibt O
Gross Profit 37,690,711 Exnibit D
Co Promation Fess - Kodak 857,128
Tutal income Before ExXpenses 38,347 836
Rovyalty Expense For CNG Sales to NGS (12,393,302) Exhibit O
b Distribution Fxpense (3,066,584)
Marketing Expense (8,331,103)
Selling, General and Administrative Expense (11,244,433}
Total Experses (35,036,502)
f*v Profits $ 8,312,334
MNet Regeipts
)
The agreement between NGS and Mindscape required Mindscape to send quarterly
royalty reports. The afleged damage period includes seventeer quarterly royalty
l]EI'iDdS,‘COH]HEHCng in September 1997° through September 2061, We obtained
redacted electronic versions of the net receipts quarterly rovalty - starements from
Mindscape® for twelve of the seventeen quarterly periods”. In addition w reporting
carrent quarterly net receipts and royalties to MNGS, the first five quarierly royaley
statements also contained cummlative totals for units sold, net receipts and royalties
* Windwenps's firl guartily royalty staceanent is for the month of Seplember }997,
* Mindseape produred the elevtronic quarterty royally reparts o Weil Gotdual £ Manges LLP. We seceived seducred decironic verisng
_ of the quancly royaley sk, :

7 Over the coorse of the seventesn quartardy periods Mindscape's formal of the royelty statzmems dianged five times due o Sifeeat
ownership and diffcrent systems,

7
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earned. Therefors, in caleulating Mindscape's profits we used the curaulative totals
i1 the fourth cuarier 1997 and third quarter 1898 contained in elestronde royalty

RIAtETNEITS,

For feur of the five remaining quarterly royalty perieds, where Do slectronie version of
he royslty stafements was available f-om Mindscape (fourth guarter 1998, first quarter
1995, third and fourth quarter 2000), we used RuofTs electronic data nput and added

nnits sold, net receipts and fovalties contained in these royalty statzments to accoun! for

\
sl CNG products.

Raeff's expert report incomectly excluded the net receipts and units sold for the second
gmartet of 2000, and thersfore we entered the data from the bard copy royalty statement

prodused in this ldgation.*

e

Hidscape’s tota@aceipzs from the sale of CNG for the period covered by the
alleged infringemen: were 51,111,039 (Bxhibit D).

{ost of Goods S0l

Under the terms of the Mindscape distribution agreement with NG5, Mindscape was
requited to dedect the cost of goosds® in caleulating its royalty due NGS for retail sales for
Therzfore,
the rovalty stafements contamed nformation telating to cost of goads seid ("COGS™) and

net receipss less than $20, consumer and educational sales, und OEM zale

we telied on the amoeunts contained in all of the quarterly rovally statements if an amount

existed,

® NGS-0 L7020 1o NGS-GIT0212

75 1112 MS Disiabulion Apteement - Dot of roods: ©

'.hc apmel cost lo ME of e fniduwd Livensy’ Product nay, incloding srogr

media, megusls and ciler cllaters] weierdals, prckogiy fatedale snd manofacturing cods, bl aot plual or developineat codls fog
it pircka I any, ond 9o oghes coa”
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Fur the first five quariers (September 1997 throngh September 1928}, tie royalty reports
coptaized COGS mfonmation for all CNG products, even if the COGS was not a factor in

the rovalty calevlation.

Commeneing in the fourth quarter of 1998 through the third quarter 2001, since the
royahy reports did not contain the COGS for retail sales (when net raceipts were greater
than $20), we had to obtain COGS information fromn Mindscape. The standerd cost
information was nol available for the foury quarter 1998 and 1992, We obtained the
2000 standard cost per umit for CNG from Mindscape and had discussions with
Mindscape’s acconnting personnel and determined that the 2000 staudard cost would not
be sigrificantly different than the 1998 and 1999 standard cost for CNG. We ako
reviewed and discussed with Mindscape accounting personnel the standard unit
production costs and systern rtelated to CMNG and reviewed supporting costiny

information for 3 sample of such products.

For the quartesly royalty periods commencinig in the fourth quarter of 1998 through the
third quarter 2001, we cakulated the COGS as follows: for retall sules greater than $20
and other salas or renums where there was no COGS atpount i the rovalty statement, we

mutiplied the units sold or returned by the 2000 standard cast per unit.

There were a few CNG products sold thai did not appear in fhe 2000 CNG standard cost
datz, For those sales we obtained the umit cost from & quarteriy rovalty stateinent that

had the information

Lastly, for those CNG products that were missing wit cost mforniation, we applied the
averall tost parcentage of products sold for ail peried:, 26.4%. Revenues with missing

vosis were ouly $69,502 of the votal 531,111,059 net revenues.
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The standard cost and COGS information contained in the guasterly royalty reports do
pet melade distribution costs, e, freight handling and storage. ‘W therefore separately
calculated distribution expense as described below.

For the alleped damags period he total COGS for CNG was $13,420,348 (Exhibit D).

Mindscape Rovalties Paid 0 NGS

Mindscape piid NGS royalties for the Ecense of CNG. In arder to calculate the royaliies
that Mindscape paid to MGS, we relizd on the royaity information contained in the fwelve
electronic redacted quartetly royalty statements. For the remaining four guarers where
no electronic quarterly voyalties statements were available (fourth quarter 1997, first
guerter 1998, third and fourth quarter 2000}, we followed the sume procedures derived
for net revenues by using Ruoff's royalty deta and added yoyalies Mindscape paid to

NGH.

Armendment 3 o the Mindscape Distribution Agresment reselved the dispute between

Mindscape and NGS relating to royalties for the second quarter of 2000 and other claims

NGS was asserting, Pursuant to the amendment 3, “no anount shali be owszd by either

party.”

a2t Mindscap= paid NGS during the alleped damage period for the
license of CHG were § 12,393,302 (Exhibii D).

Distribution Expense

Distribution (freight, handline and storage) expenses were capturad by product brand it
the 1999 product profitability analysis described previously by using per unit standards.
The total company 1999 distrbution costs for all products were 8% of gross revenues

and 11.7% of net revenues. The 1999 distubuiion costs for NOS products were

10
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$3,092.000, or 4% of gross revenues and 6% of net ravemues. Because of the drop in
Mirdscape sales volume in 2000 and 2001, the percent of distrbution expenses to
reventies should ®e Ligher tham m 1999, 1 have used 6% in applying disaibution
expenses to $51,111,039 of CNG net revenues for all periods covered im this matter,
The resulting total distribution expenses for CNG during the wlleged darmage perjed for
are $3,066,664.

Moarketing sxpense

Marketing expenses are essengial in a distribution company. They are not overhead, but
Integral and necessary expense ¢omponents of operating he business, One significant
category of Mindscape's marketing expense is comprized of market and development
funds, “MDE” which inclides co-op advertising, shelf spuce payments, advertising
inseris and circulurs, In effect advertising at the custorner level I the 1999 product
profitability analyzis such expenses smounted to 10.7% of Mindscape's nat sales of NGS

products.

Marketing expenses also include other advertising, which is the more tradiriomal
advertisitg. not at the customer level, such as print sds, For 1999, such expense
amounted to 5.6% of Mindscape’s net revenues. The total of these two marketing

expense categories 15 16.3% for 1999,

Mindscape accounting personnel believe this is a fair percentage for marketing expenses,
in line with other similar products and lower than 2000, which as stated previously is
unuseal because of the factors affecting that years cperations. They also believe that
16.3% is appropriute to use for all other periods. Therefore, I have uwsed 163% m
applying marketing expenses to the 851,111,059 of CNG net revenua: for all periods
covered by this marter. The resuiting total marketing expenses for CNG daring the

alleped damage perled were $8,331,103,

el
L]
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Seiting . seneral and administrative expense

In order to determmive if there was a nexus between celling, gencral apd administrative
expenses (“SGA”) and the CNG product sales, 1 reviewed Mindscape's financial
information describing the nature of the SGA expenses. [ reviewed these exponses with
" Mindseape accounting personnel and also reviewed the financial starements for 1993,
2000 and the six montbs anded June 30, 2001, Total 3GA was approximately 30%,
A8% and 319 of net revenues for 1999, 2000 and the six months ended Tune 30, 2001,
The SGA expsnses included in the sales department were salasies, benefits, cusiomer
support and service, and administration of the department. The general and
admindsirative sxpenses included salaries, benefits and expenses of the corporate oftice
mnd the fingnes, biuman resources, legal, tax, facilities maintenance ﬁepamnents., and the
N administration of thoze units, The SGA expensec and percentuges 2xcluded restnicturing

and other non-recuTTing tems.

However, a: desedbed under merketing expenses above, the changes in the business
and ownership affected these expenses aud percenrages of net revenues for 1999, 2000
and gix months end=d Jure 30, 2001. Consequently, I discussed with Mindscupe what
would be a normal tarzet today for such exparwes, apd what would he nermal for all
- periods, absem the umisual events affecting the company. They believe such expenses
should range betwzen 22 percent to 25 percent of net revenues, 1 selocied 22% as a
percentage o apply 1o the total CNG net revenues of $51,111,059 for all periods covered
by this maiier. The low exd of the range was selected to be conservative and provide for
sraaller umysual fems, which may hot have been excluded ftom the SGA totals for 1999,
2040 and six months ended June 30, 2001, The resulting total SGA for NG during the
damage period was $11,244 433,
Inasinueh as these eXpenses are easentlal and integral te distributing a1l Mindseape
products, we believe the allocation of SGA vetween the alleped infringing CNG products

and other Mindeeape producis is a reasonable allocarion

12
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Co-Promoiion Fess From Eastman Kodak Cotnpany

Kodak, NGS and Mindscape entered into 2 Co-Promotion Agreement in 1997 for the
prometion of Kodak in cormection with CNG, Kodak agreed to pay $600,000 less a
15% agency commissicn fee of $90,000 payable to Keodak’s advertising agent. If no {ee
was pavable to an agency, Kodak agreed to pay the full $600,000 to NG&.¥ Upon
receipt of this payment, NOS then would pay Mindscape $485,000. As a result, we
imcluded $485,600 a8 revenue to Mindscape and $113 . G00 as revenue to NGS.

In 1998, Koduk entered into another Co-Prometion Agreement with Mindscape and
NGS. Kodak agreed to pay NGS $191,250, which js net of a 15% commission on the
total fee of $225,000. Within the 1998 Co-Promotion Agreement, thers is no mention
of the possit:ility that an agent would not be used. Upon receipt of the payiuent, NGS
would pay Mindscaps $172,125, representing the §191,230 less a 10% payment to NGS
Advertising Division. Revenues include $172,125 und $19,125 for Mindseaps and
NGS, respectively.  The total revenues for the two agreements are $657,125 to

Mindscape and $134,125 fo NGS,
Lonclusion

It the court finds the defendants liable for copyright infringement, the CNG total profits
for the alleged damape period atirbutable te Mindscape is $3,312,334,

W00 EGO3TSE
YED 0D 0172174
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NGS

NGS mcome after expenses frony the sale of CNG are derived from three revenue

sources: (1) zale of licensed product from NGS cataleg and web site; (2) 8 co-

promation fee from Bastman Kodak Compeny; (3) royalties received from Mindscape

om sale of CNG products,

In addition, NGS mcurred project cosie to develop CNG, royalty expense paid (o

Dataware, aud other costs attributable to the tale of CNG. NGS would slso be entitled

to deduct licenise fees it would have to have paid to the photogruphers and writers. A

surnzpary of the ncomoe after expenses o NGS relating to CNG s as foliows:

NGS CNG income After Expenses
Inception (1896) to September 2001

Sales From the Catalog and Web Site & 8,277,734
Cost of Goods Sold {3,6584,344)
Gross Profit _ 2,813,390
Shipping & Handiing Income 446,313
Co-Fromotion Fees - Kodak 134,125
Boyalty Income from CNG MS sales 12,393,302
Total income Before Expenses 15,587,130
Distribution and Fuifiilment Expense {481,608}
CNG Project Expense {(1,570,244)
Royalty Expense w Dalaware {1,336,124)
Licensa Fees - Photographers and Writers. {8,C58,667)
CNG Inventory Wiite-Off (497,654)
CNG Content Davelopment and Markeing Expense {1,361.8582)
GNG General and Administrative Expense : (647,947)
incoms Afiar Expenses $ 1,623,088

14

Exnibit G
Exhitit H
Exnbit G

Exnipit [

Exfribit

Exhibit L
Exhibit M

Exhibit N
Exhibil O
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Sals of CNG from NGS cataiog and web site

Sales

e

Under the temms of the Mindscape Distribution Agreement, NGS was entitled to
purchase finished CNG product from Mindscape and to sell it through its catalog and
web site. Total CNG sales for the alleped damage period were 36,277,734 and stopping

and handling tevenue relating to these sales waz $446,313" (Exibit G).

Cost of zoods sold

We discussed with NGS aceounting personnel the standard unit costs related to CNG
and, reviewed yupperting costing information for #783201 (108 Years of NG CD-ROM).
To caleulate COGS we obtained the ugit cost infornation by vear for seventzen of the
twenry CNG products sold from a document” prepared by NG5, For #783201 we used
$101, as thiz was the actoal cost. For the remaining CNG products sold, we obrained the
unit cost wdormation for products #N783229° and #N775000 from Schedule G*
(attached to Mindscape Dictribution Agreement Amendmemnt 2) and #5P83210 from
NGS. We then ronlriplied net units sold by uit cost, which resulted in COGS relating to

CNG for the alleged damage period of $3,004,344 (Exhibit H).

Fulftiment and distribulion expense

The sales of the CNG produets by NGS ars diough their catalog and E-Comnerce
divisions. In order to determine appropriate fulfillment and distribution costs to deduci
from gross profit, we obtained the total of such expenses from the Catalog and B-
Commerce division Statements of Income and Expense for the years 1999 and 2000 and

the ran months ended October 31, 2001 (Exhibit K). We deducted from such total

ONGE O415TEA

NGRS D41/3794

" NGE D376

% Tha Uit cost Gogurzenl prepared by NGS did nol contain 1958 il cost information
YNGS 0120028
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fulfilment and distribution expenses the shipping and bandling revenues charged

cuslomers,

We then determined the resulting net fulfiliment and distribution costs 4s 2 percentage of
such net revepues for the same perinds (Exhibit I). To obtatn the fulfillsent and
distribation expense, we applied the percentages for each of those periods to the total

revenuas of the alleged infringing CING products for the same periods (Bxbibit ).

The Catalog and EB-Commerce shipping revenue informution for 1997 and 1998 was not
available. For 1998, we developed a parcentage based on the actual 1999 shipping
Tevene: as a percentage of total revermies and, using the actual 1998 fulfillment and
distribution costs, daterimined that such costs were 7.5% of net tevenuss, We nsed 7.5%
to apply costs to 1998 product sales (Exhibit 1) Based on disenssions with NGS
persomnzl, for 1997 we assumed that the 1999 cosi increases of one percentage poisit

(7.5% to 8.5%) or a 13% mcrease, would have been the zame for 1998 compared 1o

1397, Accordingly, we assumed & 13% cos! increuse from 1997 to 1998, resuling ma

percentage of 6.6% for 1997 and used that percentage to apply fulftflpent and
cistribution costs to 1997 product sales {Exhibix 1), The 1otal fulfillment and distribution

expense relating i CNG {or the alleged damage period was $491,602 (Exhibit 1),

As discussed above, NGS received royalty income frem Mindscape for the a'leged

damspe period totaling $12,393,302 for the licensing of CNG {Bxhibit D).
CIN0y Proieet Costs

Dataware developed CNG and invoiced NGS for the project costs. Por the years 1997,
1998 and 1992 we reviewed the UNG project expense schedules prepared by NGS,

Duraware inveices, joustal line detail and the deposition transeript of Mr. Griffin. The
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majority of project costs were comprised of mvoices paid to Dataware. Althoueh three
CNG project cedes’” were incorrectly coded for other Dataware preject cost voices,
NGS produced additional CNG Dataware invoices to support the CD-ROM-108 project
costs amoints for 1297 to 1999, except for $65,000 in 1998, NGS informed us that vhe
Dataware invoices were not available, so we daducted the $635,000 from 1598 EM((13

- project costs.
For 2000 and 2001, we reviewed the journal line detadl for all project expenses and
the supportimg imvoices for a sample of these items. The total project expensss

relating w0 TNG for the alleged damage period were $1,570,244 (Bxnibit 1),

Dataware Rovalry Expense

By agrosment dated August 15, 1996, with Ledge Muliinedin, a division of Dataware,
Dataware managed the development of the CD-ROM produet for NGS. Dataware
N recejved a royalty, initially at a rate of 20% of Mindscape’s reyalty to NGS, which was

redueed to 6% when the total Dataware's royulties eamned reached $8%6,000.

We reviewed NGS’s quarterly royalty starernents to Dataware from Trecember 1957 {this
peried was from the commencement of Mindscape sales in Septermnber 1997) thearigh
secember 31, 2000, except for the second quarter of 19599, us this royalty statzrment
could not be located.  For this missing guarter we calculated royalties NGS paid

. Dataware based on Mindscape’s second quarter 1599 royalty staternent (Apﬁenr;‘b& 1,
Scheduie 5). The total royalty experse NGS paid Dataware for the alleped damage
period was $1,336,124 (Exhibit M),

- 7 EM G0, EM 0013, and EMIDOLT
18 A . , .
J.ast royalty suieuwas NG3 progured. NS informed we that did not owe Dintawase any royulues aftor tes pesed,
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NG Invertory Write-03E

4 Pursuant o the terms of Amendiment 3 to the Mindscape Distribution Agreement, in
/ | 2000 Mindscape and NGS agreed that NGS's excess mventory, including CNG
progucts, would ot be returned 1o Mindscape, In addition, the nventory could only

Mj\l’ be diseributed on a “not for sale basis (e.g. prembzms or donations).” The portion of
- '; the 2000 mventory write-off related to CNG was $497.554. We reviewed te

supporting docwnentation for the write-off,

Content Development and Marketing Fxpense

Dirceet expenses related to the CNG products are captured in ng.com'™-CD-ROM
» product area in the content development and sales and muarketing expense
categories. We reviewed CD-ROM?s Staterment of Income and Expense for the
alleged damage period, NGS Department Allocation Stats-Worksheaet as of
November 18, 1989, Department Budpets-2000, and had discussioms with NGS
acennning and budpeting persomnel to determine whicli expenses were aitributable
to CNG and what xmﬂmdélogy NGS used tw allocate departinental capenses, The
mority of the direct expenses (principally salaries end benefits) fall into three
deparimental categories, Production and Editing, Righrs/Asset Clearance and
Marketing, In addinon we obtained the Department Expense Statement for these
thres departrnents as of December 31, 2000 o gawn o further understanding of the

specific types of expenses that are incurred by these departments.

The next step was to allocate a portion of these direct expenses to CNG, We

applied an aliocation facior, by year, based on the relationship of CNG project casts

»
1o total CD-ROM project cosis. For 1997 to Septenrber 30, 2001 the allocation
percentapes were 21.2%, 8.7%, 56.4%, 20.3% aud 47 7%, resvectively,
L
 Tgrmendy ko as NG Interaclive,
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Finally, to amive at CNG’s direct costs we mmltiplied the wbove allocation
perceniages by the ditect departmental expenses resulting in total content
development and marketing expense for the alleged damzge period of $1,361,889
(Exhibit N).

Ceneral and administrative expense

Ng.com incurred general and administrative expenses for CNG products. The nature
of these expenses are either specific to the ng.coro division or corporate charges for
services provided by NGS. Tn order to determine the expense categories that have a
nexus 1o the CNG product salss, we reviewed ng.com’s Statement of Income and
Expense for the alleged damage period and had discussions with the accounting and
budyeting persounel and concluded that corporate charges, sffilisle rental profi,
incentive plan, and post retirement expense contained in the “other expenses” line
itern and administrative expenses at the divisiona! level relate 1o CNG product. We
have segregated the peneral and administrative expenses mito (WO categerics, as the
allocation methodology to apply to CNG products 15 different due 10 the nature of
the expensss. The ficst category includes administrative expenses at the diﬁéitnﬁuﬂ
level and &t the corporate level and the second caegory are the other EX[ENSes

described above,

Administrative Expenses

Simce the administrative expenses at ihe divisional level, ng.com, are sindlar in nature
to the corporate administrative aliocations from NGS we have combined these
amounts for purposes of caleulating the perceptage ettributable o CNG.  The
administrative expenses al the corporate level are part of a moathly charge from
NGS that are neluded in the lire item “corporate charges” i ng.eotn Statement of

fnceme and Expense. For the alleged demage period the melldology for NGS

19
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corporaie expense allocations remained the same and the types of expenses at the

divisional Jevel are comparanic,

Therefore for analvses we selected 2000 and for administrative expenses incurred at
the divisional level we ohiaired ngcom Administration Departinental Expense
Statement and ascertained that the mufority of expense:s were salary and benefit
related. The administrative expenses at the ¢orporate level are predomunately for
NGS overhead allocations (fe., purchasing, corporate finarce aed business sysieins

deparimental sxpenses) and also we reviewed NGS overliead ailocation calculations.

Because these adminisirative expenses are allocated o the divisions and not to the
various product areas, one of wiich is CD-ROM®, we decided to exiend the same
allogaticn methodology NGS applied to the other NGS divisions to thess product
areas, Our compuiation of administrative expenses allocated to CNG was a three
siep process. First we combined the corporate and divisional administrative
cxpenses. Next we determined the allocation factor at the CD-ROM product area
based on the relationshin of CD-ROM total expense to totad ng.com expense and
then to determine an allocation factor for CNG we applied the saire allocation factor
as described i the content and development expense section of this report to the
total CD-ROM adniinistrative expense. The total CNG administrative expenses for

the alleped damape pericd were $396,792 (Exhibit Q).

)ther Expenscs

Cormporare charges are the majority of general and administrative expeuses contained
in the “othsr expense” catggory. ‘They are comprised of the same recurring NGS

charges for enployee services and mformation gystems during the entire elleped

“ Gver the danvage pertad e produet arsas it are incheded in oy com (formerly NGS Inersetive) wore Wibsite, O Publishing, B-
coptunseres {Fornerly Relold Merchandising) nnd Buginess Development.
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danags period. We reviewed the budget allocations and other supporting financial
docurnentation. for employse services and inforimation systems for 2000, As
described above fm the previous section our computation for determining the other
expense allocation to the CNG products was a three step process. Our first
allocation factor (CD-ROM product area) was derived based upon the relationship
of CD-ROM lead count to the total ng.com head count. We then appiied the CD-
ROM allocation factor to the other expenses™ 1 determine CD-ROM's percentage

of other expensss.  Finally, as described above we applied the same CNG allocation

facior 11 the content and development expense sectiori of this report to other

=xpenses to arrive at total other expenses allocable to NG products. For the alleged

damage period CNG other expenses totaled §251,153 (Exhibit O),

For the alleged damage period the total peneral and administrative expense for CNG
was §647,947 (Bxhibit Q).

Co-Promotion Fees from Eastroan Kedak Cormpan

For a description see section regarding Mindscape. The total Co-Promotion feos
fromi EBastman Kodak Company for the alleped damage period were $134,125
($115,000 in 1997 and $19,125 in 1998).

License Fees

{have read Ms, Kinne's and Mr. Czapnik’s expert teporis and have deducted license
fees NGS wonld have to have paid to the photugraphers and wiiters. 1 llave used the
approach described by Ms. Kinne and have deductsd the fees at a rate of 15% of NGS

and Mindseape total product sales of ONG (excluding $3,664,344 of Iviindscapa’:s sales

* tarpecsic tharges, a8iliaie fental profit, incenrive plasy, und post reling:enl expeni;
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to NS for rasale by NGS). The tota) saies were 353,724,449 and the resulting license
fees are 95,058,667,

Conclusion

If the court finds the defendants Hakie for copyright infringement the total profits for the
sale of CNG attributable to NGS 15 $1,623,086.

Apporinnment

Ruoff’s expert reports eliminated certain revenues in what appears o be an atfempt at
apportionment. [t appears that the elimmation was for cerfamn CNG products covering

veers earlier than the years the plaintiffs work first appeared in original form.
hj [y PP 2

However, these eliminations were incomplete in thar they did not consider appurtionmert
fer the principal CD-ROM-108 products, the Complete National Geogmphic._l()ﬂ, which
covered. the years 1888 to 1996, and which product was updated for later years, Also,
fhere was ne attampt 4t apportionment among other photographic or text contributors 1o
the products, or for features of the products that were not pmvidadE b}ﬂé:cpwightad
works, Upon the advice of counsel, we have made no appnﬂiom{yentf Ssn"ala-x.ca't'im‘!s.
Aceordingly, we have used the revenues of ail the alleped infringing U‘JG predusts (o

atmive at Mindscape and NGS profits.

Rundl’s _expert seports overstate Mindscape revemes and rovally _income

Mindscape paid o NGS

Ruoff's expert reports incorrectly state that “no cash data was provided” for the second

quarter of 1999%, Instead, Ruoff used the accrual basis royalty statement. The accrual

M3 & 0000003000000 produ oed o plaintiff eounsel Naversber 17,2001
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basis royalty statement for this quarter overstates net receipis {cash basis) by 3428670
and ravalties paid te Mindscape by $70,313.

In addition, Ructf's reports excluded sales and returns for the second quarter of 2000 on
the giounds (hat 1o royalty was paid to NGS. The royalty statement reflects net receipts
of $2.408,184 and reterns of $5,103,848, In caleulating Mindscape’s gross revenue, it is
traproper for Ruoff to ignore the ner returss of $2,695,664 for this guarter. Therefore, the

gross revenue for Mindscape 15 overstared.

Lastly, Ruoff’s data inpur for one CNG product (#1128748) was entered incorrectly for
the third quarter of 1999, Ruoff entered net receipts as a pegative number ($230,256)

mstead of a positive number, resulting in an understatement of gross revenues of

$460,512,

INanman and Zimmerman Fxpert Reports are iflogical and fiawed

I have reviewed the expert reporis of Henry Dauwman, Barbara Zinvnerman and Jonathan
Wells concerning license fees for photographs und wticles, which allegedly would have
been paid to the plaitiffs for the use of their works. However, I have not evaluated the
accuracy of these reports and have no epinion on their content except for their

concisions,

Theit conclasions are Hosical and flawed. Mr. Dauman and Ms, Zunmerman expert
feports cobeclude that total estimated license fees, multiplied by six for unauthorized use,
results In a combined licensed fee in excess of $372 million that would be paid the
plaineiffs for the unanihorized use of their works allegedly infringed wpon. This total
asstined Heemse foe for the use of plaintifs works is more than seven times the total
revenues Gerived to date froim the sale of the CNG products, before daducting wny costs

and 2xp=nses.
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VI Compensation

My total fees will dapend wpon myy hours and those of people working with me on this
engagement. My fee for this work is $475 au hour, plus put-of-pocket expensss. Other
professionals working whh me are charged at lower rates commensnrate with their
exparience. My fee and expenses are not contingent upen the final resolution of this
matter,
o
T forime

Yaul Kramer
January 28, 2002
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EXPERT REFORT OF SHELDON CZAPNIK

[ have been setained in this case by counse! for the National Ceopraphic Saciety (“"NGS™
t6 examing several expert reponts provided by the Plaintiffs in the case involving “The
Complete Nationa] Geographic” CD-ROM products (“CNG™ and to provide my own
assesament of what NGS5 would have paid for the rights te seprodure Seclasice writers®
text in that product in an arm”s-length negotiation at the outset. Asn part of wy
appentiontient of prafits analysis, [ have also been asked 1o provide 2 caleulation of how
profits fram the CNG would be divided, according 1o 1he natore of the wark—
phutographs or 1axts——-and the number of works javolved. ! am being pald $300 an hour
fior thus service.

Backeroupd

! have been an editorial exeeutive my entire professional life. About 30 years aga I

started out &5 & Managed Book Editor, responsible for atquiring freclance texts, _
photographs and asticles for college texthooks. At WNewsweek, where I was Editorial .
Controller, 1 was responsible for managing that mapazine’s werldwide ediiorial budger

for the domestic and international editions, including the scquisition of text and
phalogyaghs, and licensing of text. For 17 years, ungl mid-2001 2 D waorked m senior
managemenii positions &t Time Inc. - managiog text and picture acquisition at Spors
lustared ax Assistant Menaging Editer there; m my responsibiliy s assistant 1o the
Editot-in-Chief of Time Inc., developing and administering an cleconic-nights policy for
the company; and in my role as Dirsctor of Editorial Services at Time Inc,, wmanaging the
sompany s entire text and picture assets and syndicating imapes and texg. The company's
text archive management, jis 20-million Pictwre Collection and Time-1 e Syndication ail
reported $9 me for the 1994-2001 period.

Since mid-2001, 1 have bear the editor of 2 now magazine made up entirely of
repurposed text and picture content from a large number of major publishers, inciuding
Time, Newsweek, Snorts lusimied, Forbus, Fortune, The Wail Streer Joumat, Golf
Digest, ¥ahoo!, Internect Life, Salon.com, and 2o en. My job is to select and ucquirs that
content, under contrazt tevims between my company and the publishers of thess auitide
publications,

Material swd Information Reviewed

in preparing this report, 1 reviewed the following;

v Expsst Report by Barbara Zimmezman
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Expers Report by Henni Dawmnan

Expert Report by Jonathen Wells

Expent Report by Paul Kramer

Expert Report by Jane 8, Kinne

A James Pickerell Jetter dated 6 May 1997 to NG photographers

The license agreement between NGS and Microsoft for the latter’s Encarta CD-ROM
product

‘The Rate Card provided by the New York Times

The relevant portions of “New Choices Magazine's” standard freciancs agreement,
“The Complete National Geographic™ CD-ROM product.

Time Inc.’s electronis rights policy.

E & B £ & =

s 8 & %

I'alzo conducted the foliowing interviews and examined several raws cards, freelance
contracts, and other docurzents provided by the intervicwees:

Greg Daugherty, Editor-in-Chief of New Choices mapazine
Peter Bimmons, NY Times Syndication

Lany Mclonald, former Director of Time foe. Research Conter
Yozl Folinos, Penguin Books/Putnam Pubishing

Join Ruttar, Watlona! Geographic Sociaty

¥ * & % u

. ol am waiding for confirmation of the practices as ] understand therr to be at McGraw-Hill
o0 and Jobn Wiley & Song from:

Biii Farley, [.egal Depaniment, MeGraw-Hil}
« Judy Spritzey, Copyright & Permissions, John Wiley & Scns

For purposes of the appertionment of profits analysis, I also conferred with sounse] for
NG5 and was informed by them that profits madc as a result of an infringement may he
part of a damages award §p an lofinpement action.

General Overview

Tvis my considered vpinion that the positions raken by the Plaintiffs’ experts are 5o 41
variance with the realities of the marketplace, so deeply and fundamemally flawed in
their assumptions and sonclusions, and so utterly out of step with the practics!, dajly
experience of text {and phuto) content ficensors end licensees that they are uwll but useless
in previding a solution to the problem presented: [fthere were a price to be pald by NGS
t0 non-staff writers for licensing texi content for the CNG, what wouwld rhat price have
been, and how might 1! have beon determingd? The analysis they present bears no
reiationship to any reality I, in my eatire life in the profession, or the people 1
interviewed, ever experienced. In my judzment, if business were conducted along the
lines they suggest it would be impossible for any product, including onc as succzssfis! as
CNG has been, o over have been launched, And, in fact, no product Jaznehed thar
krow of followed their modsl.
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The flaws in the Plaintffs” documents ipay be summarized as foliows:

The ssrumprion that the base vafes cited are appropriste, Nothing sould be further from
the truth - the rares quoted by these experts bear na relationship to reality. Fora truly
typical base rate, one naed look nd further than the ra‘es in the Mierosoft/NGS contract
for the Encarta produck: “$300 per text for article for optical disc; $150 per. _ . for
additiona! use viz on-line systems; $150 per. . for additiona! optical dises in all foreign
lanpuages.” Furthermore — and this is ¢ key point, discussed further below ~ the fee
Microsofl is paying is not just for the article itzelf, but for the value of the “National
Geographic Socien:” brand. There would be no demand for these articles if they wege
submtted by the individual writess on their own, separate from any mention of their
magazire of origin. ] understand that the rztes charged by MeGraw-Hill are sindlarly in
the $100.200 per acticle yange, which will be confirmed with Bill Farley, It isalso my
wnderstanding that one of Plaintiffs’ experts, Barbara Zimmerman, worked on McGraw-
Hill’s Primus (rextbook) custorm extbook products in the early 19905 and should
thersfore be aware of these practices,

The assumption thet the industry operaids stricily by establisted, published pricing
standards. This, too, is misleading ot bast. Market demand for individual articles is quite
low; in fact, outside the Reader’s Digest and the occasional vextbook compilation, there is
virtually no demand for unbranded individual articles. Fees wend to be totally ad hwoe.

Furthermore, moss wansacuong of any size in this industey, where more than one or two
articles are involved, are almost in gvery case negotiaied. Writer and photographer
pssociations altempt to supgest rates — and even thése dre considerably lower than what
the Plaintiffs’ sxpens suggest - bat publishers offer their awn, even lower rales based on
whitt they can afford. Any cate cand lasts only as long asthe first} inquiring phone call.
The fisst question an cxperionsed syndicator will ask when called about a particular
artiole is, “what’s your budget?” aAnd successfid gyndicators homor that figure, bédause
they wani lo make 2 sale. When considerable quantities ase involved, as is the case here,
rates far individua! seticles are penerally not considered. . The writer (or pholographar) or
agency are interected in the most they can get, and will reduce their fee for each
additional article they can sel! to one purchaser. Charging the same vnil fae for 10
articles as one article gives the purchaser no incentive to stay with that seller. In shor,
the base fee suggested by the Plaintiffs’ experts is a number pulled out of the air, which is
confimmed by the resulte of my inserviews. And, to make manters worse, the effort 1o
raultiply thst number by the total number of articles is entircly out of sync with market
reality and practice, where quantity discounting is very well established,

1 should add that the rates are ezpecially excessive in a case like this, where NG wants
{0 teuse content it has already paid for. Because writers want additonal asziprments,
which 372 far more locrative than reprints, they 1end not to demand even rnarkst rates for
reuse by their own publishers.
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The pxsumniton that the rates would go up proportionately for each gdditicnal rish
reguested. 1t is here that the Plantifls' experts depart meost significantly from ary
practica I know of 11 the indusiey. And, in fact, their analysis fails 2 bazic test of
economic logler It assumes thar all riphte are worth tha same amount, They are not. For
gxample, one exper: takes the base text fee for English rights and doubles it for all
languages. Butthe rights for English-language sales overseas are not worth 2 doubling of
the fee: the matket for the product just iz not robust cutside the US — T understand that
only 11% of the produet’s sale were overseas. The pverscas r:pmdmuon fee paid, if any,
wowld not have been a muh:p]e of the base fee, but a srnal) fraction of it Further, the
product was only published s Enplish. There would, tharefore, have been no necessity
o make any additional payment for use in other lanpguages. Had a freeloncer attempted to
negotiate 2 higher fee for righty in all fanguages, NGS would have simply refused,
knowing full-well that rights to publish in 43l languages were wocthless because NGS
knew it would only be publishing in English.

A similar point can be made abou? the 50% lncrcase suggested for electranic uses. For
examply, with respect to the core Timae Ine, titles, whick inclade Time, Sports Ilusteated,
People, Fortune, Money, Life and Entertaintnent Weakiy, the increase in fee far
elartronic use — a use for which magazines usually required writers to agree, or the writer
wasn't used - was small at best

When all of the PlaintifTs" expert foes are iotaled, the cited fes comes 1o over $200, OOU
per aticle withowt any of the penaluﬁ imposed (which take the per article fee mover .
51.3 million). Thisfeeiswi mt&mmc real world. Evenafihe Naun-u. L
wh at the sutset ol the' project hovwrwell it would succeed, evena: - i
& woald have made the prajest a nan—\ﬂ%::tcb multiplying the stated fee F Sy
v the nuryher of & compilation, ahd then adding, in the photo fees specified,
would have quickly axceeded the entire revenuc for the project, let alone the profit._ /

And in fact this would nol bave heen ihe fee negotiated, Al the time of the project, there
wag enormous interest in the industry in this potential naw revenue stredm - writers and
photographers wanted io participate in it and were willing to share the risk with
publishers. (James Pickerell’s letter is a good representation of whar writer and
photographer spokesmen wars saying al the tme.) The domirant mode] proposed was a
tevenue-sharing model. If the negotiation were laking place at the tizne, NGS would have
cither offered writers a standard flar fee for repeinting ench article — in the hundreds of
dotlars at the most~ or would have offered a smalier, minimum payment plus 2 share of
the royaities. And this is the key poiat: The writers would have raken it, because the
jnterest in participating fa this new dipital wonld, and in a new revenue-straam model,
was sxtremely high,

The assumpden iat NG2 would have gone Back to the wrirer o yet permission for sach

increase b the privt rym. Agady, iet's try 0 imagine this wodking 25 the Plaintiffz
expers suggest in the real world. The product sales sxceed 100,000, and it's time %o go
back for another print run.  The product has been created at cnonnous expense. with
writers and photogrsphers painstakingly Tacked down when the product was firs
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launched. {This 1s in some ways the most lime-consuming part of a project like this )
Sates are greater than expested, the CD-ROM plang is warking overtime, and now NGS R
Inust stop the presses, Uy (o track everyone down again, and renegotiate? And if some (P(\“)/ A
\ writers or phatographors, knowing the szles are on the ling, choose to hold up NGS for an . ’

A‘}} dﬁ exorbitant fee? And NGS must put a hold on the manufachure of the successful produact, \

-

and then frantically remaove stories or pholae when they can’t seack an sErevment with

the writer or pirotogeaphes, se the product containg gaps everywhere and is no longer
complete or the same?

~ No. Thar's not how it works. The people who put this product together have to know up
front what their cost and axposure would be, or else the product never gets green-lighaad,

An up-front fe¢ would have been negotinicd. If an agreernent had been reached 1o share
some of the upside potential with the conteny provider, then it would have heen agreed o
at the beginning {or, as i the case of book publishers for photography, understood by
long-standing practice) ~ not a proportional inerease in the fee (ie., no doubling for a
doubling of the run}, but 2 parcent of the original fee, or somz royalty charing
AITANFEMENT.

The agsumprion that the CD-ROM is o pommercial — i, nen-editosiof — product, and

1hg therefare higher rores shyvld apply, Repular magazines are sold for profitin rﬁany

of the same venues as CD-ROMSs. And afler all, “Narional ¢ieographic Magazine” i the
“National Geographic Magazine,” with the reular First Amendment and othes préss
brotectione, Whethar it is in paper, ii¢rofilem, on-iine, or CD-ROM fermy, jt s editonal.

y o
M/ﬁ/ The avrumption that these stories have sigaifgant indzpendens value puisids their

“National Geo hic” context. The publicity and velue given the articles comes from
much more than thelr inrrinsie quality; it alsa, and perhaps mainly, comes from thejy
brending as “Mational Geographic” stories. There is a rmarket for Nationz! Geographic
Magazine conent in s compilation fonr — NGE eon Sign many good sgresments with
slectronic and other content aggregators like Lexis/Nexis. But'there is not much of a
market for these articles as individua pieces. And whatever valur exists declines
preciplivusiy for maierial thel is over -2 years old; it is considered our-of dare. In the
magazine [ run, for example, the value of the content to the reader and hotel distributor
somes latgely from the brand names on the cover; my company would not 2ven pet in the
door if all T offered were precisely the same artieles, wnbranded. {And older articles
wouldn’t get a phone call answered. They would be dismissed as unreliahie and out of
date by the reader.). ‘While | cannot prove that the writers have benefited from having
heir ardcles appear in National Geographic Mogazine, 1 would not be surprised it they
have done 20 - and would be guite confident that theyve Iost no sales bacause of their
participation in the CNG.

There are other flaws in the Plaintiffs” expert reports. For example, one expert rakes the
fees that wese paid in the 1970"s and 1980"s and increases themn for inflation to 2001, In
fact, the rates did sot increase in that manner; writers and photographers complain
zonstantly that their fees have not kept pace. In reality, the foos are not that much higher
now than they were back then.
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To confirm the sbove analysis, I held & numbear of conversations, as listed earlicr, apd am
awaiting sonfimmation from two additional sources. Here is & summary of what § found:

John Rutter madies bis living by ectually tying ts make woney for writers when he sells
material previously pubriished in Nationa!l Geographic Magazine, but reports that there i
generally not a iarge market for texts. The fees he gots for the majovity of licensed
contert average about $300. While {ees ean be lower, they have also been considerably
higher, Higher fees are generally charged when the potential license is for a unusually
high initial psint ran-~fot sxample, Readec's Pigest has requested a [0 million copy
smitial prant run in ell {anguages-—or when an author or an individual anicle is particulacly
weliJmown-—such as Petsr Bentiey’s article on Great White Sharks, However, out of
hundreds of licenses, § am informed that such licensa fees have been pamered Jess than a
dozen times. For higher-priced articles, howaver, there is a significant quantity discount
1f more than ope article is lcensed simultznesusly {as would ave been done with the
CNG). He pointed o the Encarta aranpement as an example,

John alse supgested that what would have most likely huppened in a

negotiation at the ouiset of the CNG project was that the writers would

have been offared 2 flat fee foratl their work, rather than & per-article,

per-Use ArTAngEment. -

Grep Daugheriv shared New Choices Magazines' standard freelance contract with me,
and it shows that re-use by his eompany of an article in elecironic form entitlas the writer
w an additional 10% of the original fee. He stated that the clecironic foes range between
$200-300. Me also said thera's no well.developed market - that ig, dagand — for
{reclance text. :

Jos| Fotinos states that Pengain buys previously published text on an ad hoe basis. The
editors pay between $50-3300, depending on the initial print run and gecgraphic right
sought. He has turned down deals whera the seller wanied another fee for a pnnt tun
over 10,000 copics — be nueds 1o know in advanice what his out-of-pocket will be. And
he doesa’t po back i0 the copyright hotder even if the first priot run is Jater ingreased, oc
for asking for other rights. ("I don't wantto be held hostage,” ke said) He considers the
presence of the article In his preduct as free advertising for the writer.

ncgomt_la;.i;-n; setual fees received are usually lower, panicularly if the article sought is past
of a compilation instead of a stand-alone. He also says the Times is able 1o command a
roarket premivm because of the value of the brapd.

Judy Sortzes: | will confinn my undersianding with Judy that Wiley hes established a
single fee structure; one fa oblains pint and e-book or CO-ROM rights. Further, I will

OGPl .-z ?12 Miudezn yobyaun daTirn FnopT oLEp




™
=

JAN-28-22 TUE 02:23 ¥ 5 K L&Y FAX NG, 3032050414 B 33
INN-PH-ZEE2 15120 UEIL, GOTSHAL 2 MRNGES 1 212 %3S 4998 P.EE/DI

4 d

confirm that Wiley's faes are world English, with no limit oa the priot run, and that the
fze for reprinting a journal artcle ig $14 a papt for anything written in the last five yoars,
and 87 a page for ¢lder maierial.

Bjil Facley: T wiil confiom that MeGraw-Hill usually pays one-tine fees in the $100-200
range,

Lany McDonald reports that she spoke 10 many publishers, and all say the market for
freelance text is poor and od hoc. Anticipated sales and profit margins have not been
high enough to justify ser, high prices. She also spake to major electronic content
aggrepators: Dan Jones at Newsbank, Ken Tillman from Proquest, Tiro Colling of Ebsco,
and Elizabeth Mackey at Frarklin Electronie Publishers. None could cite a sinple
example where they bought aa individual item. All make deals directly with publishers
for brandsd material. She also stated “there wouid have been no smorpersbord of
payments for addutional rights.” There would have been a small fer to the writer or some
kind of royalty arrangement. Mz, McDonald 2ise speke to Fortune mapazine about text
sales, and that publicarion reporied that buyers are interested striztly in the brapd — and in
fact ne one woukd know about the article unless they had seen W in the magazine. “Ii's
the brand that craates the vajue,” said Ms, McDonald.

And unless you'rs john Updike, that's the way it is.

What Wrnld Have Beey Bone? ..

The logical approach is fairly obvious: NGS would have either patd what wouid in fact
have bern & reasonshle fee at the tme for the rights actually wsed by NGS- 1.e., world
English = in which case the fee per article would have been samewhers bebwaen $50 and
$200, particularly i€ several articles by @ single author wers involved, or would have let
the writezs benefit from the potential success of the product by nepotioting & royalty
arranpermnont.

If a yoyalty aranpement were negoliatsd, royalties would probably have been caleulaied
as follows: Take the revenues for the product, which [ am informed are $53,724,449, and
assurme that half can be attributed to the value of the lopo — an undarstatemnent, but not
out of ine with practice, (For exanple, whern we licensed a LIFE calendar at Time Inc.,
that is what we didl - auributed half the receipis 10 the brand, and the rest 1o the content
providers.) That leaves half the revenues, or §26 862,225 10 be alloeated i same
fashien. Licensing royaltes typically go Grom 6% io 1%, tops, but ¥ will use a2 more
gensrous figure of 1 5% on the asgumption that NGS would have wanted quick agreement
from all its conteat providers. Apply the 15% to 1he 50% of the revenues remaining,
which is $4,029,333.80, and that’s the poo! from which writers and photographers are to
be paid,

How much to aitribute to each group i a thormy issue. Ar Newsweek, to the best of my

recollection, the revenue fom article resale was apportioned according to the physical
percentage of the article that was taken up by each form. (The acrual square inches were
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estimated ) I the text wok up two-thirds, the writer got two-thirds, [ the case of NGS,
this eould be dope through statistical samplisg — ez by simply scknowledging the
importance of photography in National Geographic Magazine, and assigning one-third of
the royalty fo the writers, two-thirds ta the photographers, Aceording io this model, one-
third, or $1,341,768.10, would be allocated to writers. It is my understanding that §.775
articles were published in the Magazine from Jarwary 1, 1923 (I understand that ali works
pubilished before that date are in the public domain) through 1997 (the year negotiations
wanid have taken piace). Therefore, the $1,341,768 10 allocated a5 the writer’s share
would be dividad hy 5775, which comes out to $232.34 per article.

Appertionment of Profite,

1 was informed by counsel that, if an infringement is estublished, plaint.ffs may be
enditlzd 1o that portion of the infringer’s profits attributable  the inclusion of their work
i the infringing work. [ was then asked to calculate, based on the license analysis
performed above, to opine on how profits would be allocated were an infringement to be
Townd have. As indicated above, 1 belicve that 50% of the profit on the sale of the CNG
would be ntributable to brand image, or the fact that it is the “National Geographic
Magazins” being repraduced on CD-ROM. If ealled upon 1o opine on the percentage of
the mmaining 50% that is attributzble t one image or one article, 1 would assipn 2/3 1o
photas and 1/3 1o fext and simply divide by the number of images and anicles to arrive at
the amount of the remaining profit atribatable to cach contribution. :

IF this taizulation were performed with regard 1o the texts, the worsl profits, which ! am
informed were $15,484,566, would be divided by half for the brand image, ieaving
$7,742,283. One third of this, or $2,554,943.40 would then be &llocated te the (exts,
This numbee would then be divided by the number of texts not in the public domaln, or

. 5,779, which comes out 1o 5442 4] per arhicle.

1 this calculation were performed with regard 1o photegraphs, two-thizds of the
§7,742,283 (profits after brand-image calculation), or $5,109,906.80 would be divided by
the number of photographs not in the public donain, which I am informed is 123,075,
This cquals $41.52 per image.

Reservation of Rights o Supplement This Report.
 reserve the right to supplartént this repon to the exient that additienal information

becoraes available.

Dated Janyary 28, 2002
Waw York, Wew York

% vy -
Shekdon Czapnik

TOTEL F.89
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EXPERT REPORT OF JANE 8. KINNE

The National Geographic Society (“NGS”) has retained moe in this case to
opine on the amount of the license fees which would have been negotiated for the use of
images created by Plaintifls in the various “Cotmplote Nationa! Geographic” CID-ROMs

and DVDs (“CNG”) published by Mindscape under agresment with NGS.

BACKGRGUND AND EXPERIENCE

Ihave worked in the photographic industry for sonse 55 years. From 1947
to 1993, that principally involved being an agent for freelance photopraphers. As such, |
wag negotiating or supervising the grant of Heenses and the ac:compaﬁying fees for all
types of uses, both editorial and commercial, on a daily basis. At times, this activity
exceaded 100 different transachions in a smgle day.

Pg-.ri of my background included acting as editor or packager on single
books or serics of titles. All of these publications relied heavily on the image content but

also included supporting text

Throughout my long career, I have been aclive inthe varjous professional
organizations whose mentbership includes the creatots, the users and the agents and
vendors of the entire photographic and publishing communities. From the late 1960’s to
the present day, my involvement in the American Soclety of Media Photopraphers
(ASMP); the American Soeiely of Pictures Professionals {ASPF); the Picture Agency

Council of America (PACA); and the North American Nature Photography Association
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{NANPA) has centered on the development of ethical business praclices, the creation of

standard papecwork, conditions and terms and the education of creators and nsers on the

slements thal create value in arriving ar {air and reasonable pricing. Toward these ends [

was involved in the writing and editing of ASMP’s Guide to Business Practice Editions |

through 5, and the Stock Photographers Handbook Editions 1 and 2. Talso served as a

consultant and editor for Pricing Photography by Michael Heron and David MacTavish.

[n the past four years | have testified, either at deposition or at trial, a5 an

expert in the following cases:

2001:

2000:

1999;

1908:

B&B Phato Studio v. New York Post, New Youk State Suprome Court
Levy v, Levy. New York Siate Supreme Court

Sinkovec v. Rick Johnson & Co_ Inc,, New Mexico State Court
Greenberg v. Lens Crafters, U.8. District Court, Southern District of
Flotida

George Howard v. City of Tucson, Arizona State Court

Tohn Wamer v. St. Labye Indian School fducation Ass'n, U.S.

District Court. District of Montana, Billings Division

L i e B

of the Bstate of Sam Shaw v. Martiy Bressler, Larry Shaw, Susan Shaw,
Bressler & Bressler, Valerie Goodman. 1912 Productions, inc., Marc

Weinstein, Individually and d/b/a Color Group, New York State
Supreme Court

Edward Pardee v. Orange Micro, 17.8. District Court, Northem Diistrict

of California

Guthy-Renker v. Gary Bemnstein, UK. District Court, Southern District of
Califormia

Tack Leigh v, Warner Bros,, U.S. District Court, Southern District of
Georgia, Savannah Division

Kim Taylor Reece v, DES (Duty Free Shops), U.8, District Court, District
of Hawaii

Grepr Mancuso v. University of California, L.4A., California State Court
Focus on Sports v. Emest Lawrence Group, New York $tate Supreme
Court
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Boris Raishevich v, Charles Foster, an Officcr of the NY State Police
U8, District Courl, Southern District of New York

Fam being compensated for my time and expertise at the rate of $200 per

hour, A copy of my eurricalum vitac is attached as Exhibit A.

d)

¢)
f)
£}
h}
i)

including:

INFORMATION REVIEWED

Certain issues of the magazine in which the images that are the
subject of this complaint originally appeared;

The various CD-ROM znd DVD products it which these same
images appear;

Financial information on the sales figures for the various CD-ROM
and DVD products;

Letter dated 6 May 1997 from James Pickersll addressed to Former
and Preseni National Geographic shooiers;

The expert report of Plaintiffs’ expert Henri Dautnan;

The expert yeport of Plaintifls’ expert Kerry EuofT;

- The expert report of Plaintiffs’ expert Barbara Zimmerman;

The expert teport of Plaintif’s experi Jonathan Wells;
Industry pricing guides often used in determining price structures

1) Negotiating Stock Fhoto Prices, by Jim and Cheryl
Pickerell, 1993, 1697, 2001 editions;

2) Pricing Photography, by Michae! Heron and David
MacTavish, 1993, 1997, 2002 cditions;

3 The compuler software program Foto Quote;

4) ASMP Frofessional Business Practices in Photography, 6t
Edition.
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i) Corntracts between Plaintiffs and NGS concerning the publication
of images and/or texis in National Geographie Magazing,

K Documents showing ammounts paid by NGS lor the use of images in
CD-ROM products other than “The Complete National Geographie;”

h Tocuments showing amounts paid by NGS 1o stock photographic
agencies for the use of images in "The Complele National Geographie;™

m)  Minutes of a meeting ol tho Bomd of Trustees of the National
Geographic Society on June 12, 1997,

Mast importanily, Trelizd on my 55 years of experience in the reat world
of negotiating licenses aud {fees and i determining suitable budgets for heavily fllustrated

products.
ANALYSIS

I have a fundamental difference of opinion with ali of Plaintiffs’ experts as

0 the natwre of “The Complete Nations! Geopraphic.” By long-standing industry

accepted defimtion, this s an editorial produet imended to convey facis and information,

ag opposad to 3 commercial product which is intended to promote or advertise goods or

sen"lccs,@i;s/eﬂny commerclal fee structure, therefore, is simply wrong. /7 ‘LC@W/(J i8%),

Moreover, 1 disagree with the basic approach taken by Plaintifty’ experts,
whereby they set & base foe for the use and then apply multipliers due to a variety of

wactors. As an inilial matior, I understand based on comimenss by John Fahey to the NGS
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Board of Trustees that NGS expected “The Complete National Geographic” to do no
better financially than break even. The parties thus would pever have anticipated or
accounted for in their negotiations the success that the products actually reslized. For
this reasen, the rovalty mode! that I outline below is a belter approach because if aceounts
for the events that actually occurred. Additionally, because my appreach pravides for
royallies pavable on all sales, it takes into account all of the varied faciors that canged

Plaintiffs to apply multipiicrs, such as the print run, worldwide distritution, and the hke,

Plainiitfs” appreach is also {lawed because certain of the multipliers are
simply inappropriate. For sxample, Plaintiffs use a multiphier of 100% for the right 1o
publish in all languagss, when in fact [ undersiand that the product was only published in

the English language, Furthermore, two of the multipliers — for “lack of copyright credit™

and for “unauthorized use” — have no place in an analysis that attempts, as Mr. Dauman
states, “to delerming the prices cach party would have agreed to had they been reasonably
ard voluntarily trying to reach an agreement” befora publication of the products at issus.
These multipliers are only applicable if the negotiation took place afier publication.
Finaily, even when multiples arc used, they are rarely 100%, the amouni suggested by

Mr, Dauman and Ms. Zinunemman in some instances,

As aresult of Plaintiffs® fundamentally Gawed approach, the proposed
license fees put forth by Plaintiffs’ experts arc astronomical, In no nogotiation of which I
am aware did a photographer or writer request or receive such a high fee. The
unrzasonablencss of Plaintiffs” experts” proposed license fees is underscored by

comparing thern to emotmts actually paid by National Geographic Society to third partics
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for the usc of images in various CD-ROM products. On average, NGS paid 3137 per
image in CD-ROM products other than “The Complete Nationa! Geographic.” With
respect o “The Complete National Geographic,” NGS paid an average $161 per-image
fee to stock photo agencies.

In trying o determine a fze that might have been the result of an ann’s-
length negotiation prior to the publication of CNG, the first fact established would have
been the classic editorial nature of this reference set, even though it is an clectronic
product rather than a traditional print set and is widely sold in retail Jocasions, not just in
bookstores. With that in mind, it is my opinion that a “budgeting approach” would have
been used ag a framework for negotizting {cos to be paid to photegraphers and writers.
Such an approach would have hoer analogous to the model long used in the publishing
workd ior heavily illustrated books, popularly called “coffee table™ hooks, wherein tho
appeal to the consumer emanates fromt the images displayed more than from ke written
text,

The model ofien used by publishers tor these “coffes table” books is to set
aside a sum equal lo a percentage of the “sticker price,” or retai] priee, 1o pay for all
content, both images and text. The percentage can range from 10% 1o 15%. Historically,
the visual content or images commanded {wo-thirds of this sum, and one-third was
reserved for the texts, To be conservative, T have chosen 15%, with 10% soing to

photographs and 5% going to lexts.

These percenlages sheuld be applicd to revenues received as a result of

sales of the product to end uscrs. Therefore, the figure io which the percentages shounld
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be applisd is the revenue received by Mindsoape, less its sales to NGS, plus NGS® sales
to end uscrs. 1am informed that this fignre is $53,724,449. Use of this amount is also
conservative because it uses aclual sales figures, not the projections which were made
before the product was released. Ihave reviewed John Fahey's statements to the Board
of Trustees of National Geographic Society prior to publication of “The Compiete
Nzttonal Geographic™ that the product was sxpected to do no better than break even. 1 -
have also reviewed certain documents reflzcting revenues that the defendants received
from the sale of “The Completle National Geographic,” as wel{ as the reports of Plaintiffs’
financial experts. Dased on these documents, [ understand that the projections were

much Jower than the actual sales for “The Complete National Geographic.”

Applying the budgeting model, $8,058,667 (15% of $53,724,449) would
have been set aside to pay photographers and writers, Two-thirds, or $35,367,072, would
have been available to pay photographers, One-third, or $2,683,536, would have beet

available to pay writers.

This exact model is suggesied in the 6 May 1997 letter from James H.
Pickereil addressed ic “Former and Present National Geographic Shooters,” wherein he

slates:

A reasonable compromise would be for Geographic 1o set
aside a certain percentage of the gross sales of the product
which would be shared by the copyright holders based on
their proportional share of the total content on the disc set.

Considering the large numbers of images invelved the
payment per image i likely to be very low, but for
photographers who have done a number of stories over the
years the gross still may be significant. For cxample, let’s
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say that thers were 20,000 pictures that were produced by

freolancers enritlsd to royalties. Tf, as result of sales,

$100,000 gocs into the pot to pay the copyright holders

cach holder wounld get 55 per picture.

The next step would be to divide these wials for images and text between

the creatots of the content proportiopately accarding to each individual’s contribution.

Tie images that were potentially protectzd by copyright in 1997, and ihus
would heve been considered eligible to be included in the content percentags, are those
that appeared from 1923 through 1997, Lam informed thiat approximately 123,075
images appeared during (hose years. This figure was delermined Iby having a NGS stafl
member count the number of images appearing in one year's worth of magazines every
five years. aficr 1978 and every ten yéars belore 1678, These counts were nsed o
calculaic the average number of images that appear in National Geographic Magazine
during the course of a year, and that average numbcet was muliplicd by 73 (the number of
vears elapsed between January 1. 1923 and December 31, 1997) to arrive ai the 123,075

figure.

Dividing the $3,367,072 photoprapher royalty pool by 123.075
photographs establishes that each individual imege wouid carry a value of $43.60 (nearly
9 times the valus of James Pickereil’s 1997 example). The per-image figure of $-§3.60
then only necds ta be multiplizd by the number of images each creator provided to amive
ul hig/her share, Thus, in the case of Fred Ward, who I'have bean told is the ereator of

532 mages, his share would be 532 times $43.60, or a total of $23,198.20.
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The same priaciple applies to the authors of text pieces. They would share
5%, or 82,683,536, proporiiomally according to their contribution. Iam informed {hat,
based on a counting exercise done in the sams way as that conducted for phcstégraphs,
approximatcly 5,775 stories have appeared in the Magazine since 1923, Each individug]
story therefore wonld carry a value of $464.68. Tho per-story figure would then be
multiplied by the number of stories each creator provided to arrive at his/her share. Mr,

Ward, who, T am told, wrote nine storice, would have received $4,182.12.

This rcport reflocts my expert opinion at this tims based on all the facts
made available to me. Should additional facis become available, 1reserve the right to
amend my optnion at that time.

Dated: Jamuary 28, 2002

Jane 8. Kinne
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