Case 1:12-cv-01434-RJS - Document 1  Filed 02/27/12 Page 1 of 13

Richard S. Busch (SB 5613) i TADT
KING & BALLOW LFUDGJ Kﬁ i mﬁxw

315 Union Street, Suite 1100
Nashville, Tennessee 37201
Telephone: (615) 259-3456
Facsimile: (615) 726-541

Kenneth E. Gordon (KG 5703)
GORDON, -GORDON & SCHNAPP, P.C.
4377 Madison Avenue, 39® Floor

New York, New York 10022

Telephone: (212)355-3200
‘Facsimile: (212) 355-3292 - .

| At__to_n_]éys for Plamtlff

UNITED STATES DISTRICT COURT
SOUTHERN DISTRICT OF NEW YORK

TOTO, INC., )
) Case No.
Plaintiff, )
v ) | COMPLAINT FOR BREACH OF
) CONTRACT; BREACH OF THE
IMPLIED DUTY OF GOOD FAITH AND
SONY MUSIC ENTERTAINMENT, ) | FAIR DEALING; an ACCOUNTING;
and, DECLARATORY JUDGMENT
)
Defendant. )
DEMAND FOR JURY TRIAL

Plaintiff Toto, Inc. (*“Toto™), by and through its attorneys, for its Complaint against the
Defendant named above alleges as follows:
Parties
1. Plaintiff Toto is a California Corporation with its principal place of business at 16830

Ventura Boulevard; Suite 501; Encino, California 91436.
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2. Defendant Sony Music Entertainment (“Sony™) is a subsidiary of Sony Corporation of
America, which is a New York Corporation. Sony’s principal place of business is located at 550
Madison Avenue, New York, NY 10022.

Jurisdiction and Venue

3. The jurisdiction of this Ct%)uft :ils-based .,upon 28 US.C. § 1332 as there is cbmplefé
_di‘;lgrgity of citizensin'p between the -pa'rtié.s,_ 'and the amount jn controversy exceeds -$75_,OO0.00 .
Ve.x_clusi_v_e of inte_rés.t and costs.. ,. Thi_s_.'__ac.:t_ion féif.d.eclarat\lc.)ry judgment is bfought pursuant t§ _28;__'- : :-.
U.S.C. § 2201 which is Witﬁin the _eﬁ.c_lus’i._\./e j.urisdi.ction of federal courts ﬁursuant to 28 USC §
1331. Venue is proper in the Disfric’_t_ pursuant t_g 28 U.S.C. §§ 1391 and 1400(a). |

4, Personal jurisdictio'n 0\./5'1".8011;}} .is proper in this Court on the .grounds that (a) Soﬁy
transacts business in the State of New York; (b) Sony’s wrongful conduct, alleged herein,
occurred in the State of New York and in this District; and, (c) the Recording Agreements, as
defined below, that are the subject of this action were entered into in this District.

5. Venue is proper in this District pursuant to 28 U.S.C. § 1391(a)(c).

Factual Allegations

6. On or about December 10, 1977, Toto entered into a recording agreement with Sony’s
predecessor CBS Records, Inc. (Sony and its predecessor are collectively referred to as “Sony”
hereinafter). Toto also entered into subsequent recording agreements with Sony on or about
January 27, 1983, and May 10, 1993. Between 1977 and 2003, Toto and Sony entered into other
agreements amending and/or supplementing these recording agreements. (collectively the
“Recording Agreements™).

7. Pursuant to and during the terms of the foregoing Recording Agreements, Toto caused

certain “master” recordings of musical performances (the “Masters’) to be made and delivered to
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Sony, which Masters Sony had agreed to manufac@e, distrib_ute, sell, and .l.icense for sale and
distribution in various configurations. | |

8. In consideration of Toto’s performance under the Recording Ag%eements, Sony agreed to
- pay Tote under a certain royalty structure and to account to Toto under that royalty structure. In

‘order to ensure Sony correctly accounted to and paid Toto the Recordmg Agreements gave Toto

ey the explicit nght to mspect Sony 5 books and records through an aud1t procedure In COI]_]UIlCt}.Ol’l '

| - 'thh thls nght to audlt Sony’s books and records Sony agreed to allow Toto access to “the books 7
and records which relate to [Toto] and which are necessary to venfy the accuracy bf the
_statement or statements” provided by Sony. | | |

9. Since entering into the first of .the R.ecordir.ig Agreéments on Décen'lb.e'r'. 10, 1977, and
despite its obligations under the Recording Agreements, Sony has consistently failed to properly
account to and pay Toto under the royalty structure set forth in the Recording Agreements.

10. On or about June 7, 2006, Toto and Sony entered into a Settlement Agreement settling
most of Toto’s royalty disputes through December 31, 2004.

11.  During the period beginning on January 1, 2005 and continuing through the present, Sony
has continued to fail to properly account to and pay Toto under the royalty structure set forth in
the Recording Agreements.

12. Pursuant to 1ts audit rights under the Recording Agreements, Toto, through an accounting
firm, performed an audit of Sony’s books and records regarding Sony’s accountings and
payments to Toto for the period January 1, 2006 through June 30, 2008 (the “Audit™).

13, On or about March 16, 2010, Toto provided Sony with the results of the Audit, thereby

providing notice of Sony’s breach of the Recording Agreements. On or about August 10, 2010,
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Sony responded to the Audit by falsely claiming it had overpaid Toto $189,661 during the pcrio_d
in c[uestion. | | | .
14.  On Octcber 7, 2011, Toto and Sony entered into a tolling agreement which allowed sﬁit
over the clalms of the Aucht to be filed up to and 1ncludmg December 31, 2011 On December 6, N
2011 Sony agreed to extend that tolling agreement up-to and 1nc1udmg March 31, 2012 |
15. 3 The Aucht shows Sony has mcorrectly calculated the number of products Toto sold, has o :
' '1ncoﬁectly categonzcd those products and has mcorrectly pald Toto for products for whlch 1t
has accountcd for total underpayments in excess of $500 000." | o
16. Durlng the Audlt Sony failed to provide documcnts supportmg its adjustments take—oa ‘
balances and penod begmmng balances for the accountmg penods bcgmnmg on January 1,
2006. Sony’s failure to provide the requested documentation left Toto without the ability to
verify or determine the accuracy of $918,596.18 in so-called “miscellancous adjustments.”
Eventually, backup documentation regarding these adjustments was provided. However, this
documentation showed that Toto was underpaid by at least $43,561.79. This $43,561.79
underpayment is the direct result of Sony using a shortcut to recalculate foreign royalties instead
of reprocessing and recalculating royalties. Sony’s incorrect calculations have continued
following the Audit, with Sony arguing it has overpaid Toto by $18,357.35. Further, Sony has
improperly attempted to recoup this amount which is not due Sony.

17.  In addition to the foregoing underpayments, Sony has also failed to accurately make both
domestic and foreign royalty calculations under the Recording A greements.

18.  For domestic sales of the Masters, Sony has failed to support the base prices used in
calculating royalties for Phonograph Records sold resulting in underpayments to Toto. Sony has

also incorrectly and improperly taken deductions from the royalty calculations. For instance,
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Sony took d_istn'b_uticn channel deductions, such as television advertising deductic’ms, wltich ate
not supportect by ad campaign do.cu:m.entetio'h and are therefore not allowed undet' the terms of
the Recording Agreements. During the Audit, Sony failed to provide books or reccrds fe‘ﬂecting
the base pt'tce used for calculations for the 2007 and 2008 royalty periods; however -the books. -

-and records prowded show that T oto- has been underpeud by a minimum of $134 325 89 for

_ domesttc sales based on Sony s use of mconect base pnces and taking mccrrect and mlproper o L

_deductlons Sony s acuons in tlns regard have breached its duty to properly account to, and pay, o -

Toto as well as its duty to al]ow Tcto to conduct a fair and accurate audlt In fact, Scny adrmts T

it has breached the_Recer_dmg Agreements by underpaying Toto under its domestic r_c_yelty_ |
calculations. chever, .Softy has oﬁly-ééreed to $2,278.00 of the at least $134,32'5:.‘89' ectually |
owed.

19.  Both Toto and Sony agree Sony used incorrect calculations in paying Toto for the sale of
foreign Phonograph Records. Both Toto and Sony agree that Sony overpaid Toto based on
Sony’s incorrect foreign royalty calculation. However, in determining the amount of
overpayment, Sony has used an incorrect formula. Sony has attempted to use a price based on
Sony's actual sale prices instead of the Suggested Retail Price, which is controlling under the
Recording Agreements. Further, Sony has taken incorrect deductions in making its foreign
royalty calculation. Sony has actually overpaid Toto under the foreign royalty calculation
covered by the Audit in the amount of $49,344.42. Sony incorrectly claims the overpayment is
$107,884.00. This incorrect calculation has resulted in Sony attempting to recoup, from Toto, an
amount greater than what is recoupable under the Recording Agreements.

20.  The Audit also showed that Sony failed to pay Toto an additional $62,173.58 for products

sold incorporating the Masters, but not properly listed in the normal royalty accounting system.
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Sony has since made a partial payment on this amount. However, Toto is still owed a minimum
of $49,499.58 for products Sony failed to .pr‘operly list and/or match-up in its royalty accounting
system. Sony has attempted to justify its actions by showiﬁg supposed accountings for these

products with comparisons of Sony’s SAP and Core reports. However, this justification is

' imsupported and improper. "'Son_y"_s failure to list these pr__odu:cts‘in__-it.s normal retail systemisa e

- .violation of its duty to accurately account to. Toto and is.'a_"‘fa_ﬂure to provide the necessary - 3

documentation in order for Toto to be able to ¢QIlduCt _a.propqif_?.udit as contemplated by the - - .

Recb'rding Agreem_eﬁts. Sony admits it.i's_: stﬂl_in bre.a‘_c'h'., Qf _tb:e. Récor’ding Agreemeﬁts, but
incorrectly limits its breach to merel.y. $697,00._ . | i

21.  In addition to these faiiﬁres to dbnecﬂy account and 'paj.[ ."cl.aims, the Audit revealed thaf
Sony failed to properly account to and pay Toto for Masters leased to third-party Music
Download and Mastertone Providers, such as iTunes (Apple), eMusic, amazon.com, Verizon
Wireless and others. Music Download and Mastertone Providers are third-parties that licensed
(or “leased” in Sony’s parlance,} the Masters from Sony and then distributed downloads and
mastertones to end users on computers, cell phones, or other devices.

22.  The Recording Agreements state, “In respect of any Master Recording leased by {Sony]
to others for their distribution of Phonograph Records in the United States [Sony] will pay [Toto]
50% of [Sony’s] net receipts.”

23.  Under the terms of the Recording Agreements, music downloads, mastertones, and
ringtones are “Phonograph Records.”

24.  After January 1, 2005, Sony leased the Masters to third party Music Download and
Mastertone Providers, so that those third party Music Download and Mastertone Providers could

distribute music downloads, mastertones, and ringtones to the public. Sony received monies for
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this leasing and continuously and persistently failed to account to and pay Toto theSO% of net
receipts due to it pursuant to the terms of the Recording Ag'reemenfs. | |
25.  Instead, between January 1, 2005 and present, Sony systealatically accounted to and. paid
Toto for the Masters leased to third parties, mcludmg thlrd paﬁy Music Download and
‘iMastertone Prov1ders at lower royalty rates, under prov1s1ons of the Recordmg Agreements o
= WhJCh are apphcable only to Phonograph Records sold by Sony, and are not. apphcable to the
leasmg of the Masters Further Sony took unwarranted and unallowed deductlons ﬁom the.. _
| small amouot of royalties it actually paid to -Toto. B | |
26, On March 16, 2010, Toto provided Sony with the Audit _:spec.iﬁoally mfonﬁiag soay of
its Wrongﬁll method of paying Toto inrregards rto .Maeterslleaaed_to Music Doﬁnioad and
Mastertone Providers.
27. In response to the Audit, Sony stated that a sales provision of a 1986 amendment to the
Recording Agreements applied to music downloads, mastertones, and ringtones distributed
and/or sold by Music Download and Mastertone Providers. In support of this position, Sony
stated, “iTunes and other DSPs [Digital Service Providers] and ringtone providers do not license
content from Sony for sale as permanent downloads. Sony sells tracks directly to consumers
through DSPs, as Sony’s agents, or the DSPs purchase tracks wholesale and resell them to
consumers.”
28.  Sony’s response to Toto’s Audit is both factually and legally incorrect. Sony leases
Masters to Music Download and Mastertone Providers; Sony does not sell music downloads,
mastertones, and ringtones directly to consumers. Instead, Sony leases Masters to Music
Download and Mastertone Providers and those Music Download and Mastertone Providers then

reproduce the Masters to create music downloads, mastertones, and ringtones which those party
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hcensees sell directly to consumers. Sony’s position was explicitly rejected in F BT Prods
LLCw. Aﬁer math Records, 621 F.3d 958 (9th Cir. 2010). | o

29. Sony also asserts that it is able to take certain deductions from the royaltios paid oo mﬁsic
.downloads mastertones, and ringtones dish'ibuted or sold by Music Download and Mastertone )
Prowders under a prov151on in the Recording Agreements (speo1ﬁca11y, a 2002 Settiomeot.:l o
_.Agreement and a 1986 Modiﬁcahon) prowdmg for payment of royaltles for so called- g '
' audlophﬂe records However th1s Audlophﬂe prowmon is not apphcable to musw downloads .
mastertones 01; rmgtoneo leased to Music Download and Mastertone Providers. e ) |
30. ) The Audlophlle provision is only apphcable to sales by Sony or Sony s Prmc1pal :
Lxceosee | B |
31. Principal Licensee is a term of art which refers only to Sony’s subsidiary or partner that
manufactures and distributes phonorecords in a certain foreign territory in which Sony, itself,
does not manufacture or distribute Phonograph Records.

32. Prinicpal Licensees are a separate and distinct class from the type of third-party licensees
that encompass Music Download and Mastertone Providers.

33. This distinction is readily apparent because Sony pays royalties on compact discs sold by
its Principal Licensees under the Audiophile provision of the Recording Agreements, but pays
royalties on compact discs sold by third-party licensees under the royalty method contained in
the Masters leased provision of the Recording Agreements, described above in paragraph 23.
Under the terms of the Recording Agreements, Toto is paid “50% of [Sony’s] net receipts” for
compact discs sold by third-party licensees. Toto is also entitled to be paid “50% of [Sony’s] net
receipts” for music downloads, mastertones, and ringtones derived from Masters leased to third-

party Music Downlead and Mastertone Providers.
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34. Sony s faﬂure to correctly pay Toto for music downloads, mastertones and rmgtones
derived from Masters leased to Mus1c Download and Mastertone Providers has resulted in Sony
underpaying Toto by at least $199,856.16.
35.  Following the Audit, 1nstead of conectmg this underpayment and agreeing to correctly
account to and pay Toto, Sony has mcorrecﬂy claimed it overpaid Toto by $63 016 for musm‘. '
downloads mastertones,’ .and nngtones denved from Masters leased to Music Download end
. Mastertone Prowders Sony hasx attempted to state it is entitled to recoup this $63,016; however
that amount is not due to Sony Fnrther Sony has continued to deny its obligation to ptoperly
account to and pay Toto for musw downloads mastertones, and nngtones derived ﬁ'om Masters
leased to Mus1c Download and Mastertone ProVIders. .
36.  For the period aundited, Sony has failed to account for and pay Toto in excess of
$500,000. Upon information and belief, Sony’s failure to properly account to and pay Toto
continues in the royalty periods following the Audit which has and will continue to result in
additional monetary damages not yet known to Toto.
37.  Further, Sony’s failure to timely pay Toto, as required by the Recording Agreements, has
caused Toto to be deprived of the use of substantial funds causing additional financial harm.
38. In addition to Sony’s failure to correctly pay Toto, Sony is currently attempting to
improperly recoup more than $175,000 from Toto which has the direct effect of preventing Toto
from collecting more than $175,000 it is owed. These failures have created a dispute in excess
of $605,516.65with respect to Sony’s breach of the Recording Agreements.

Claim I

Breach of Contract
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39.  Toto realleges each and every allegation in paragraphs 1 through 38 as if fully set forth
herein. | ) | R | |
40.  Toto and Sony have valid and enforceable con&acts, the Recording Agreements.
41.  Sony has failed to compIy with the terms of the Recording Agreements and failed to
fulfill its obhgatlons under-the Recordmg Ageements by falhng to properly account to and pay"--
: .Toto royaltles for sales of the Masters Sony s faﬂures mciude but are not lnmted to, mcorrectly'
- ca] culatlng products sold mcorrectly paying Toto based on products sold faﬂmg to aﬂow Toto a.
full and fmr “opportunity to conduot-an audlt attemptmg to recoup momes not owed to Sony,-.and .,
failing to account to and pay Toto ﬁfty percent (50%) of Sony $ net receipts from its leasmg of
the Masters to third parties, mcludlng Musw Download and Mastertone Prov1ders |
42. By reason of the foregoing and other acts not presently known by Toto, Sony has
knowingly and materially breached its contractual obligations to Toto under the Recording
Agreements.
43. Sony’s material breach of the Recording Agreements is the legal cause of substantial
damage to Toto for which Toto seeks monetary damages in an amount to be determined at the
time of trial, which upon information and belief is in excess of $605,000.

Claim IT

Breach of the Duty of Good Faith and Fair Dealing

44.  Toto realleges each and every allegation in paragraphs 1 through 43 hereof as if fully set
forth herein.
45.  Toto and Sony have valid and enforceable contracts, the Recording Agreements.

46.  Toto has performed all its obligations under the Recording Agreements.

10
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47. Sony, by and through its conduct and actions described in the Complaint, and by other
actions not presently known by Toto, Wrongﬁllly withheld the beneﬁts of the Recordmg
Agreements from Toto. Such actions by Sony frustrated the purpose of the Recordmg
Agreements.

j" 48. | Sooy s aotlons in wrongfully w1thhold1ng the beneﬁts of the Recordmg Agreements ﬁom S

_ Toto and ﬁ'ustIatmg the purpose of the Recordmg Agreements is the legal cause of substantlal L

: damage to Toto for Wthh Toto seeks monetary damages in an amount to be determlned at t.he‘: S '

time of. tmal

Claim I1I

Accouoting
49.  Toto realleges each and every allegation in paragraphs 1 through 48 hereof as if fully set
forth herein.
50.  Toto, due to the wrongful acts of Sony, is entitled to a full accounting by Sony of
amounts relating to the royalties received under the Recording Agreements, whereby Toto may
determine the revenues, profits, and royalties rightfully belonging to Toto and wrongfully gained
by Sony.

Claim IV

Declaratory Judement

51.  Toto realleges each and every allegation in paragraphs 1 through 50 hereof as if fully set
forth herein.
52.  Pursuant to 28 U.S.C. § 2201, this Court may declare the rights and other legal relations

of any interested party seeking such declaration whether or not further relief is, or could be,

11
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sought. Aﬁy such declaration shall have the force and effect of a final judgment or decree and
shall be reviewable as such. | |
53. Toto seeks. a declaration that, pursuant to the Recording Agreements, Sony is obligated to

pay Toto fifty percent (50%) of Sony’s net receipts derived from the leasing of the Masters to

e -"'Qmérs for the maillufa.c’_mre'and-'sals'qf Phonograph Records or for any 'ot_h_'er' us’es? mcludmgbut : R

not lim_i_ted. to the leasing of the _MéSths to. Music Download and Mastert'one' Providers.

o 54 'Soﬁy'ﬁenit;_s the .leasii}g ofthe Masters to.Music Download and..Mé._ét_ert(’)_ne_ Prowders o A

B rcquﬁré_s itto ﬁay .’I.‘Q'to '-_f.lﬁy p.erc;:en_t..(S.O%)' é’f Defendant’s net receipts.
55. Sony.coﬁt_i__r.me_s_ to .le__a‘se_ the _Ma_sters to Music Download and Masfértoné_ Prov;i_de,r_'s and ,
receive paymént from Mﬁsic IDIOWnlé)éd and Mastertone Providers, but', ori mfonnatlon and -
belief, continues to account to Toto for these leases at a royalty rate that is less than fifty percent
(50%) of Sony’s net receipts from those leases.
56. By reason of the foregoing, there is a present controversy between Toto and Sony for
which a declaratory judgment should be entered.
57.  Toto has no adequate remedy at law.
Prayer for Relief

WHEREFORE, Toto prays for judgment against Sony as follows:
1. Compensatory damages in excess of $605,000, the exact amount of which to be
determined at the time of trial;
2. An Order requiring Sony to provide Toto with a full accounting;
3. An Order and Judgment declaring that the Recording Agreements require Sony to
account to and pay Toto fifty (50%) of net receipts for leasing of the Masters, including leasing

to Music Download and Mastertone Providers;
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4. An award of actual and reasonable attorneys’ fees and costs for services rendered to Toto

in this action;

5. An award of pre- and post-judgment interest;

6. A trial by jury on all tnable issues; and

7. Such other and further rehef as the Court deems Just and proper

‘ | I)‘Ric'har_d' S_.Bu_sch _

" Richard S. Busch (SB 5613)

13

KING & BALLOW

315 Union Street, Suite 1100
Nashville, Tennessee 37201
Telephone: (615) 259-3456
Facsimile: (615) 726- 541

Kenneth E. Gordon (KG 5703)
GORDON, GORDON & SCHNAPP P.C.
437 Madlson Avenue, 39" Floor

New York, New York 10022

Telephone: (212) 355-3200

Facsimile: (212) 355-3292



