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Not Applicable
(Former Name, Former Address and Former Fiscal Year, if Changed Since Last Report)

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was

required to file such reports), and (2) has been subject to such filing requirements for at least the past 90
days. Yes þ No o

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer,
or a smaller reporting company. See the definitions of �large accelerated filer,� �accelerated filer� and �smaller reporting

company� in Rule 12b-2 of the Exchange Act. (Check one):

Large accelerated filer o Accelerated filer o
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(Do not check if a smaller
reporting company)
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APPLICABLE ONLY TO CORPORATE ISSUERS
The number of shares of common stock, par value $0.01 per share, outstanding as of November 11, 2008 was
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THE ORCHARD ENTERPRISES, INC.

CONDENSED CONSOLIDATED BALANCE SHEETS

September 30,
2008

December 31,
2007

(Unaudited)
ASSETS
Current Assets:
Cash and cash equivalents $3,472,151 $10,636,618
Accounts receivable � net 12,161,392 7,635,526
Inventory 140,634 �
Royalty advances 3,301,013 3,508,417
Prepaid expenses and other current assets 1,149,885 440,141
Total current assets 20,225,075 22,220,702
Royalty advances, less current portion 2,174,345 1,257,803
Music and audio content � net 5,864,123 4,168,179
Property and equipment � net 1,303,208 1,045,755
Intangible assets � net 936,736 �
Goodwill 26,092,985 24,327,806
Other assets 500,196 74,434
Total Assets $57,096,668 $53,094,679
LIABILITIES, REDEEMABLE PREFERRED STOCK, AND
STOCKHOLDERS� EQUITY
Current Liabilities:
Accounts payable $2,198,592 $1,085,270
Accrued royalties 15,339,842 12,307,744
Accrued expenses 1,273,118 1,135,780
Deferred revenue 1,525,929 543,329
Total current liabilities 20,337,481 15,072,123
Commitments and Contingencies
Redeemable Preferred Stock:
Series A convertible preferred stock, $0.01 par value � 448,833 shares
designated; 448,833 issued and outstanding; liquidation preference of
$25,000,000

7,017,245 7,017,245

Stockholders� Equity:
Preferred stock, $.01 par value � 1,000,000 shares authorized and 448,833
shares designated; 551,167 shares undesignated; no undesignated shares
issued and outstanding

� �

Common stock, $0.01 par value � 30,000,000 shares authorized;
6,295,700 and 6,155,127 shares issued and outstanding as of
September 30, 2008 and December 31, 2007, respectively

62,957 61,551

Additional paid-in capital 55,710,880 55,050,780
Accumulated deficit (26,041,937) (24,093,210) 
Accumulated other comprehensive income (loss) 10,042 (13,810 ) 
Total stockholders� equity 29,741,942 31,005,311
Total Liabilities, Redeemable Preferred Stock, and Stockholders� Equity $57,096,668 $53,094,679

Edgar Filing: Orchard Enterprises, Inc. - Form 10-Q

CONDENSED CONSOLIDATED BALANCE SHEETS 4



The accompanying notes are an integral part of these unaudited condensed consolidated financial statements.
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THE ORCHARD ENTERPRISES, INC.

CONDENSED CONSOLIDATED STATEMENTS OF
OPERATIONS

For the Three Months
Ended September 30,

For the Nine Months
Ended September 30,

2008 2007 2008 2007
(Unaudited) (Unaudited)

Revenues $14,624,068 $6,705,047 $41,182,368 $18,692,312
Cost of Revenues 9,975,959 4,901,875 29,438,304 13,515,662
Gross Profit 4,648,109 1,803,172 11,744,064 5,176,650
Operating Expenses 4,878,805 4,771,342 14,024,850 9,930,208
Loss From Operations (230,696 ) (2,968,170) (2,280,786 ) (4,753,558 ) 
Other Income (Expense):
Interest income 21,846 � 162,774 �
Interest expense to related party � (10,107 ) � (416,980 ) 
Loss from disposal of property and equipment � � (21,767 ) �
Other income 150,000 � 191,052 �
Total Other Income (Expense) 171,846 (10,107 ) 332,059 (416,980 ) 
Net Loss $(58,850 ) $(2,978,277) $(1,948,727 ) $(5,170,538 ) 
Loss per share � basic and diluted $(0.01 ) $(1.13 ) $(0.31 ) $(3.12 ) 
Weighted average shares outstanding � basic and
diluted 6,296,170 2,627,211 6,262,004 1,658,697

The accompanying notes are an integral part of these unaudited condensed consolidated financial statements.
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THE ORCHARD ENTERPRISES, INC.

CONDENSED CONSOLIDATED STATEMENTS OF
CASH FLOWS
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For the Nine Months
Ended September 30,
2008 2007
(Unaudited)

Cash Flows From Operating Activities:
Net loss $(1,948,727 ) $(5,170,538 ) 
Adjustments to reconcile net loss to net cash provided by (used in)
operating activities:
Depreciation and amortization 1,016,368 200,169
Bad debt expense 202,735 180,000
Loss on disposition and write downs of property and equipment 21,767 �
Share-based compensation 661,506 1,447,148
Changes in operating assets and liabilities:
Accounts receivable (3,728,601 ) (1,840,294 ) 
Royalty advances 609,862 (849,956 ) 
Inventory 4,366 �
Prepaid expenses and other current assets (709,744 ) (43,334 ) 
Other assets (9,096 ) (1,297,212 ) 
Accounts payable 88,322 288,245
Accrued royalties 3,032,098 2,503,188
Accrued expenses 137,338 802,744
Due to affiliated entities � (46,286 ) 
Deferred revenue 982,600 224,747
Accrued interest payable to a related party � 416,980
Net cash provided by (used in) operating activities 360,794 (3,184,399 ) 
Cash Flows From Investing Activities:
Purchases of property and equipment (617,268 ) (405,686 ) 
Issuance of loan receivable (416,666 ) �
Acquisition of TVT assets (6,029,388 ) �
Additional purchase associated with Digital Music Group, Inc (485,791 ) �
Net cash used in investing activities (7,549,113 ) (405,686 ) 
Cash Flows From Financing Activities:
Proceeds from issuance of convertible debt to a related party � 4,950,000
Net cash provided by financing activities � 4,950,000
Effect of Exchange Rate Changes on Cash and Cash Equivalents 23,852 (1,289 ) 
(Decrease) Increase in Cash and Cash Equivalents (7,164,467 ) 1,358,626
Cash and Cash Equivalents � Beginning of period 10,636,618 1,675,889
Cash and Cash Equivalents � End of period $3,472,151 $3,034,515
Supplemental Disclosures of Cash Flow Information:
Issuance of preferred stock upon conversion of convertible debt payable
to related party $� $11,550,000

Additional contribution of capital by related party upon forgiveness of
accrued interest payable $� $1,642,945

Interest paid $� $188,652

The accompanying notes are an integral part of these unaudited condensed consolidated financial statements.
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THE ORCHARD ENTERPRISES, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL
STATEMENTS

(Unaudited)

1. Organization and Basis of Presentation

On November 13, 2007, The Orchard Enterprises, Inc. (formerly known as Digital Music Group, Inc. (�DMGI�), a
Delaware corporation formed in April 2005, and hereinafter referred to as the �Company�) consummated a business

combination with Orchard Enterprises NY, Inc. (formerly known as The Orchard Enterprises Inc., a New York
corporation formed in September 2000) (�Orchard NY�) through a merger of a wholly-owned subsidiary of DMGI with
and into Orchard NY pursuant to the terms of the Second Amended and Restated Merger Agreement dated October 5,

2007, as amended on November 7, 2007 (the �Merger�). Pursuant to the terms of the Merger, all of the outstanding
common and preferred stock of Orchard NY was cancelled and the former stockholders of Orchard NY received an
aggregate of 2,862,910 shares of DMGI common stock (after giving effect to a one for three reverse stock split of
DMGI�s common stock that took effect on November 14, 2007) and 446,918 shares of DMGI Series A convertible
preferred stock (the �DMGI Series A Preferred Stock�). In addition, DMGI assumed the obligations of Orchard NY

under its outstanding deferred common and preferred stock awards, which, pursuant to the terms of the Merger, now
represent the right to receive 157,683 shares of DMGI common stock (on a post-split basis) and 1,915 shares of

DMGI Series A Preferred Stock. In connection with the Merger, Orchard NY became a wholly-owned subsidiary of
the Company, with the former stockholders of Orchard NY collectively owning shares of the Company�s common and

preferred stock representing approximately 60% of the voting power of the Company�s outstanding capital stock.

For accounting purposes, the Merger was treated as a reverse acquisition with Orchard NY being the accounting
acquirer. Accordingly, the historical financial results prior to the Merger are those of Orchard NY and its consolidated

subsidiaries. The results of operations for DMGI and its pre-Merger consolidated subsidiaries are included in the
Company�s consolidated financial results beginning on November 13, 2007.

The accompanying unaudited condensed consolidated financial statements of the Company have been prepared in
accordance with U.S. generally accepted accounting principles for interim financial information and with the

instructions to Form 10-Q and Article 8 of Regulation S-X. Accordingly, they do not include all of the information
and notes required by U.S. generally accepted accounting principles for complete financial statements. In the opinion
of management, all adjustments (consisting of normal recurring accruals) considered necessary for a fair presentation
have been included. Operating results for the three month and nine month period ended September 30, 2008 are not

necessarily indicative of the results that may be expected for the year ending December 31, 2008.

The consolidated balance sheet at December 31, 2007 has been derived from the audited financial statements at that
date but does not include all of the information and notes required by U.S. generally accepted accounting principles

for complete financial statements.

For further information, refer to the consolidated financial statements and accompanying notes included in the
Company�s Annual Report on Form 10-K for the year ended December 31, 2007, filed with the Securities and

Exchange Commission (�SEC�) on March 31, 2008.
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2. Liquidity and Capital Resources

Historically, the Company has incurred losses and negative cash flows from operations since its inception. The
Company incurred net losses of ($58,850) and ($1,948,727) for the three and nine months ended September 30, 2008,
respectively. Prior to the Merger, the Company received cash advances in the form of convertible debt (later converted

to equity) from Dimensional Associates, LLC (�Dimensional�) a private group of investors to fund losses and operate
the business. However, subsequent to the Merger, no such cash advances have been received from Dimensional, nor
are any expected to be made in the future. Management believes that the Company has sufficient resources from cash

balances on hand and cash flow to be generated

4
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THE ORCHARD ENTERPRISES, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL
STATEMENTS

(Unaudited)

2. Liquidity and Capital Resources  � (continued)

from operations to fund its net cash requirements for the next 12 months. The Company is also in the process of
securing a source of financing in order to fund the Company�s working capital requirements for further growth.

3. Significant Accounting Policies

Loss per Share � Basic earnings per share is computed by dividing net income (loss) available to common stockholders
by the weighted average number of shares of common stock outstanding during the period. Diluted earnings per share
is determined in the same manner as basic earnings per share, except that the number of shares is increased to include
potentially dilutive securities using the treasury stock method. Because the Company incurred a net loss in all periods
presented, all potentially dilutive securities were excluded from the computation of diluted loss per share because the

effect of including them is anti-dilutive.

The merger with Orchard NY in November 2007 was, for financial reporting purposes, treated as a reverse
acquisition. Because the number of shares outstanding following a reverse acquisition is significantly different from
the number of shares outstanding prior to the combination, the weighted average shares outstanding for purposes of
presenting net loss per share on a comparative basis has been retroactively restated to the earliest period presented in
order to reflect the effect of the reverse acquisition. In effect, the reverse acquisition is similar to a stock split for the

accounting acquirer, and retroactively restating the weighted average shares outstanding is consistent with the
accounting required by SFAS No. 128, Earnings Per Share, for stock splits, stock dividends, and reverse stock splits.

Basic net loss per share is computed by dividing net loss by the weighted average number of common stock
outstanding during the reporting period. There is no dilutive effect on net loss per share in the years presented.
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The following table summarizes the number of common shares attributable to potentially dilutive securities
outstanding for each of the periods which were excluded in the calculation of diluted loss per share:

For the Three and
Nine Months Ended
September 30,
2008 2007

Series A Preferred Stock 1,494,614 �
Stock options 568,380 �
Warrants 91,000      �
Total 2,153,994 �

Convertible Instruments � The Company evaluates and accounts for conversion options embedded in its convertible
instruments in accordance with SFAS No. 133 Accounting for Derivative Instruments and Hedging Activities (�SFAS
133�) and EITF Issue No. 00-19, Accounting for Derivative Financial Instruments Indexed to, and Potentially Settled

in, a Company�s Own Stock (�EITF 00-19�).

SFAS 133 generally provides three criteria that, if met, requires companies to bifurcate conversion options from their
host instruments and account for them as free standing derivative financial instruments in accordance with EITF

00-19. These three criteria include circumstances in which (a) the economic characteristics and risks of the embedded
derivative instrument are not clearly and closely related to the economic characteristics and risks of the host contract,

(b) the hybrid instrument that embodies both the embedded derivative instrument and the host contract is not
remeasured at fair value under otherwise applicable generally accepted accounting principles with changes in fair

value reported in earnings as they occur and (c) a separate instrument with the same terms as the embedded derivative
instrument would be considered a derivative instrument subject to the requirements of SFAS 133. SFAS 133 and EITF

00-19 also provide an exception to this rule when the host instrument is deemed to be conventional (as that term is
described in the implementation guidance to SFAS 133 and further clarified in EITF Issue No. 05-2, The Meaning of

Conventional Convertible Debt Instrument in Issue No. 00-19).

5
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THE ORCHARD ENTERPRISES, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL
STATEMENTS

(Unaudited)

3. Significant Accounting Policies  � (continued)

The Company accounts for convertible instruments (when it has determined that the embedded conversion options
should not be bifurcated from their host instruments) in accordance with the provisions of EITF Issue No. 98-5.

Accounting for Convertible Securities and Beneficial Conversion Features (�EITF 98-5�) and EITF Issue No. 00-27.
application of EITF 98-5 to Certain Convertible Instruments. Accordingly, the company records, when necessary,

discounts to convertible notes for the intrinsic value of conversion options embedded in debt instruments based upon
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the differences between the fair market value of underlying common stock at the commitment date of the note
transaction and the effective conversion price embedded in the note. Debt discounts under these transactions and the

effective conversion price embedded in the note. Debt discounts under these arrangements are amortized over the term
of the related debt to their earliest date of redemption. The Company also records, when necessary, deemed dividends
for the intrinsic value of conversion options embedded in preferred stock based upon the differences between the fair
value of the underlying common stock at the commitment date of the note transaction and the effective conversion

price embedded in the note.

Preferred Stock � The Company applies the guidance in SFAS No. 150, Accounting for Certain Financial Instruments
with Characteristics of both Liabilities and Equity (�SFAS 150�), and EITF Topic D-98, Classification and

Measurement of Redeemable Securities (�EITF D-98�), when determining the classification and measurement of its
preferred stock. Preferred stock subject to mandatory redemption (if any) are classified as liability instruments and are

measured at fair value in accordance with SFAS 150. All other issuances of preferred stock are subject to the
classification and measurement principles of EITF Topic D-98. Accordingly the Company classifies conditionally
redeemable preferred stock (if any), which includes preferred stock that feature redemption rights that are either

within the control of the holder or subject to redemption upon the occurrence of uncertain events not solely within the
Company�s control, as temporary equity. At all other times, the Company classifies its preferred stock as a component

of stockholders� equity.

Recent Accounting Pronouncements

In September 2006, the FASB issued SFAS No. 157, �Fair Value Measurements� (�SFAS No. 157�). This Statement
defines fair value, establishes a framework for measuring fair value and expands disclosure of fair value

measurements. SFAS No. 157 applies under other accounting pronouncements that require or permit fair value
measurements and accordingly, does not require any new fair value measurements. We adopted SFAS No. 157 as of
January 1, 2008. In February 2008, the FASB issued FASB Staff Position No. FAS 157-2, �Effective Date of FASB

Statement No. 157�, which provides a one year deferral of the effective date of SFAS No. 157 for non-financial assets
and non-financial liabilities, except those that are recognized or disclosed in the financial statements at fair value at

least annually. Therefore, the Company has adopted the provisions of SFAS No. 157 with respect to its financial
assets and liabilities only. The adoption of SFAS No. 157 did not have a material effect on the Company�s condensed

consolidated financial statements.

In February 2007, the FASB issued SFAS No. 159, �The Fair Value Option for Financial Assets and Financial
Liabilities� (�SFAS No. 159�). SFAS No. 159 provides companies with an option to report selected financial assets and
liabilities at fair value. SFAS No. 159�s objective is to reduce both complexity in accounting for financial instruments

and the volatility in earnings caused by measuring related assets and liabilities differently. SFAS No. 159 also
establishes presentation and disclosure requirements designed to facilitate comparisons between Companies that

choose different measurement attributes for similar types of assets and liabilities. SFAS No. 159 requires Companies
to provide additional information that will help investors and other users of financial statements to more easily

understand the effect of the Company�s choice to use fair value on its earnings. It also requires entities to display the
fair value of those assets and liabilities for which the Company has chosen to use fair value on the face of the balance
sheet. We adopted SFAS No. 159 as of January 1, 2008. The adoption of SFAS No. 159 did not have a material effect

on the Company�s condensed consolidated financial statements.
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THE ORCHARD ENTERPRISES, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL
STATEMENTS

(Unaudited)

3. Significant Accounting Policies  � (continued)

In December 2007, the Financial Accounting Standards Board (�FASB�) issued SFAS No. 141(R), Business
Combinations (�SFAS 141(R)�), which replaces SFAS No. 141, Business Combinations. SFAS 141(R) establishes

principles and requirements for determining how an enterprise recognizes and measures the fair value of certain assets
and liabilities acquired in a business combination, including non-controlling interests, contingent consideration, and

certain acquired contingencies. SFAS 141(R) also requires acquisition- related transaction expenses and restructuring
costs be expensed as incurred rather than capitalized as a component of the business combination. SFAS 141(R) will
be applicable prospectively to business combinations for which the acquisition date is on or after the beginning of the

first annual reporting period beginning on or after December 15, 2008. SFAS 141(R) would have an impact on the
accounting for any businesses acquired by the Company after the effective date of the pronouncement.

In December 2007, the FASB issued SFAS No. 160, Non-controlling Interests in Consolidated Financial
Statements � An Amendment of ARB No. 51 (�SFAS 160�). SFAS 160 establishes accounting and reporting standards for
the non-controlling interest in a subsidiary (previously referred to as minority interests). SFAS 160 also requires that a
retained non-controlling interest upon the deconsolidation of a subsidiary be initially measured at its fair value. Upon

adoption of SFAS 160, the Company would be required to report any non-controlling interests as a separate
component of stockholders� equity (deficit). The Company would also be required to present any net income (loss)

allocable to non-controlling interests and net income (loss) attributable to the stockholders of the Company separately
in its consolidated statements of operations. SFAS 160 is effective for fiscal years, and interim periods within those

fiscal years, beginning on or after December 15, 2008. SFAS 160 requires retroactive adoption of the presentation and
disclosure requirements for existing minority interests. All other requirements of SFAS 160 shall be applied

prospectively. SFAS 160 would have an impact on the presentation and disclosure of the non-controlling interests of
any non wholly-owned businesses acquired by the Company in the future.

In March 2008, FASB issued Statement of Financial Accounting Standards No. 161, �Disclosures about Derivative
Instruments and Hedging Activities � an amendment of FASB Statement No. 133� (�SFAS No. 161�). SFAS No. 161

changes the disclosure requirements for derivative instruments and hedging activities. Entities are required to provide
enhanced disclosures about (a) how and why an entity uses derivative instruments, (b) how derivative instruments and

related hedged items are accounted for under SFAS No. 133 and its related interpretations, and (c) how derivative
instruments and related hedged items affect an entity�s financial position, financial performance and cash flows. The
guidance in SFAS No. 161 is effective for financial statements issued for fiscal years and interim periods beginning

after November 15, 2008, with early application encouraged. This Statement encourages, but does not require,
comparative disclosures for earlier periods at initial adoption. Management has determined at this time that this

pronouncement does not apply to any of its transactions.

In April 2008, the FASB issued FASB Staff Position SFAS 142-3, Determination of the Useful Life of Intangible
Assets (�FSP SFAS 142-3�). FSP SFAS 142-3 amends the factors that should be considered in developing renewal or
extension assumptions used to determine the useful life of a recognized intangible asset under FASB Statement No.

142, Goodwill and Other Intangible Assets. The objective of this FSP is to improve the consistency between the useful
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life of a recognized intangible asset under Statement 142 and the period of expected cash flows used to measure the
fair value of the asset under SFAS 141R, Business Combinations, and other U.S. GAAP principles. FSP SFAS 142-3
is effective for fiscal years beginning after December 15, 2008. The adoption of FSP SFAS 142-3 is effective January
1, 2009 and is not expected to have a material impact on the Company�s condensed consolidated financial statements.

In June 2008, The Emerging Issues Task Force (�EITF�) of FASB issued EITF 07-5, �Determining Whether an
Instrument (or Embedded Feature) Is Indexed to an Entity�s Own Stock� (�EITF 07-5�). This EITF is effective for

financial statements issued for fiscal years beginning after December 15, 2008 and interim periods within those fiscal
years. The Company is evaluating whether this EITF would apply to the Company�s redeemable preferred stock.

7
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THE ORCHARD ENTERPRISES, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL
STATEMENTS

(Unaudited)

3. Significant Accounting Policies  � (continued)

In October 2008, the FASB issued FSP 157-3 �Determining Fair Value of a Financial Asset in Market That is Not
Active� (�FSP 157-3�). FSP 157-3 clarified the application of SFAS No. 157 in an inactive market. It demonstrated how

the fair value of a financial asset is determined when the market for that financial asset is inactive. FSP 157-3 was
effective upon issuance, including prior periods for which financial statements had not been issued. Management has

determined at this time that this pronouncement does not apply to any of its transactions.

4. Business Combinations

On November 13, 2007, DMGI consummated a business combination with Orchard NY through the merger of a
wholly-owned subsidiary of DMGI with and into Orchard NY. Pursuant to the terms of the Merger, all of the

outstanding common and preferred stock of Orchard NY was cancelled and the former stockholders of Orchard NY
received an aggregate of 2,862,910 shares of DMGI common stock (after giving effect to a one for three reverse stock

split of DMGI�s common stock that took effect on November 14, 2007) and 446,918 shares of DMGI Series A
Preferred Stock. In addition, DMGI assumed the obligations of Orchard NY under its outstanding deferred common
and preferred stock awards, which, pursuant to the terms of the Merger, now represent the right to receive 157,683

shares of DMGI common stock (on a post-split basis) and 1,915 shares of DMGI Series A Preferred Stock. In
connection with the Merger, Orchard NY became a wholly-owned subsidiary of the Company, with the former

stockholders of Orchard NY collectively owning shares of the Company�s common and preferred stock representing
approximately 60% of the voting power of the Company�s outstanding capital stock.

The Merger provided Orchard NY with several advantages, including improved competitive position, economies of
scale, access to certain digital retailers that Orchard NY was not previously using, and a NASDAQ Global Market

listing. These factors contributed to a purchase price in excess of the fair value of the net tangible and intangible assets
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acquired from DMGI, and as a result, the Company has recorded goodwill in connection with this transaction.

The transaction has been accounted for as a reverse acquisition using the purchase method of accounting as required
by SFAS 141, Business Combinations. Under the purchase method of accounting, the total purchase price is allocated
to the acquired tangible and intangible assets and assumed liabilities of DMGI based on their estimated fair values as
of the closing date of the Merger. The excess of the purchase price over the fair value of assets acquired and liabilities

assumed is allocated to goodwill.

The composition of the purchase price consideration is as follows:

Fair value of the DMGI common stock outstanding $ 38,502,198
Fair value of DMGI stock options and warrants 42,796
Direct merger-related costs 2,565,677
Total purchase price consideration $ 41,110,671

As of November 13, 2007, the closing date of the Merger, and after giving effect to a one for three reverse stock split
of DMGI�s common stock that took effect on November 14, 2007, DMGI had 3,021,202 shares of common stock
outstanding. The fair value of DMGI common stock used in determining the purchase price was $12.74 per share,

after giving effect to the one for three reverse stock split of DMGI�s common stock, based on its average closing price
on NASDAQ for the two days prior to through the two days subsequent to the merger announcement date of July 11,

2007. The final estimated fair value of the DMGI stock options and warrants was determined using the Trinomial
Lattice Model based on the number and terms of DMGI stock options and warrants outstanding on the closing date of

the Merger. The Company�s merger-related costs include approximately $2,100,000 in legal, accounting and other
direct costs and approximately $465,000 in employee termination, relocation, lease cancellation and other costs to be

incurred with integrating and consolidating the merged operations.
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4. Business Combinations  � (continued)

The adjustments and methodology used in allocating the purchase consideration related to DMGI and in the
preparation of the unaudited pro forma combined information presented below are based on estimates, available

information and certain assumptions, which may be revised as additional information becomes available.

The allocation of the purchase price to the fair value of the acquired tangible and intangible assets and assumed
liabilities of DMGI is as follows:

Edgar Filing: Orchard Enterprises, Inc. - Form 10-Q

THE ORCHARD ENTERPRISES, INC.   NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Unaudited)13



Cash and cash equivalents $ 11,234,022
Accounts receivable 1,649,348
Royalty advances 1,727,447
Other current assets 166,507
Property and equipment 261,853
Digital distribution agreements 1,510,123
Digital rights 1,938,030
Master recordings 654,404
Goodwill 24,813,597
Other assets 21,051
Accounts payable (107,080 ) 
Accrued royalties (2,181,933 ) 
Accrued expenses (487,394 ) 
Deferred revenue (89,304 ) 
Total net assets acquired $ 41,110,671

Unaudited pro forma combined financial information is presented below as if the Merger occurred as of January 1,
2007. The results have been adjusted to account for the amortization of property and equipment, digital distribution

agreements, digital rights, and master recordings. The pro forma financial information presented below does not
purport to present what actual results would have been if the Merger had occurred at such date, nor does the

information project results for any future period. The unaudited pro forma combined financial information for the nine
months ended September 30, 2007 is as follows:

Revenues $ 28,319,324
Net loss $ (6,754,494 ) 
Loss per share � basic and diluted $ (1.13 ) 
Weighted average shares outstanding � basic and diluted 5,997,444

On July 3, 2008, the Company acquired substantially all of the assets of TeeVee Toons, Inc. and/or its affiliates� (�TVT
Records�) record label business operations from bankruptcy, including but not limited to, masters, artists� agreements,
certain inventory, accounts receivable and a real property lease (the �Assets�) and assumed certain liabilities of TVT
Records related to the Assets that the Company elected to acquire. The aggregate purchase price for the Assets was

$5,050,000 (subject to reduction).

The transaction has been accounted for as a business combination using the purchase method of accounting as
required by SFAS 141, Business Combinations. Under the purchase method of accounting, the total purchase price is

allocated to the acquired tangible and intangible assets and assumed liabilities of TVT Records based on their
estimated fair values as of the closing date of the acquisition. The excess of the purchase price over the fair value of

assets acquired and liabilities assumed is allocated to goodwill.
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(Unaudited)

4. Business Combinations  � (continued)

The composition of the purchase price consideration is as follows:

Fair value of the assets of TVT Records $ 5,050,000
Direct acquisition-related costs 979,388
Total purchase price consideration $ 6,029,388

The Company�s acquisition-related costs include approximately $980,000 in direct costs for legal and other
professional fees.

The allocation of the purchase price to the fair value of the acquired tangible and intangible assets and assumed
liabilities of TVT Records is as follows:

Accounts receivable $ 1,000,000
Royalty advances 1,319,000
Inventory 145,000
Intangible asset � assumed lease 700,000
Digital distribution agreements 2,262,500
Master recordings 82,500
Goodwill 1,279,388
Intangible asset � corporate trade names 266,000
Accounts payable (1,025,000 ) 
Total net assets acquired $ 6,029,388

Unaudited pro forma combined financial information is presented below as if the acquisition occurred as of January 1,
2007. The results have been adjusted to account for the amortization of assumed lease, digital distribution agreements,

master recordings and intangible assets. The pro forma financial information presented below does not purport to
present what actual results would have been if the acquisition had occurred at such date, nor does the information
project results for any future period. The unaudited pro forma combined financial information for the nine months

ended September 30, 2008 and 2007 is as follows:

September 30,
2008

September 30,
2007

Revenues $ 44,616,349 $ 29,777,022
Net loss $ (3,880,433 ) $ (13,392,593 ) 
Loss per share � basic and diluted $ (0.62 ) $ (2.23 ) 
Weighted average shares outstanding � basic and diluted 6,262,004 5,997,444

5. Inventory

Inventory consists of, cassettes, CD�s, vinyl, finished CD�s and component parts totaling $140,634 and $0 at September
30, 2008 and December 31, 2007, respectively.
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6. Royalty Advances

The Company has the exclusive right to distribute certain music and video content in certain geographic areas
pursuant to short-term and long-term agreements with the content owners. These distribution agreements primarily
have initial terms ranging from three to ten years and, in certain cases, grant the Company the right to extend the
agreement for an additional term. Pursuant to certain of these agreements, generally those with longer or more

favorable terms, the Company has paid royalty advances that are to be recouped from the
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6. Royalty Advances  � (continued)

content owners� share of future revenues. Royalty advances that management estimates are reasonably likely to be
recouped through revenues over the next 12 months are classified as a current asset in the accompanying balance

sheets.

Royalty advances comprise the following:

September 30,
2008

December 31,
2007

Balance, beginning of period $ 4,766,220 $ 768,862
Royalty advances paid to content owners 3,031,888 4,874,184
Purchased from TVT Records 1,319,000 �
Acquired in Merger with Digital Music Group, Inc. � 1,727,447
Less, recoupment of royalty advances (3,641,750 ) (2,604,273 ) 
Balance, end of period 5,475,358 4,766,220
Less: current portion of royalty advances 3,301,013 3,508,417
Long-term portion of royalty advances $ 2,174,345 $ 1,257,803

7. Music and Audio Content

Music and audio content consists of the following:
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Amortization expense was $259,624 and $1,173 for the three months ended September 30, 2008 and 2007, and
$649,832 and $3,521 for the nine months ended September 30, 2008 and 2007, respectively.

8. Assumed Intangible Assets

Intangible assets consists of the following:

Amortization expense was $29,264 and $0 for the three months ended September 30, 2008 and 2007, and $29,264 and
$0 for the nine months ended September 30, 2008 and 2007, respectively.

9. Loan Receivable

The Company issued a loan receivable in the amount of $500,000 in July 2008 which is included in other assets. The
loan receivable earns interest at prime per annum and is repayable on a quarterly basis of
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9. Loan Receivable  � (continued)

$83,334 of principal only. Interest is accrued and repayable at the end of the term of the loan which is 2010. The
Company has recorded $4,653 as interest income related to this loan.

10. Redeemable Preferred Stock

Series A Convertible Preferred Stock � The Company has designated 448,833 shares of its preferred stock as Series A
Preferred Stock of which 448,833 shares were considered issued and outstanding as of September 30, 2008. The

Series A Preferred Stock is: (a) the Company�s most senior class or series of securities, (b) convertible into common
stock at the option of the holder at any time at an effective per share conversion price of $55.70 (equivalent to $16.72

per share of common stock), and (c) redeemable at the option of the board of directors anytime after the fifth
anniversary of original issuance date, at the sole discretion of the board, provided that the common shares are trading

at $30.00 per share or higher for thirty days in a row and subject to certain other limitations, at a price per share of
$55.70 (equivalent to $16.72 per share of common stock) plus unpaid accrued dividends. The Series A Preferred

Stock has no set dividend rights, but is entitled to participate in any dividends declared by the Company on its
common stock on an as converted basis. The Series A Preferred Stock is also entitled to a liquidation preference upon

the voluntary or involuntary liquidation, dissolution, or winding up of the Company at an amount equivalent to the
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greater of: (a) $55.70 (equivalent to $16.72 per share of common stock) per share plus any unpaid accrued dividends
and (b) the per share amount that would be payable if the Series A Preferred Stock had been converted into common

stock immediately prior to the liquidation event plus unpaid accrued dividends. The holders of Series A Preferred
Stock are entitled to vote on an as converted basis with the holders of common stock on general matters subject to

stockholder vote. However, certain actions require the approval of the majority of the Series A Preferred Stock, voting
as a single class. These actions include: (a) amendments to the articles of incorporation or bylaws of the Company, (b)

changes in the authorized number of shares of Series A Preferred Stock, (c) authorization or designation of any new
class of Series A Preferred Stock ranking superior to or on parity with the Series A Preferred Stock with respect to

voting powers, preferences, dividends or other special rights, privileges, qualifications, or restrictions, (d) any
reorganization, recapitalization, or reclassification of the Company�s capital stock, and (e) any redemption or

repurchase of any securities of the Company.

In accordance with EITF-D-98, Classification and Measurement of Redeemable Securities, the Company has
classified the Series A Preferred Stock outside of permanent equity because the securities contain contingent

redemption features that are not solely within the control of the Company. The securities are carried at their face value
(representing fair value) because the contingency has not been met and it is not probable. If the redemption were

considered likely to occur, the carrying value would be adjusted to its liquidation value.

11. Stockholders� Equity

Blank Check Preferred � The Company is authorized to issue shares of preferred stock with such designations, rights
and preferences as may be determined from time to time by the Board of Directors. Accordingly, the Board of

Directors is authorized, without stockholder approval, to issue preferred stock with dividend, liquidation conversion,
voting or other rights that could adversely affect the voting power or other rights of the holders of the common stock.

In the event of issuance, the preferred stock could be utilized, under certain circumstances, as a method of
discouraging, delaying or preventing a change in control. The Company is authorized to issue a total of 1,000,000

shares of preferred stock of which 448,833 has been designated Series A Preferred Stock and 551,167 preferred shares
remain undesignated and authorized for issuance.

Common Stock � The common stock (a) is the Company�s most junior class of stock, (b) has no liquidation preference,
(c) has no set dividend rights, and (d) is not convertible. As of September 30, 2008, there were 2,153,994 shares of

common stock reserved for the issuance of stock options, warrants and the conversion of the Series A Preferred Stock.
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11. Stockholders� Equity  � (continued)

Warrants � The Company has outstanding warrants that entitle the holder to purchase up to a total of 91,000 shares of
common stock at an exercise price of $36.56. These warrants, which were issued in connection with DMGI�s initial

public offering in February 2006, are fully vested as of February 2, 2007 and expire on February 2, 2011.

Deferred Stock Awards � From July through November 2007, Orchard NY granted deferred stock awards to its Chief
Executive Officer and an executive of an affiliated entity who performed consulting services for Orchard NY. The

awards provide such individuals with the right to receive an aggregate of 1,915 shares of Series A Preferred Stock and
157,683 shares of Company common stock. The deferred stock awards are fully vested and non-forfeitable and are
therefore included in the outstanding common stock of the Company as of September 30, 2008 and December 31,

2007.

Stock Plan � On June 4, 2008, the stockholders of the Company approved the adoption of the Company�s 2008 Stock
Plan, which amended the Company�s 2005 Stock Plan (the �Plan�). The Plan provides for the grant of incentive stock

options, within the meaning of Section 422 of the Internal Revenue Code, to employees and for the grant of
non-statutory stock options, stock appreciation rights, and restricted stock to employees, directors, and consultants.

The Compensation Committee of the Company�s Board of Directors administers the Plan and has the authority to make
awards under the Plan and establish vesting and other terms, but cannot grant stock options at less than the fair value

of the Company�s common stock on the date of grant or re-price stock options previously granted. The employee stock
options granted under the Plan generally vest ratably over three to four years of service and expire seven to ten years
from the date of grant (or ninety days after the termination of employment). Prior to the adoption of the Company�s

2008 Stock Plan, the 2005 Stock Plan provided for annual stock option grants to non-employee directors pursuant to a
formula defined within the Plan which established the number and terms of such grants. The Plan, as adopted by the
stockholders, does not provide for annual stock option grants to non-employee directors. As of September 30, 2008,

there were 1,000,000 shares of common stock that have been issued or are reserved for issuance under the Plan.

Effective upon the adoption of the Plan by the stockholders, the Board of Directors of the Company adopted a revised
Non-Executive Director�s Compensation Program which, among other things, grants an annual restricted stock award

and annual stock options to non-employee directors in consideration of their service on the Board of Directors.

The Company uses the Trinomial Lattice Model to estimate the fair value of stock option grants. This method
incorporates calculations for expected volatility, risk-free interest rates, employee exercise patterns and post-vesting
employee termination behavior and these factors affect the estimate of the fair value of the Company�s stock options.
The following weighted-average assumptions were used in estimating the fair value of stock options awards for the

nine months ended September 30, 2008:

Risk-free rate of return  3.00%  
Expected volatility 56.76%  
Expected life  4.64 years
Expected dividend yield  0.00%  
Exit rate post-vesting  19.9%  
Exit rate pre-vesting  15.9%  

The Company calculates the expected volatility for stock-based awards using comparable industry data because
sufficient historical trading data does not yet exist for the Company�s stock. The Company estimates the forfeiture rate

for stock-based awards based on historical data. The risk-free rate for stock options granted during the period is
determined by using a zero-coupon U.S. Treasury rate for the period that coincides with
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11. Stockholders� Equity  � (continued)

the expected option terms. The Company has elected to use the simplified method described in Staff Accounting
Bulletin 107, Share-Based Payment, to estimate the expected term of employee stock options.

A summary of stock option activity under the Plan during 2008 is as follows:

Stock Options
Number of
Stock
Options

Weighted
Average
Exercise
Price

Weighted
Average
Remaining
Contractual
Term
(In Years)

Outstanding as of January 1, 2008 265,890 $ 12.62 6.90
Granted 415,695 5.25 6.96
Exercised �
Forfeited or expired (113,205 ) 20.52
Outstanding as of September 30, 2008 568,380 $ 6.12   6.99
Exercisable as of September 30, 2008 110,129 $ 7.55 7.28

The weighted average grant date estimated fair value of stock options granted by the Company for the nine months
ended September 30, 2008 is $1.01 per option.

A summary of the status of the non-vested restricted stock granted under the Plan is as follows:

Restricted Stock Awards

Number of
Shares of
Restricted
Stock

Weighted
Average
Grant Date
Price

Non-vested restricted stock as of January 1, 2008 113,332 $ 7.33
Granted 183,081 6.18
Vested (37,140 ) 6.21
Cancelled (42,500 ) 
Forfeited or expired �
Non-vested restricted stock as of September 30, 2008 216,773 $ 6.60
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The fair value of restricted stock issued under the Plan is determined based on the closing price of the Company�s
common stock on the grant date.

As of September 30, 2008, the Company has $1,523,842 in unrecognized compensation cost related to stock options
and restricted stock granted under the Plan. That cost is expected to be recognized over a weighted average period of

4.01 years. The Company recognized compensation expense of $661,506 and $0 for the nine months ended September
30, 2008 and 2007, respectively, related to the issuance of stock options and restricted stock under the Plan.

Stock Appreciation Rights

A stock appreciation right (�SAR�) entitles the recipient to receive cash in an amount equal to the excess of the fair
market value of one share of common stock on the date of exercise over the grant price of the SAR. The fair value of
each SAR is estimated at the end of each reporting period using the Trinomial Lattice Model. On September 10 2008,

we granted 47,500 SARs at 100% of the fair value of the Company�s common stock with a weighted-average grant
price of $0.68 per SAR to a consultant for the performance of specific services. The SARs granted in 2008 vest

ratably over four years following the date of grant and expire 7 years from the grant date. At September 30, 2008, the
liability associated with our SARs recorded in accrued expenses approximated $1,713.

On the first day of each year, the shares available under the Plan are increased by the lesser of (i) 250,000 shares, (ii)
5% of the number of shares of common stock outstanding on such date, and (iii) an
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11. Stockholders� Equity  � (continued)

amount determined by the Company�s Board of Directors. As of September 30, 2008, a total of 123,541 shares
remained available for grant under the Plan.

12. Related-party Transactions

Operating Lease With Affiliate � In April 2006, the Company began utilizing space subleased by eMusic, an entity
controlled by Dimensional, with no formal sublease agreement in place. The Company paid the lessee directly for the
space utilized. In August 2007, the sublease to this space was assigned by eMusic to the Company and, accordingly,

there is no related party expense for the three and nine months ended September 30, 2008 under this arrangement. The
Company incurred $8,291 and $177,516 of expense for the three and nine months ended September 30, 2007 related

to this arrangement. The lease expires in January 2009.
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Legal Costs � The Company has engaged several outside legal firms to represent its general business interests. One
such firm employs a family member of one of the senior executives of Dimensional who also is a member of the

Company�s Board of Directors. Amounts included in operating expenses in connection with the services performed by
this legal firm were $58,874 and $0 for the three months and $258,889 and $2,263 for the nine months ended

September 30, 2008 and 2007, respectively.

Additionally, in July of 2008, the Company engaged an employee of eMusic to perform legal services on behalf of the
Company in connection with the acquisition of certain assets from TVT. The amounts paid for these services were

$100,000 and $0 for the three months and $100,000 and $0 for the nine months ended September 30, 2008 and 2007,
respectively.

Distribution Services With eMusic � eMusic provides digital music distribution services to the Company under a
Digital Music Wholesale Agreement, dated January 1, 2004, as amended on March 12, 2007. The agreement grants
eMusic worldwide rights, on a non-exclusive basis, to exploit the Company�s master recordings digitally and via the
Internet through December 31, 2009. Pursuant to the agreement, the Company is entitled to better royalty terms if

eMusic allows any other independent record label such better terms during the term of the agreement (a �Most Favored
Nation� clause). Amounts included in revenues in connection with these services were $1,100,784 and $772,441 for the

three months and $3,450,972 and $2,089,264 for the nine months September 30, 2008 and 2007, respectively.
Amounts included in accounts receivable in connection with these services were $1,112,239 and $1,075,602 at

September 30, 2008 and December 31, 2007, respectively.

The Company has distribution agreements with certain labels whereby it has agreed to forego distribution fees to the
label or artist for sales by eMusic. For the three months ended September 30, 2008 and 2007, the Company received

revenues of $143,403 and $175,185 and for the nine months ended September 30, 2008 and 2007, the Company
received revenues of $594,557 and $555,884, respectively, from eMusic relating to such agreements. These amounts

were recorded in revenues with an equal amount recorded in cost of revenues.

Revenue Sharing Agreement With CGH Ventures, Inc � During 2003, Orchard Management, Inc., a wholly-owned
subsidiary of the Company, entered into a revenue sharing agreement with CGH Ventures, Inc., an entity owned by
two of the former stockholders of Orchard NY. Pursuant to this agreement, the Company is obligated to pay CGH
Ventures, Inc. 80% of the net revenues earned by Orchard Management, Inc. Orchard Management, Inc. provides
management services to a recording group. The Company recorded $1,225 and $16,296 for the three months and

$31,933 and $32,274 for the nine months ended September 30, 2008 and 2007, respectively, as commission expense
for CGH�s share of the net revenue earned under the management agreement. The commission expense was included in

cost of revenues in the accompanying condensed consolidated statements of operations.
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13. Commitments and Contingencies

The Company is a party to litigation matters and claims from time to time in the ordinary course of its operations,
including copyright infringement litigation for which it is entitled to indemnification by content providers. While the

results of such litigation and claims cannot be predicted with certainty, the Company believes that the final outcome of
such matters will not have a material adverse impact on its financial position, cash flows, or results of operations.

On March 11, 2008, the Company initiated suit in federal court in the Eastern District of California against
TufAmerica, Inc. The complaint alleges fraud, breach of contract and various other wrongs in connection with a

contract dispute with TufAmerica, Inc. concerning the number, nature and technical quality of master recordings the
label was required to deliver to our company under the contract. The Company requested various forms of relief from
the court, including the return of approximately $2.4 million in fees and advances already paid under the contract. On
April 23, 2008, TufAmerica answered the Company�s complaint denying the causes of action asserted against it and
asserting its own counterclaims against the Company for breach of contract. Although the claim did not specify an

exact amount of damages sought, during the course of the dispute TufAmerica, Inc. had sent a letter to the Company
claiming damages in the amount of approximately $1.2 million. The discovery process has begun but, because the

litigation is in its early stages, the Company is unable to determine if the outcome of this case will be favorable to it.
While the Company believes it has meritorious claims and defenses and intends to pursue them vigorously, litigation

is inherently uncertain and the Company can provide no assurance as to the ultimate outcome.

On December 15, 2006, MCS Music America, Inc., on behalf of itself and other publishers, brought an action for
copyright infringement against Napster, Inc., one of the Company�s digital music stores. MCS alleged that

compositions included in 338 sound recordings made available to Napster as part of its subscription service and free
Napster infringed on copyrights owned by MCS. 16 of the 338 sound recordings were licensed to Napster by the

Company pursuant to the Content Agreement dated August 26, 2004. On July 10, 2008, MCS and Napster settled the
claim.

Under the terms of the Content Agreement, the Company indemnified Napster for damages, including legal fees,
incurred by Napster for any copyright infringement related to the content being licensed from the Company. The

Company�s liability is estimated to be between $60,000 and $120,000 in settlement of this claim and legal fees. The
Company recognized $60,000 of expense related to this matter as of September 30, 2008.

We are involved in legal proceedings from time to time in the ordinary course of our business. To our knowledge,
there are no other pending or threatened legal proceedings that could have a material effect on our business, financial

condition or results of operations.
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The following discussion and analysis should be read in conjunction with our unaudited condensed consolidated
financial statements and notes thereto included in this Quarterly Report on Form 10-Q, our audited consolidated
financial statements and notes thereto for the year ended December 31, 2007, and Management�s Discussion and

Analysis of Financial Condition and Results of Operations, included in our Annual Report on Form 10-K filed with
the Securities and Exchange Commission, or SEC, on March 31, 2008.
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Disclosure Regarding Forward-Looking Statements

This quarterly report on Form 10-Q contains forward-looking statements within the meaning of the federal securities
laws. These statements relate to, without limitation, our future financial performance, plans and objectives for future
operations and projections of revenue and other financial items and involve known and unknown risks, uncertainties
and other factors that may cause our actual results, levels of activity, performance or achievements to be materially

different from those expressed or implied by the forward-looking statements. In some cases, you can identify
forward-looking statements by terminology such as �may,� �likely,� �will,� �should,� �expect,� �plan,�

�anticipate,� �believe,� �estimate,� �predict,� �potential,� �continue� or the negative of these terms or other
comparable terminology. These forward-looking statements are subject to a number of risks that could cause them to

differ from our expectations. These include, but are not limited to, risks relating to:

�Our financial condition and results of operations, including expectations and projections relating to our future
performance and ability to achieve profitability;
�Our ability to capitalize on our business strategy, including shifting our revenue to a more diversified revenue mix;

�Our ability to take advantage of opportunities for revenue expansion, including through acquisitions, delivery of video
content, organic growth in distribution, and revenue growth from higher margin owned and controlled content;

�Ongoing growth in our industry, particularly gaining market share in the growing digital music and mobile
distribution markets, as well as the developing market for digital delivery of video;

� Our ability to continue to acquire digital rights and market our value-added services to content owners;

�Complexities involved in the payment and collection of royalties for digital distribution of copyrighted material and
risks associated with availability of indemnities to protect us from liability for copyright infringement;

� Distribution of our music and video content;
� Music and video piracy;

�Rapidly evolving and changing competitive and industry conditions in the digital media industry, including
potentially significant additional competition for digital distribution;

�
The effects of the business combination of The Orchard Enterprises, Inc. (a Delaware corporation formerly known as
Digital Music Group, Inc.) and Orchard Enterprises NY, Inc. (a New York corporation formerly known as The
Orchard Enterprises Inc.);
�Our ability to integrate the assets acquired from TeeVee Toons, Inc. and/or its affiliates into our ongoing business.

You should not place undue reliance on these forward looking statements, which are based on our reasonable
assumptions at the time made, we can give not assurances that such expectations will be achieved. In evaluating these

statements, you should specifically consider various factors, including the foregoing risks and those outlined under
�Risk Factors� in our Annual Report on Form 10-K as filed with the SEC on March 31, 2008. Many of these factors

are beyond our control. Our forward-looking statements represent estimates and
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assumptions only as of the date of this quarterly report on Form 10-Q. Except as required by law, we undertake no
obligation to update any forward-looking statement to reflect events or circumstances occurring after the date of this

quarterly report on Form 10-Q.

Business Overview
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Background and Basis of Presentation

On November 13, 2007, The Orchard Enterprises, Inc. (formerly known as Digital Music Group, Inc. or �DMGI�)
consummated a business combination with Orchard Enterprises NY, Inc. (formerly known as The Orchard Enterprises
Inc., which we refer to as �Orchard NY�) through a merger of a subsidiary of DMGI with and into Orchard NY pursuant

to the terms of the Second Amended and Restated Merger Agreement dated October 5, 2007, as amended on
November 7, 2007 (the �Merger�). Pursuant to the terms of the Merger, all of the outstanding common and preferred
stock of Orchard NY was cancelled and the former stockholders of Orchard NY received an aggregate of 2,862,910

shares of DMGI common stock (after giving effect to a one for three reverse stock split of DMGI�s common stock that
took effect on November 14, 2007) and 446,918 shares of DMGI Series A convertible preferred stock (the �DMGI

Series A Preferred Stock�). In addition, DMGI assumed the obligations of Orchard NY under its outstanding deferred
common and preferred stock awards and reserved 157,683 shares of DMGI common stock (on a post-split basis) and
1,915 shares of DMGI Series A Preferred Stock for issuance pursuant to such awards. In connection with the Merger,
Orchard NY became our wholly-owned subsidiary, with the former stockholders of Orchard NY collectively owning
shares of our common and preferred stock representing approximately 60% of the voting power of our outstanding

capital stock. The Orchard Enterprises, Inc. and its subsidiaries are referred to collectively as �we,� �us,� and the
�Company.� See Note 4 to our condensed consolidated financial statements appearing elsewhere in this quarterly report

for further details on the Merger.

For accounting purposes, the Merger was treated as a reverse acquisition with Orchard NY being the accounting
acquirer. Accordingly, the historical financial results prior to the Merger are those of Orchard NY and its consolidated

subsidiaries and replace the historical financial results of DMGI as it existed prior to the Merger. The results of
operations for DMGI and its pre-Merger consolidated subsidiaries are included in our consolidated financial results

beginning on November 13, 2007. The presentation of the Condensed Consolidated Statement of Stockholders� Equity
and Redeemable Preferred Stock reflects the effect of the issuance of shares of DMGI common stock and DMGI

Series A Preferred Stock in connection with the Merger and the inclusion of DMGI�s outstanding shares of common
stock at the time of the Merger.

Orchard NY was incorporated in New York in September 2000. On April 28, 2003, Dimensional Associates, LLC, or
Dimensional, an entity formed by a group of private investors, invested in and acquired operating control of Orchard

NY through the purchase of a convertible debt instrument followed by subsequent periodic funding events under
similar conditions as the original convertible debt instrument. These debt instruments were redeemed or converted

prior to completion of the Merger and are described below in �� Liquidity and Capital Resources � Description of
Indebtedness.�

On June 26, 2008, the United States Bankruptcy Court of the Southern District of New York (�the Bankruptcy Court�)
entered an order that, among other things, approved the sale of substantially all of the assets of TeeVeeToons,

Inc. � debtor in possession (�TVT Records�) to the Company pursuant to the terms and conditions of the form of asset
purchase agreement provided to the Bankruptcy Court. On July 3, 2008 the Company and TVT Records entered into a

definitive purchase agreement (the �Asset Purchase Agreement�) pursuant to which the Company (i) acquired
substantially all of the assets of TVT Records� record label business operations including, but not limited to, masters,
artists� agreements, certain inventory, accounts receivable and a real property lease and (ii) assumed certain liabilities

of TVT Records related to the Assets that the Company elected to acquire. For accounting purposes, the asset
purchase was treated as a business combination. The results of operations from the TVT acquisition are included in

the Company�s condensed consolidated financial results beginning July 3, 2008.

Business

We are a global leader in digital media services, currently controlling and distributing approximately 1,300,000 music
and other audio recordings, or tracks, and over 5,000 hours of video programming through hundreds of digital stores
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(e.g., iTunes, eMusic, Google, Netflix, V CAST) and mobile carriers (e.g., Verizon
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Wireless, Vodafone, Bell Canada, Moderati, 3) worldwide. We generate income for our label, retailer, brand and
agency clients by making these music and audio recordings and videos available for purchase at the online stores and

through innovative marketing and promotional campaigns; branded entertainment programs; and film, advertising,
gaming and television licensing, among other services.

Significant Customers

Since inception through September 30, 2008, our revenue has been derived primarily from the distribution of digital
music content. Two customers, Apple iTunes, or iTunes, and eMusic.com, or eMusic (which is controlled by our

majority shareholder), account for a significant portion of our total revenues and related accounts receivable. For the
nine months ended September 30, 2008 and 2007, iTunes represented 55% and 54% of total revenues and eMusic

represented 8% and 11% of total revenues, respectively. Accounts receivable from iTunes were 25% and 34% of total
accounts receivable at September 30, 2008 and December 31, 2007, respectively. Accounts receivable from eMusic

were 9% and 14% of total accounts receivable at September 30, 2008 and December 31, 2007, respectively.

Sources of Revenues

Our revenues are derived from the following sources:

�

Permanent downloads.  In aggregate terms, our permanent download revenue is driven by the number of music
recordings we have available for downloading at digital music retailers, multiplied by the average number of times
our music recordings are downloaded, multiplied by the fee paid to us by each retailer. The download rates for our
music recordings are driven primarily by the overall size and growth of the digital music market, the popularity and
demand for the recordings we make available, the number and nature of the digital music services through which we
make the recordings available to consumers, and our territorial distribution rights. We negotiate the fee we receive per
download in advance at the time we enter into an agreement with a digital music retailer.

�

Subscription download services on the Internet.  We also generate revenues from services that offer consumers the
ability to download up to a certain number of recordings each month for a fixed subscription fee. In such models, we
typically receive a percentage of the total revenue pool generated by the service, after contractually specified costs
and deductions, based on our share of total downloads in the service during the billing period.

�

Subscription streaming fees.  Some digital music retailers distribute our music recordings via streaming on a
subscription basis. Our subscription revenue is a percentage of each retailer�s total subscription revenue (after
contractually specified costs and deductions) based on the number of times our music recordings are listened to by
subscribers as compared to the total for all music recordings listened to during the relevant time period, although the
exact formulations by which our revenue is derived varies between services. Following the termination of their
subscription, consumers are not able to play our music recordings.

�

Mobile services.  Our revenue from mobile services is derived primarily from downloads of full-length music
recordings and mastertones. Most mobile services generally make available to consumers a limited selection of
ringtones due to the limited space on mobile handset screens and higher per track processing costs related to the many
formats that are required for various mobile handset makes and models, although this is changing.

�
Other.  Our other revenue is comprised mainly from licensing fees also referred to as music services, administrative
and consulting fees and other sources such as technology-related servicing fees charged to certain digital music
retailers and other non-retail clients.
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Combined revenue from digital downloads and subscription fees comprised approximately 79% and 81% of our total
revenues for the nine months ended September 30, 2008 and 2007, respectively. Approximately 11% and 6% of our

total revenues for the nine months ended September 30, 2008 and 2007, respectively, was derived from mobile
services.
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Cost of Revenues

Our cost of revenues primarily consists of:

� revenue sharing payments and recoupment of cash advances to artists, record labels and other content owners;
� royalties to artists and publishers;

� amortization of costs to acquire master recordings, digital rights and digital distribution agreements;

�reserves or write-downs of master recordings, capitalized digital rights, digital distribution agreements or royalty
advances that may be deemed necessary from time to time; and

� other direct costs of revenues.
Our cost of revenues and corresponding gross profit is determined by the revenues earned on our available music and

audio content. In our digital distribution agreements with content owners, which usually have terms of two to five
years, we typically have an exclusive right to collect revenue directly from the digital entertainment services. We then

pay a negotiated revenue sharing percentage to the content owner.

In certain instances, with respect to higher profile labels and/or as an inducement to enter into a longer-term license
agreement, we may make a royalty advance against the content owner�s share of future royalties. We capitalize all such

advances as a prepaid asset that we amortize as a cost of revenue as the related revenue is earned and the cash
advances are recouped. We also include in cost of revenues the fees and direct costs incurred in obtaining content. For

long-term distribution agreements, we amortize the legal fees and other direct costs incurred in acquiring the
agreement on a straight-line basis over the shorter of the term of the related agreement or ten years. When we acquire

digital rights or master recordings, we capitalize the purchase price and the direct ancillary costs and amortize the
acquisition costs on a straight-line basis over ten years.

While we are typically not responsible for any third party royalties (such as artists and publishers) in our agreements
with content owners, for music content that we own and for content distributed under most of our long-term
distribution agreements, we are typically responsible for some or all third-party royalties (such as artists and

publishers), the cost of which is included in cost of revenues. Artist royalty obligations for music and audio recordings
have historically been between 0% and 15% of the revenue attributable to a specific track or album. The publisher
royalties for music and audio recordings are a statutory rate in the United States, which was $.091 for recordings 5

minutes or less, or $.0175 per minute or fraction thereof per copy for songs over 5 minutes in 2007 and 2008.

In connection with the allocation of the purchase price to the assets we were deemed to have acquired from DMGI for
accounting purposes, we established an asset called Digital Distribution Agreements, which is a component of �Music
and Audio Content,� to reflect the estimated fair market value of DMGI�s license agreements at the Merger date. The
Company also acquired Digital Distribution Agreements in conjunction with its acquisition of certain assets of TVT
Records, which was added to the existing Music and Audio Content pool. We are amortizing these assets to cost of

revenues over the term of the related agreements.

We include in cost of revenues depreciation and amortization associated with equipment and computer software that
we use to digitally encode music files. Historically, when we have utilized third parties to digitally encode music files
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into the specific formats required by digital entertainment services, we also included these costs in cost of revenues.
We also charge any other third party costs directly associated with earning other revenue to cost of revenues.

Operating expenses include all costs associated with general and administrative expenses, sales and marketing and
product development in order to operate the business.

Seasonality

We are not able to identify definitively seasonality in our business because of the early-stage nature of the entire
digital distribution industry and our limited operating history. However, we suspect that the first and
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fourth quarters of the calendar year may have seasonally higher sales, because this is the peak time for sales of music
recordings in physical format (generally ascribed to increased consumer spending due to the holidays).

Critical Accounting Policies and Estimates

The preparation of financial statements in conformity with U.S. generally accepted accounting principles requires the
use of estimates and assumptions that affect the reported amounts of assets and liabilities, revenues and expenses, and
related disclosures in the consolidated financial statements. Critical accounting estimates and assumptions are those
that may be material due to the levels of subjectivity and judgment necessary to account for highly uncertain matters

or the susceptibility of such matters to change, and that have a material impact on financial condition or operating
performance. We base our estimates and judgments on our experience and on various factors that we believe to be
reasonable under the circumstances. Actual results may differ from these estimates under different assumptions or

conditions. We believe the following critical accounting policies used in the preparation of our consolidated financial
statements require significant judgments and estimates. For additional information relating to these and other

accounting policies, see Note 3 to our condensed consolidated financial statements appearing elsewhere in this
quarterly report. There have been no changes in our critical accounting policies since December 31, 2007.

Revenue Recognition and Assessing the Collectability of Accounts
Receivable

We follow the provisions of Staff Accounting Bulletin (�SAB�) 104, Revenue Recognition in Financial Statements
(�SAB 104�), Emerging Issues Task Force (�EITF�) 00-21, Revenue Arrangements with Multiple Deliverables and EITF
99-19, Reporting Revenue Gross as a Principal versus Net as an Agent. In general, we recognize revenue when there

is persuasive evidence of an arrangement, the fee is fixed or determinable, the product or services have been delivered
and collectability of the resulting receivable is reasonably assured.

Our distribution revenue from the sale of music recordings through digital distribution channels is recognized when
the products are sold by the digital service providers, which provide us with periodic notification of the sales.

For arrangements with multiple obligations (e.g., deliverable and undelivered music content, music publishing
information and other services), we allocate revenues to each component of the contract based on objective evidence
of its fair value. We recognize revenues allocated to undelivered products when the criteria for product revenues set

forth above are met. If objective and reliable evidence of the fair value of the undelivered obligations is not available,
the arrangement consideration allocable to a delivered item is combined with the amount allocable to the undelivered
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item(s) within the arrangement. Revenues are recognized as the remaining obligations are fulfilled. Revenues from
multiple element arrangements were not significant during the three and nine months ended September 30, 2008 and

2007.

In accordance with industry practice and as is customary in many territories, certain physical products (such as CDs
and cassettes) are sold to customers with the right to return unsold items. We recognize net distribution revenues from
such physical sales when reported to us by the retail distributor for the products that are shipped based on gross sales
typically less a provision for future estimated returns determined by distributor based on historical trends. During the

three and nine months ended September 30, 2008 and 2007, revenues from physical sales were not significant.

We recognize reimbursements received from our customers for encoding our music content in the appropriate digital
format for use by the customer under the proportional performance method as revenue in the period that the encoded

content is delivered to the customer. We record cash received in advance of providing the service as deferred revenue.

We record the costs associated with shipping physical products as cost of revenues. Shipping and handling charges
billed to customers are included in revenues. The physical products are the property of the recording labels and artists.

Revenues and cost from shipping and handling were not significant for the three and nine months ended September
30, 2008 and 2007.

Because we receive payment at approximately the same time as we receive the detailed revenue reports, our accounts
receivable generally consists of approximately one month�s revenue for digital entertainment
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services that report on a monthly basis and one quarter�s revenue for digital entertainment services that report on a
quarterly basis. In making estimates regarding the collectability of our accounts receivable, our management considers

the credit profile of our retailers, current economic trends, contractual terms and conditions, historic payment
experience and known or expected events that may impact the retailer�s ability to pay its obligations. Historically, we
have incurred minimal losses for bad debts, although this may not be the case in the future. We maintained a bad debt

allowance of $630,000 at September 30, 2008 and $427,000 at December 31, 2007.

Recoverability of Royalty Advances

We pay advance royalties to certain record labels and artists and account for these advance royalty payments pursuant
to the provisions of Statement of Financial Accounting Standards (�SFAS�) No. 50, Financial Reporting in the Record

and Music Industry (�SFAS 50�). Pursuant to SFAS 50, certain advance royalty payments that are believed to be
recoverable from future royalties to be earned by the content owner or its distributor are capitalized as assets. The

decision to capitalize an advance to a content owner or its distributor as an asset requires significant judgment as to
the recoverability of these advances. We assess the recoverability of these assets upon initial commitment of the

advance based upon our forecast of anticipated revenues from the sale of future and existing music and
publishing-related products. In determining whether these amounts are recoverable, we evaluate the current and past
popularity of the artist or songwriter, the initial or expected commercial acceptability of the product, the current and
past popularity of the genre of music that the product is designed to appeal to, and other relevant factors. Based upon

this information, the portion of such advances that is believed not to be recoverable is expensed. All advances are
assessed for recoverability periodically and, at minimum, on a quarterly basis.
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Accounting for Income Taxes

Deferred income taxes result primarily from temporary differences between financial and tax reporting. Deferred tax
assets and liabilities are determined based on the difference between the financial statement basis and tax basis of

assets and liabilities using enacted tax rates. Future tax benefits are subject to a valuation allowance when
management is unable to conclude that our deferred tax assets will more likely than not be realized from the results of
operations. At each of the financial statement dates presented, we recorded a full valuation allowance against deferred

income taxes due to our limited operating history and net losses recorded since inception. Our estimate for the
valuation allowance for deferred tax assets requires management to make significant estimates and judgments about
projected future operating results. If actual results differ from these projections or if management�s expectations of

future results change, it may be necessary to adjust the valuation allowance.

We have generated losses for federal and state income tax reporting since inception. These tax losses are available for
carryforward until their expiration. In addition to potential expiration, there are other factors that could limit our

ability to use our federal and state tax loss carryforwards. For example, use of prior net operating loss carryforwards
can be limited after an ownership change, such as the Merger. Accordingly, it is not certain how much of our existing
net operating loss carryforwards will be available for use. In addition, we must generate taxable income in the future

in order to use net operating loss carryforwards that have not expired.

Effective January 1, 2007, we began to measure and record uncertain tax positions in accordance with FIN 48
Accounting for Uncertainty in Income Taxes (�FIN 48�) an Interpretation of FASB Statement No. 109. FIN 48

prescribes a threshold for the financial statement recognition and measurement of a tax position taken or expected to
be taken in a tax return. Only tax positions meeting the more-likely-than-not recognition threshold at the effective date

may be recognized or continue to be recognized upon adoption of this Interpretation. FIN 48 also provides guidance
on accounting for derecognition, interest and penalties, and classification and disclosure of matters related to

uncertainty in income taxes. Accounting for uncertainties in income tax positions under FIN 48 involves significant
judgments by management.

Share-Based Compensation

We recognize compensation expense, under the provisions of SFAS No. 123 (R) Share-Based Payment. As a result,
we recognize compensation expense for share-based awards, such as stock options and restricted stock granted to

employees and non-employees based upon the grant date fair value of the award over the

22

TABLE OF CONTENTS

requisite service period. This estimation of the fair value of each share-based grant or issuance on the date of grant
involves numerous assumptions by management. Although we calculate the compensatory element under the

Trinomial Lattice Model, which is a standard option pricing model, this model still requires the use of numerous
assumptions. Assumptions used in this model include, among others, the expected life (turnover), a risk-free interest
rate, dividend yield, and assumptions as to volatility of the underlying equity security. The model and assumptions

also attempt to account for changing employee behavior as the stock price changes and capture the observed pattern of
increasing rates of exercise as the stock price increases. We based our assumption of the expected volatility of our

stock using the comparable industry data because sufficient historical trading data does not yet exist for our stock. The
use of different peer group companies and other assumptions by management in the Trinomial Lattice Model could

produce substantially different results.
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Goodwill

Our goodwill represents the excess of the purchase price over the estimated fair values of the net tangible and
intangible assets of DMGI as a result of the Merger and TVT as a result of our TVT acquisition. We will review

goodwill for impairment annually and whenever events or changes in circumstances indicate its carrying value may
not be recoverable in accordance with SFAS No. 142, Goodwill and Other Intangible Assets. The provisions of SFAS
142 require that a two-step impairment test be performed on goodwill. In the first step, we will compare the fair value
to its carrying value. If the fair value exceeds the carrying value, goodwill will not be considered impaired and we will

not be required to perform further testing. If the carrying value exceeds the fair value, then we must perform the
second step of the impairment test in order to determine the implied fair value of goodwill. If the carrying value of

goodwill exceeds its implied fair value, then we would record an impairment loss equal to the difference. Determining
the implied fair value involves the use of significant estimates and assumptions. These estimates and assumptions
include revenue growth rates and operating margins used to calculate projected future cash flows, risk-adjusted

discount rates, future economic and market conditions and determination of appropriate market comparables. We base
our fair value estimates on assumptions we believe to be reasonable but that are unpredictable and inherently

uncertain. Actual future results may differ from those estimates.

Impairment of Intangible Assets

We test our intangible assets (other than goodwill) for impairment annually, and more frequently if there are
indications of a loss in value. The most significant intangible assets that we test for impairment are those resulting
from the Merger. We test for impairment on the basis of the same objective criteria that were used for the initial

valuation. Our initial valuation and ongoing tests are based on the relationship of the value of our projected future
cash flows associated with the asset to either the purchase price of the asset (for its initial valuation) or the carrying

amount of the asset (for ongoing tests). The determination of the underlying assumptions related to the recoverability
of intangible assets is subjective and requires the exercise of considerable judgment by our management. Any changes
in key assumptions about our business and prospects, or changes in market conditions, could result in an impairment

charge.

Recent Accounting Pronouncements

In September 2006, FASB issued SFAS No. 157, �Fair Value Measurements� (�SFAS 157�), which defines fair value,
establishes a framework for measuring fair value, and expands required disclosures about fair value measurements.
The provisions of SFAS 157 are effective for our company beginning January 1, 2008, except with respect to our
non-financial assets for which the effective date is January 1, 2009. The adoption of SFAS 157 with respect to our
financial assets and liabilities did not have a material effect on our condensed consolidated financial statements.

In February 2007, FASB issued SFAS No. 159, �The Fair Value Option for Financial Assets and Financial Liabilities�
(�SFAS 159�). SFAS 159 permits entities to choose to measure many financial assets and financial liabilities at fair

value. Unrealized gains and losses on items for which the fair value option has been elected are reported in earnings.
SFAS 159 is effective for our company as of the beginning of fiscal year 2009. The adoption of SFAS 159 did not

have a material effect on our condensed consolidated financial statements.
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In December 2007, FASB issued SFAS No. 141 (revised 2007), Business Combinations (�SFAS 141R�). SFAS 141R
establishes principles and requirements for how an acquirer in a business combination: (i) recognizes and measures
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the identifiable assets acquired, the liabilities assumed, and any non-controlling interest in the acquiree; (ii) recognizes
and measures the goodwill acquired in a business combination or gain from a bargain purchase; and (iii) determines

what information to disclose to enable financial statement users to evaluate the nature and financial effects of the
business combination. SFAS 141R is applicable prospectively to business combinations for which the acquisition date

is on or after the beginning of the first annual reporting period beginning on or after December 15, 2008. After its
effective date, SFAS No. 141R would have an impact on the accounting for any business we may acquire in the

future.

In December 2007, FASB issued SFAS No. 160, Non-controlling Interests in Consolidated Financial Statements
(�SFAS 160�). SFAS 160 establishes accounting and reporting standards for the non-controlling interest in a subsidiary
and for the deconsolidation of a subsidiary. SFAS 160 is effective for fiscal years beginning after December 15, 2008.

Early adoption of SFAS 160 is prohibited. After its effective date, SFAS 160 would have an impact on the
presentation and disclosure of the non-controlling interests of any non-wholly-owned businesses we may acquire in

the future.

In March 2008, FASB issued SFAS No. 161, �Disclosures about Derivative Instruments and Hedging Activities� (�SFAS
161�), as an amendment to SFAS No. 133, �Accounting for Derivative Instruments and Hedging Activities� (�SFAS 133�).
SFAS 161 requires enhanced disclosures about how and why a company uses derivative instruments, how derivative

instruments and related hedged items are accounted for under SFAS 133 and how they affect an entity�s financial
performance. SFAS 161 is effective for our company as of the beginning of fiscal year 2009. Management has

determined at this time that this pronouncement does not apply to any of its transactions.

In April 2008, the FASB issued FASB Staff Position SFAS 142-3, Determination of the Useful Life of Intangible
Assets (�FSP SFAS 142-3�). FSP SFAS 142-3 amends the factors that should be considered in developing renewal or
extension assumptions used to determine the useful life of a recognized intangible asset under FASB Statement No.

142, Goodwill and Other Intangible Assets. The objective of this FSP is to improve the consistency between the useful
life of a recognized intangible asset under Statement 142 and the period of expected cash flows used to measure the

fair value of the asset under SFAS 141R, Business Combinations, and other U.S. GAAP principles. FSP SFAS 142-3
is effective for fiscal years beginning after December 15, 2008. The adoption of FSP SFAS 142-3 is effective January
1, 2009 and is not expected to have a material impact on the Company�s condensed consolidated financial statements.

In June 2008, The Emerging Issues Task Force (�EITF�) of FASB issued EITF 07-5, �Determining Whether an
Instrument (or Embedded Feature) Is Indexed to an Entity�s Own Stock� (�EITF 07-5�). This EITF is effective for

financial statements issued for fiscal years beginning after December 15, 2008 and interim periods within those fiscal
years. The Company is evaluating whether this EITF would apply to the Company�s redeemable preferred stock.

In October 2008, the FASB issued FSP 157-3 �Determining Fair Value of a Financial Asset in Market That is Not
Active� (�FSP 157-3�). FSP 157-3 clarified the application of SFAS No. 157 in an inactive market. It demonstrated how

the fair value of a financial asset is determined when the market for that financial asset is inactive. FSP 157-3 was
effective upon issuance, including prior periods for which financial statements had not been issued. Management has

determined at this time that this pronouncement does not apply to any of its transactions.

For additional information relating to these and other recent accounting pronouncements, see Note 3 to our condensed
consolidated financial statements appearing elsewhere in this quarterly report.

Internal Control over Financial Reporting

In connection with the audit for the year ended December 31, 2007, our independent auditors identified significant
deficiencies in our internal controls over financial reporting regarding our lack of formalized written policies and
procedures in the financial accounting area, our lack of appropriate resources to both manage the financial close
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process on a timely basis and handle the accounting for complex equity and other transactions, our lack of
sophisticated financial reporting systems to allow the reporting of financial information on a
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timely basis, which is due in part to the small size of our company prior to the Merger, and our lack of a formalized
disaster recovery plan in the information technology area. These significant deficiencies together constitute a material
weakness in our internal controls over financial reporting. These significant deficiencies, along with the actions taken
to remedy the significant deficiencies, are described in Item 4T �Controls and Procedures,� appearing elsewhere in this

quarterly report.

Factors Affecting Future Results

We have incurred losses since inception and our ability to achieve profitability in the near term is primarily dependent
on increasing revenue while controlling and limiting expenses. Some of the current industry conditions and factors

that we expect could have a significant impact on our future results are discussed below:

Factors impacting revenue and download rates for music content.  Achieving profitable growth will require continued
growth in the overall market for digital retail sales of music, video and other forms of media, and our ability to

maintain a competitive suite of digital distribution and service offerings that will be attractive to independent record
labels and other owners of digital media content. We expect continued competition from entrenched music

distribution companies moving more aggressively into the digital sector (e.g., the distribution companies owned by the
four major music companies), other independent distributors, and new entrants to the market. We believe that our

revenue and download rates for music content might be affected by a number of macrofactors, including:

�Overall growth of the legitimate retail consumer market for digital music, in the context of a still robust so called
peer-to-peer (P2P) pirate market;

�
Amount of additional digital music and video recordings that are made available to consumers from all sources and
the impact on average sales that results from having an increasing amount of music and video content available within
the retail channels;

�
The speed and efficacy with which new digital entertainment services � either through traditional a la carte downloads
or subscription models, or new forms of music retail such as advertising-based or P2P models � enter and grow the
market; and

�

The speed and efficacy with which digital music retailers invest, on the one hand, in product enhancements that allow
them to more dynamically serve music to targeted subgroups (e.g., ethnic nationals living abroad) and, on the other
hand, particularly with respect to mobile operators, integrate their sophisticated marketing segmentation and direct
marketing capabilities more closely with demographically-based music marketing.
Gross profit.  Our gross profit is directly affected by our ability to negotiate favorable digital distribution agreements

with record labels and other content owners. The current and future marketplace will continue to evolve and shape our
ability to enter into new distribution agreements with content owners seeking to access the digital marketplace and
renew existing agreements as they begin to expire. As more competitors enter this market and seek to sign similar

agreements with content owners, this could adversely impact our gross profit.

Operating expenses.  Our operating expenses include all costs associated with general and administrative expenses,
sales and marketing and product development in order to operate the business. These expenses increased in each of the
past three fiscal years and relatively quarter over quarter as we added additional personnel dedicated to expanding our

operations and broadening our product and service offerings.
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Business development.  We plan to continue to build our core music and video businesses by building on our
established digital distribution relationships and by adding additional record labels and content owners, showcasing

top-tier global artists, and expanding our marketing capabilities. We also plan to continue to develop our broad
services platform, including:

�Marketing and technology programs to service brands, consumer packaged goods companies and other businesses
integrating music with their marketing objectives;

� Placement of master recordings for synchronization use in advertising, film and television programs;
� Mechanical licensing and administration of music publishing for digital sales in the United States;

� Collection of sound performance recording royalties globally, among other offerings.
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Results of Operations

The following table sets forth items in our Condensed Consolidated Statements of Operations as a percentage of
revenue, as well as certain additional revenue and operating data for the periods indicated.

For the Three Months Ended September 30,
2008 2007

Amount Percentage
of Total Amount Percentage

of Total
Statement of Operations Data:
Revenue $14,624,068 100 % $6,705,047 100 % 
Cost of revenues 9,975,959     68 % 4,901,875     73 % 
Gross profit 4,648,109 32 % 1,803,172 27 % 
Operating expenses 4,878,805 33 % 4,771,342 71 % 
Other income (expense) 171,846 1 % (10,107 ) 0 % 
Net loss $(58,850 ) 0 % $(2,978,277) (44 )% 
Key Revenue and Operating Data:
Digital music revenue by source:
Downloads $9,009,749 61.6 % $4,049,045 60.4 % 
Subscriptions(1) 2,129,238 14.6 % 1,232,709 18.4 % 
Mobile services 1,810,088 12.4 % 775,018 11.6 % 
Other 1,674,993 11.4 % 648,275 9.6 % 
Total $14,624,068 100 % $6,705,047 100 % 
Average number of music recordings available for
downloading during the period 1,219,415 706,123

Number of music recordings available for
downloading at the end of the period 1,271,650 741,396

Number of paid downloads during the period 12,477,149 5,362,281

(1)
Includes subscription download and streaming services on the Internet, including revenues from eMusic (which is
controlled by our majority stockholder) of $1,100,784 and $772,441 for the three months ended September 30,
2008 and 2007, respectively.
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Comparison of Three Months Ended September 30, 2008 to September 30,
2007

Revenues.  Revenues increased to approximately $14.6 million for the three months ended September 30, 2008 from
approximately $6.7 million for the three months ended September 30, 2007. Revenues from digital distribution

(including permanent downloads and subscription services) increased to approximately $11.1 million for the three
months ended September 30, 2008 from approximately $5.3 million for the three months ended September 30, 2007,
primarily as a result of the increase in paid downloads, as well as the increase in the number of recordings available
for download as a result of the combined operations following the Merger. The increase in paid downloads resulted
primarily from a significant increase in the average number of available tracks for sale, which increase resulted from
organic growth and the effects of the Merger. The increase in paid downloads is also in part due to a more efficient
distribution process, which resulted in part from launch of our proprietary V.E.C.T.O.R.TM system in 2007. Digital

revenue in 2008 includes approximately $0.7 million from TVT. Revenue from mobile distribution increased to
approximately $1.8 million for the three months ended September 30, 2008 from approximately $0.8 million for the

three months ended September 30, 2007, as a result of adding additional mobile stores, increased available content for
our mobile channel partners and overall favorable industry trends, as well as the impact of the Merger. Mobile revenue
in 2008 includes approximately $0.3 million from TVT. Other revenue from licensing and music services (including
placement of master recordings for use in film, television and commercials), physical sales, and other sources such as
fees charged to non-retail clients and service fees charged to digital music retailers, increased to approximately $1.7

million for the three months ended September 30, 2008 from approximately
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$0.6 million for the three months ended September 30, 2007, primarily due to greater exploitation of digital assets.
Other revenue in 2008 includes approximately $0.2 million from TVT.

Cost of revenues.  Our cost of revenues increased to approximately $10.0 million for the three months ended
September 30, 2008 from approximately $4.9 million for the three months ended September 30, 2007. Royalty

expense from digital distribution (including permanent downloads and subscription services) and mobile services paid
to artists, labels and other content owners and other costs increased to approximately $9.6 million for the three months

ended September 30, 2008 from approximately $4.7 million for the three months ended September 30, 2007, which
increase is primarily related to the increase in overall revenues, which includes the impact of the Merger. During the
three months ended September 30, 2008 and 2007, our royalties paid to artists, labels and other content owners and
other costs from digital distribution (including permanent downloads and subscription services) and mobile services

amounted to approximately 65% and 70% of revenues, respectively. Other costs of revenues increased to
approximately $0.4 million for the three months ended September 30, 2008, compared with $0.2 million for the three
months ended September 30, 2007. Gross profit margin increased to 31.8% of revenues for the three months ended

September 30, 2008 from 26.9% of revenues for the three months ended September 30, 2007, predominately because
of the higher percentage of total revenue earned in the three months ended September 2008 from higher profit margin
areas such as fees charged to non-retail clients and service fees charged to digital music retailers as well as the higher

margins associated with the sale of TVT owned content.

Operating expenses.  The following table sets forth the individual components of our operating expenses for the three
months ended September 30, 2008 and 2007:

For the Three Months Ended September 30,
2008 2007

Edgar Filing: Orchard Enterprises, Inc. - Form 10-Q

Comparison of Three Months Ended September 30, 2008 to September 30, 2007 35



Amount Percentage
of Total Amount Percentage

of Total
Personnel-related expenses $ 2,316,549 47 % $ 3,070,709 64 % 
Professional fees 1,222,002 25 % 831,514 17 % 
Office expenses 677,549 14 % 268,460 6 % 
Travel expenses 224,929 5 % 223,982 5 % 
Marketing 238,331 5 % 81,306 2 % 
Other expenses 199,445 4 % 295,371 6 % 

$ 4,878,805    100 % $ 4,771,342    100 % 
Operating expenses increased approximately $0.1 million to $4.9 million for the three months ended September 30,

2008 from $4.8 million for the three months ended September 30, 2007. Personnel-related expenses decreased due to
additional compensation charges incurred in the comparative period of 2007 related to the issuance of common stock
to founders as a result of the conversion of the Company�s convertible debt. Professional fees increased in the three
months ended September 30, 2008 compared to 2007 as a result of costs associated with being a public company
including accounting and legal expenses and directors fees, which costs and fees were not applicable for the three

months ended September 30, 2007.

Other income and expense.  For the three months ended September 30, 2008, we had interest income of approximately
$0.01 million on cash included in the DMGI assets acquired as a result of the Merger. In addition the Company

recognized $0.2 million of other income related to the sale of an acquired artist purchased as part of the TVT asset
purchase agreement. We had no other income for the same period in 2007. We had no interest expense for the three

months ended September 30, 2008, compared with approximately $0.01 million for the three months ended September
30, 2007 attributable to interest payable to Dimensional (our majority stockholder) on outstanding convertible debt,

which has since been converted.
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Comparison of Nine Months Ended September 30, 2008 to September 30, 2007

Results of Operations

The following table sets forth items in our Condensed Consolidated Statements of Operations as a percentage of
revenue, as well as certain additional revenue and operating data for the periods indicated.

For the Nine Months Ended September 30,
2008 2007

Amount Percentage
of Total Amount Percentage

of Total
Statement of Operations Data:
Revenue $41,182,368 100 % $18,692,312 100 % 
Cost of revenues 29,438,304 71 % 13,515,662 72 % 
Gross profit 11,744,064 29 % 5,176,650 28 % 
Operating expenses 14,024,850 34 % 9,930,208 53 % 
Other income (expense) 332,059 1 % (416,980 ) (2 )% 
Net loss $(1,948,727 ) (6 )% $(5,170,538 ) (27 )% 
Key Revenue and Operating Data:
Digital music revenue by source:
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Downloads $26,260,030 63.8 % $11,061,402 59.2 % 
Subscriptions(1) 5,915,132 14.4 % 3,481,776 18.6 % 
Mobile services 4,599,759 11.2 % 1,758,689 9.4 % 
Other 4,407,447 10.6 % 2,390,445 12.8 % 
Total $41,182,368    100 % $18,692,312    100 % 
Average number of music recordings available for
downloading during the period 1,184,517 628,887

Number of music recordings available for
downloading at the end of the period 1,271,650 741,396

Number of paid downloads during the period 35,892,567 14,787,816

(1)
Includes subscription download and streaming services on the Internet, including revenues from eMusic (which is
controlled by our majority stockholder) of $3,484,820 and $2,089,264 for the nine months ended September 30,
2008 and 2007, respectively.

Comparison of Nine Months Ended September 30, 2008 to September 30, 2007

Revenues. Revenues increased to approximately $41.2 million for the nine months ended September 30, 2008 from
approximately $18.7 million for the nine months ended September 30, 2007. Revenues from digital distribution

(including permanent downloads and subscription services) increased to approximately $32.2 million for the nine
months ended September 30, 2008 from approximately $14.5 million for the nine months ended September 30, 2007,
primarily as a result of the increase in paid downloads, as well as the increase in the number of recordings available
for download as a result of the combined operations following the Merger. The increase in paid downloads resulted
primarily from a significant increase in the average number of available tracks for sale, which increase resulted from
organic growth and the effects of the Merger. The increase in paid downloads is also in part due to a more efficient
distribution process, which resulted in part from launch of our proprietary V.E.C.T.O.R.TM system in 2007. Digital

revenue in 2008 includes approximately $0.7 million from TVT. Revenue from mobile distribution increased to
approximately $4.6 million for the nine months ended September 30, 2008 from approximately $1.8 million for the

nine months ended September 30, 2007, as a result of adding additional mobile stores, increased available content for
our mobile channel partners and overall favorable industry trends, as well as the impact of the Merger. Mobile revenue
in 2008 includes approximately $0.3 million from TVT. Other revenue from licensing and music services (including
placement of master recordings for use in film, television and commercials), physical sales, and other sources such as

fees charged to non-retail clients and service fees charged to digital music retailers,
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increased to approximately $4.4 million for the nine months ended September 30, 2008 from approximately $2.4
million for the nine months ended September 30, 2007. This increase was primarily due to a one-time bonus from one
of our retail partners received in recognition of our assistance in the success of its business and, due to organic growth

and the effects of the Merger. Other revenue in 2008 includes approximately $0.2 million from TVT.

Cost of revenues.  Our cost of revenues increased to approximately $29.4 million for the nine months ended
September 30, 2008 from approximately $13.5 million for the nine months ended September 30, 2007. Royalty

expense from digital distribution (including permanent downloads and subscription services) and mobile services paid
to artists, labels and other content owners and other costs increased to approximately $28.4 million for the nine

months ended September 30, 2008 from approximately $12.6 million for the nine months ended September 30, 2007,
which increase is primarily related to the increase in overall revenues, which includes the impact of the Merger.

During the nine months ended September 30, 2008 and 2007, our royalties paid to artists, labels and other content
owners from digital distribution (including permanent downloads and subscription services) and mobile services
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amounted to approximately 69% and 67% of revenues, respectively. Other costs of revenues increased to
approximately $1.0 million for the nine months ended September 30, 2008 from $0.9 million the nine months ended
September 30, 2007. Gross profit margin increased to 28.5% of revenues for the nine months ended September 30,
2008 from 27.7% of revenues for the nine months ended September 30, 2008, predominantly because of the higher

percentage of total revenue earned in the nine months of 2007 from higher profit margin areas such as fees charged to
non-retail clients and service fees charged to digital music retailers and the higher margins associated with the sale of

TVT owned content.

Operating expenses.  The following table sets forth the individual components of our operating expenses for the three
months ended September 30, 2008 and 2007:

For the Nine Months Ended September 30,
2008 2007

Amount Percentage
of Total Amount Percentage

of Total
Personnel-related expenses $ 6,809,041 49 % $ 6,005,700 60 % 
Professional fees 3,505,717 25 % 1,731,746 17 % 
Office expenses 1,942,839 14 % 785,598 8 % 
Travel expenses 780,296 6 % 692,799 7 % 
Marketing 591,147 4 % 355,843 4 % 
Other expenses 395,810 2 % 358,522 4 % 

$ 14,024,850    100 % $ 9,930,208    100 % 
Operating expenses increased to approximately $14.0 million for the nine months ended September 30, 2008, from

approximately $9.9 million for the nine months ended September 30, 2007. Personnel-related expenses increased due
to selected increases in staffing in order to provide operational, technology and artist and label client services as we

continue to grow and also, staff investments in new business areas such as brand entertainment which we do not
expect to become material revenue sources until later in 2009 but view strategically as critical and margin-accretive

growth areas; as well as corresponding travel and office expenses. In addition to costs associated with salary and
benefits, we also incurred share-based compensation in the nine months ended September 30, 2008 that were not
applicable for the nine months ended September 30, 2007. Professional fees increased in the nine months ended

September 30, 2008 compared to 2007 as a result of costs associated with being a public company including
accounting and legal expenses and directors fees, which costs and fees were not applicable for the nine months ended
September 30, 2007. Other operating expenses increased for the nine months ended September 30, 2008 compared to

2007 primarily as a result of an increase in reserve for bad debts.

Other income and expense.  For the nine months ended September 30, 2008, we had interest income of approximately
$0.2 million on cash included in the DMGI assets acquired as a result of the Merger. We had no other income for the

same period in 2007. We had no interest expense for the nine months ended September 30, 2008, compared with
approximately $0.4 million for the nine months ended September 30, 2007
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attributable to interest payable to Dimensional (our majority stockholder) on outstanding convertible debt, which has
since been converted. In addition the Company recognized $0.2 million of other income in 2008 related to the sale of

an acquired artist purchased as part of the TVT asset purchase agreement.
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Liquidity and Capital Resources

We have incurred net losses of approximately $1.9 million and $5.2 million for the nine months ended September 30,
2008 and 2007, respectively. Prior to the Merger, we received cash advances in the form of convertible debt (later

converted to equity) from Dimensional to fund losses and operate the business. However, subsequent to the Merger,
no such cash advances have been received from Dimensional, nor are any expected to be made in the future. At

September 30, 2008, we had approximately $3.5 million in cash and cash equivalents. Management believes that the
Company has sufficient resources from cash balances on hand and cash flow to be generated from operations to fund

its net cash requirements for the next 12 months. The Company is also in the process of securing a source of financing
in order to fund the Company�s working capital requirements for further growth.

Cash Flows for the Nine Months Ended September 30, 2008 compared to Nine
Months Ended September 30, 2007

Net cash provided by operations for the nine months ended September 30, 2008 was approximately $0.3 million. The
reconciliation of net loss of approximately $1.9 million to net cash provided by operations for the nine months ended
September 30, 2008 included non-cash charges for depreciation and amortization of approximately $1.0 million, bad
debt expense of approximately $0.2 million and share-based compensation of approximately $0.7 million. As a result
of our increase in revenues, our corresponding accounts receivable increased by approximately $3.7 million whereas
our royalty payable increased by $3.0 million for the period ended September 30, 2008. Similarly, deferred revenue
increased $1.0 million. Additionally, as a result of our content acquisition strategy, we generated approximately $0.6

million net cash for royalty advances on previously secured music and audio content rights.

Net cash used in operations for the nine months ended September 30, 2007 was approximately $3.2 million. The
reconciliation of net loss of approximately $5.2 million to net cash used in operations for the nine months ended

September 30, 2007 included non-cash charges for depreciation and amortization of approximately $0.2 million, and
an increase in bad debt expense of approximately $0.2 million. These non-cash charges were offset by reduced

working capital requirements of approximately $2.4 million, primarily because accounts receivable coupled with costs
associated with the DMGI Merger increased at a faster rate than accrued royalties as our business continued to expand

in 2007.

Our investing activities resulted in a net cash outflow of approximately $7.5 million for the nine months ended
September 30, 2008 as a result of professional fees and other expenditures that increased goodwill associated with the
Merger of $0.5 million, expenditures to purchase property and equipment of $0.6 million, the costs associated with the

acquisition of certain TVT assets of $6.0 million and the issuance of a loan receivable for $0.4 million. For the nine
months ended September 30, 2007, investing activities resulted in a net cash outflow of approximately $0.4 million to
purchase property and equipment. The property and equipment additions for both the nine months ended September

30, 2008 and 2007 were primarily due to the increase in headcount as our business continued to grow and for
designing, developing and implementing our V.E.C.T.O.RTM direct digital delivery system, which we launched in

2007.

Cash provided from financing activities for the nine months ended September 30, 2008 and 2007 was $0 and
approximately $5.0 million, respectively. In 2007, such amount reflects the proceeds from the issuance of additional

convertible debt to Dimensional for cash advances received during the first nine months of 2007.

As of September 30, 2008, we had cash and cash equivalents of approximately $3.5 million and working capital
deficit of approximately $0.1 million, compared to cash and cash equivalents of approximately $10.6 million and

working capital of approximately $7.1 million at December 31, 2007. The decrease in cash and cash equivalents is
primarily attributed to the acquisition of TVT. The decrease in working capital is primarily attributed to the

acquisition of TVT. In the fourth quarter, we expect to utilize cash and cash equivalents to fund operations, acquire
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additional digital rights to music catalogs and make additions to property and equipment. We are also in the process of
securing a source of financing in order to fund working capital
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requirements for further growth. There can be no assurance that the Company will be able to secure such funding. As
discussed above, subsequent to September 30, 2008, we acquired substantially all of the assets of TVT Records.

Description of Indebtedness

As of September 30, 2008, we had no debt. The following discussion relates to debt outstanding in 2007 prior to the
Merger.

Convertible Debt Instruments

Since April 2003, Dimensional extended various loans to Orchard NY, which debt was convertible into that number of
shares of Orchard NY�s Series A Convertible Preferred Stock, or the Orchard NY Series A Preferred Stock, determined
by dividing the principal balance by a conversion price of $1.00 per share of Orchard NY Series A Preferred Stock (i)

at any time, at Dimensional�s sole option or (ii) automatically, upon the closing of a sale of 3,000,000 shares of
Orchard NY Series A Preferred Stock pursuant to a stock purchase agreement with Dimensional.

In May 2006, Orchard NY issued 7,931,000 shares of its Series A Convertible Preferred Stock and 7,931,000 shares
of its Series B Convertible Preferred Stock to Dimensional in exchange for the conversion and cancellation of

convertible debt with a principal balance of approximately $7.9 million (the outstanding convertible debt principal
balance at December 31, 2005). Accrued interest relating to this debt was not cancelled at this time. At December 31,
2006, the outstanding principal balance of the Dimensional convertible debt was approximately $6.6 million and the

outstanding balance of the accrued interest was approximately $1.2 million (which includes interest on the
approximately $7.9 million debt cancelled in May 2006). Interest expense on the convertible debt was approximately

$0.5 million, for the year ending December 31, 2006.

In 2007 and prior to the Merger, Orchard NY undertook two recapitalizations (a July 2007 recapitalization and a
September 2007 recapitalization) whereby Dimensional agreed to convert its then outstanding convertible debt in

exchange for shares of preferred stock of Orchard NY and forgave accrued interest. These recapitalizations are
described in Note 9 to our consolidated financial statements in our Annual Report on Form 10-K. In November 2007,
we amended the September 2007 recapitalization to recharacterize $600,000 of funding as a loan payable instead of a

capital contribution. We repaid this $600,000 loan in November 2007.

On November 13, 2007, in conjunction with the Merger, all outstanding shares of Orchard NY�s Series A Convertible
Preferred Stock, Series B Convertible Preferred Stock, Series C Convertible Preferred Stock and common stock were

cancelled and the former Orchard NY stockholders received 448,833 shares of our Series A Preferred Stock and
3,021,202 shares of our common stock, including 1,915 shares of our Series A Preferred Stock and 157,683 shares of

our common stock that are subject to deferred stock awards assumed in connection with the Merger.

At September 30, 2008, we had 448,833 shares of our Series A Preferred Stock outstanding. Our Series A Preferred
Stock is not entitled to any dividend or any interest. Each share is convertible into 3.3 shares of our common stock at

any time at the sole discretion of the preferred shareholders. The shares are redeemable for $55.70 per share
(equivalent to $16.72 per common share) at the sole discretion of our board of directors after November 13, 2012 and

only if our common stock is trading above $30.00 per share for more than thirty days in a row.
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As of September 30, 2008, we had no outstanding convertible debt owed to Dimensional.

Off-Balance Sheet Arrangements

As of September 30, 2008, we had no off-balance sheet arrangements.

Related Party Transactions

Dimensional is the controlling stockholder of The Orchard Enterprises, Inc., owning approximately 54% of our voting
common stock on a fully diluted basis as of September 30, 2008. Dimensional is also the controlling stockholder of

eMusic, which provides digital music distribution services to us under a Digital Music
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Wholesale Agreement, dated January 1, 2004, as amended on March 12, 2007. This agreement grants eMusic
worldwide rights, on a non-exclusive basis, to exploit our master recordings digitally and via the Internet through
December 31, 2009. Pursuant to the agreement, we are entitled to better royalty terms if eMusic allows any other

independent record label such better terms during the term of the agreement (a �Most Favored Nation� clause). Amounts
included in revenues in connection with these services were $1,100,784 and $772,441 for the three months ended

September 30, 2008 and 2007, respectively. Amounts included in accounts receivable in connection with these
services were $1,112,239 and $1,075,602 at September 30, 2008 and December 31, 2007, respectively. We also have
distribution agreements with certain labels whereby we have agreed to forego distribution fees to the label or artist for

sales by eMusic. For the nine months ended September 30, 2008 and 2007, we received revenues of $594,557 and
$555,884 respectively, from eMusic relating to such agreements. We recorded these amounts in revenues with an

equal amount recorded in cost of revenues.

For information relating to other related party transactions, see Note 12 to our condensed consolidated financial
statements appearing elsewhere in this quarterly report.

Item 4T. CONTROLS AND PROCEDURES

Disclosure Controls and Procedures

In evaluating the disclosure controls and procedures, management recognizes that any controls and procedures, no
matter how well designed and operated, can provide only reasonable assurance of achieving the desired control

objectives, and management is required to apply its judgment in evaluating the cost-benefit relationship of possible
controls and procedures. Our management evaluated, with the participation of our Chief Executive Officer and our

Chief Financial Officer, the effectiveness of our disclosure controls and procedures as of the end of the period covered
by this quarterly report on Form 10-Q. Due to the existence of a material weakness described below, our Chief

Executive Officer and our Chief Financial Officer have concluded that our disclosure controls and procedures are not
effective to ensure that information we are required to disclose in reports that we file or submit under the Securities

Exchange Act of 1934 (1) is recorded, processed, summarized and reported within the time periods specified in
Securities and Exchange Commission rules and forms, and (2) is accumulated and communicated to management,

including our Chief Executive Officer and our Chief Financial Officer, as appropriate to allow timely decisions
regarding required disclosure.
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Notwithstanding the conclusion that our disclosure controls and procedures were not effective as of the end of the
period covered by this report, the Chief Executive Officer and the Chief Financial Officer believe that the consolidated

financial statements and other information contained in this annual report present fairly, in all material respects, our
business, financial condition and results of operations. Such conclusion is based on the additional analyses and other
post-closing procedures performed to ensure that our condensed, consolidated financial statements contained in this

quarterly report were prepared in accordance with U.S. GAAP and applicable SEC regulations.

In connection with the audit of our 2007 consolidated financial statements, our independent auditors identified certain
significant deficiencies that together constitute a material weakness in our internal control over financial reporting.

These significant deficiencies primarily relate to our lack of formalized written policies and procedures in the financial
accounting area, our lack of appropriate resources to both manage the financial close process on a timely basis and

handle the accounting for complex equity and other transactions, our lack of sophisticated financial reporting systems
to allow the reporting of financial information on a timely basis, which is due in part to the small size of our company

prior to the Merger, and our lack of a formalized disaster recovery plan in the information technology area. These
significant deficiencies together constitute a material weakness in our internal control over financial reporting. During
2008, the Company has developed and implemented the following actions to address and remediate these significant

deficiencies:

�

Lack of Formal Written Policies and Procedures in the Financial Accounting Area � We have engaged a reputable
CPA firm with extensive experience in Sarbanes-Oxley Section 404 implementation to assist us in the identification
and documentation of key controls for each of our key financial reporting processes. In connection with our
Sarbanes-Oxley Section 404 Implementation Project, key policies and procedures have been formalized and
documented in the form of process narratives; and they have been properly discussed with and disseminated to our
accounting staff.
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�

Lack of Appropriate Resources to Manage the Financial Close and Handle Accounting for Complex
Transactions � We have hired an Assistant Controller with the necessary experience to support the financial reporting
process, and have refined the roles and responsibilities of our accounting staff and realigned their work flow to ensure
proper monitoring review and supervision. We have also updated the respective skill set of our accounting staff as we
solidified the leadership of our finance and accounting department. In connection with our Sarbanes 404
Implementation Project, our accounting staff has been specifically trained to ensure the timely completion of our key
control activities.

�Lack of Sophisticated Financial Reporting Systems � We have replaced our accounting system and successfully
implemented Great Plains to help strengthen the integrity and timeliness of our financial reporting process.

�
Lack of a Formalized Disaster Recovery Plan � We have formalized our strategic plan on Disaster Recovery (DR) and
it has been recently approved by our Board of Directors. As developed, the draft DR Plan will be tested for its
operating effectiveness during the fourth quarter.

The Company will continue to implement controls and procedures to remediate its identified deficiencies.
Management expects to complete all of its remediation efforts before December 31, 2008.

Changes in Internal Control over Financial Reporting

There was no change in our internal control over financial reporting that occurred during the third quarter of 2008 that
has materially affected, or is reasonably likely to materially affect, our internal control over financial reporting.
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PART II. OTHER INFORMATION

Item 1. LEGAL PROCEEDINGS

We are involved in legal proceedings from time to time in the ordinary course of our business.

On March 11, 2008, we initiated suit in federal court in the Eastern District of California against TufAmerica, Inc. The
complaint alleges fraud, breach of contract and various other wrongs in connection with a contract dispute with

TufAmerica, Inc. concerning the number, nature and technical quality of master recordings the label was required to
deliver to our company under the contract. We requested various forms of relief from the court, including the return of

approximately $2.4 million in fees and advances already paid under the contract. On April 23, 2008, TufAmerica
answered our complaint denying the causes of action asserted against it and asserting its own counter claims against

us for breach of contract. Although the claim did not specify an exact amount of damages sought, during the course of
the dispute TufAmerica, Inc. had sent a letter to us claiming damages in the amount of approximately $1.2 million.
The discovery process has begun but, because the litigation is in its early stages, we are unable to determine if the

outcome of this case will be favorable to us. While we believe we have meritorious claims and defenses and intend to
pursue them vigorously, litigation is inherently uncertain and we can provide no assurance as to the ultimate outcome

of the matter.

On December 15, 2006, MCS Music America, Inc., on behalf of itself and other publishers, brought an action for
copyright infringement against Napster, Inc., one of the Company�s digital music stores. MCS alleged that

compositions included in 338 sound recordings made available to Napster as part of its subscription service and free
Napster infringed on copyrights owned by MCS. 16 of the 338 sound recordings were licensed to Napster by the

Company pursuant to the Content Agreement dated August 26, 2004. On July 10, 2008, MCS and Napster settled the
claim.

Under the terms of the Content Agreement, the Company indemnified Napster for damages, including legal fees,
incurred by Napster for any copyright infringement related to the content being licensed from the Company. The
Company�s liability is estimated to be between $60,000 and $120,000 in settlement of this claim and legal fees.

To our knowledge, there are no other pending or threatened legal proceedings that could have a material effect on our
business, financial condition or results of operations.

Item 1A. RISK FACTORS

Not applicable.

Item 2. UNREGISTERED SALES OF EQUITY SECURITIES AND
USE OF PROCEEDS

Not applicable.

Item 3. DEFAULTS UPON SENIOR SECURITIES

Not applicable.
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Item 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY
HOLDERS

Not applicable.

Item 5. OTHER INFORMATION

Not applicable.
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Item 6. EXHIBITS

Exhibit
Number Exhibit Description

2.1

Second Amended and Restated Agreement and Plan of Merger, dated as of October 5, 2007, by
and among Digital Music Group, Inc., DMGI New York, Inc. and The Orchard Enterprises Inc.
(incorporated by reference to Annex A of the Company�s Proxy Statement on Schedule 14A
filed on October 10, 2007)

2.2

Amendment No. 1 to Second Amended and Restated Agreement and Plan of Merger dated as
of November 7, 2007, by and among Digital Music Group, Inc., DMGI New York, Inc. and
The Orchard Enterprises Inc. (incorporated by reference to Exhibit 2.1 of the Company�s
Current Report on Form 8-K filed on November 8, 2007)

3.1 Amended and Restated Certificate of Incorporation (incorporated by reference to Exhibit 3.2
of the Company�s Registration Statement on Form S-1/A filed on January 27, 2006)

3.2
Certificate of Amendment of Certificate of Incorporation dated November 13, 2007
(incorporated by reference to Exhibit 3.2 of the Company�s Annual Report on Form 10-K filed
on March 31, 2008)

3.3 Certificate of Designation of Series A Convertible Preferred Stock (incorporated by reference
to Exhibit 3.3 of the Company�s Annual Report on Form 10-K filed on March 31, 2008)

3.4 Certificate of Ownership and Merger dated February 4, 2008 (incorporated by reference to
Exhibit 3.1 of the Company�s Current Report on Form 8-K filed on February 6, 2008)

3.5
Second Amended and Restated Bylaws of the Company dated September 4, 2008
(incorporated by reference to Exhibit 3.1 of the Company�s Current Report on Form 8-K filed
on September 10, 2008)

4.1 Form of Company�s Common Stock Certificate (incorporated by reference to Exhibit 4.1 of the
Company�s Annual Report on Form 10-K filed on March 31, 2008)

4.2 Form of Warrant to Purchase Company�s common stock (incorporated by reference to Exhibit
4.1 of the Company�s Current Report on Form 8-K filed on February 10, 2006)

10.1 The Company�s 2008 Stock Plan (incorporated by reference to Exhibit 10.1 of the Company�s
Current Report on Form 8-K filed on September 10, 2008)

10.2 Non-Executive Directors Compensation Program (incorporated by reference to Exhibit 10.2 of
the Company�s Current Report on Form 8-K filed on September 10, 2008)

10.3 Registration Rights Agreement, dated as of November 13, 2007 among the Company and
certain stockholders of Orchard Enterprises NY, Inc. (incorporated by reference to Exhibit D
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of Annex A to the Company�s Definitive Proxy Statement on Schedule 14A filed on October
10, 2007)

10.4
Form of Indemnification Agreement by and between Company and each of its directors and
officers (incorporated by reference to Exhibit 10.1 of the Company�s Registration Statement
on Form S-1/A filed on January 4, 2006)

10.5

Second Amended and Restated Stockholders Agreement dated September 8, 2005 by and
among Digital Musicworks International, Inc. (now the Company) and certain of its
stockholders (incorporated by reference to Exhibit 10.3 of the Company�s Registration
Statement on Form S-1 filed on September 29, 2005)

10.6
Company�s Management Incentive Bonus Plan for the Year Ending December 31, 2007
(incorporated by reference to Exhibit 10.1 of the Company�s Current Report on Form 8-K
filed on May 16, 2007)

10 .7
Amended and Restated Employment Agreement dated October 5, 2007 between Greg Scholl
and Company (incorporated by reference to Exhibit 10.1 of the Company�s Current Report on
Form 8-K filed on November 16, 2007)
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Exhibit
Number Exhibit Description

10.8
Amended and Restated Employment Agreement dated September 9, 2008 between Nathan
Fong and Company (incorporated by reference to Exhibit 10.3 of the Company�s Current
Report on Form 8-K filed on September 10, 2008)

10.9
Amended and Restated Employment Agreement dated February 28, 2008 between Bradley
Navin and Company (incorporated by reference to Exhibit 10.7 of the Company�s Annual
Report on Form 10-K filed on March 31, 2008)

10.10
Amended and Restated Employment Agreement dated February 28, 2008 between Daniel Pifer
and Company (incorporated by reference to Exhibit 10.8 of the Company�s Annual Report on
Form 10-K filed on March 31, 2008)

10.11

Employment Agreement dated February 1, 2007 between Stanley Schneider and The Orchard
Enterprises NY, Inc. (formerly known as The Orchard Enterprises Inc.) (incorporated by
reference to Exhibit 10.9 of the Company�s Annual Report on Form 10-K filed on March 31,
2008)

10.12
Amended and Restated Digital Music Download Sales Agreement, effective as of October 13,
2007, between Apple Inc. and Company (incorporated by reference to Exhibit 10.10 of the
Company�s Annual Report on Form 10-K filed on March 31, 2008)�

10.13
Amended and Restated Digital Music Download Sales Agreement, effective as of October 13,
2007, between iTunes S.à.r.l. and Company (incorporated by reference to Exhibit 10.11 of the
Company�s Annual Report on Form 10-K filed on March 31, 2008)�

10.14
Amended and Restated Digital Music Download Sales Agreement, effective as of October 16,
2007, between Apple Inc. and Company (incorporated by reference to Exhibit 10.12 of the
Company�s Annual Report on Form 10-K filed on March 31, 2008)�

10.15
Amended and Restated Digital Music Download Sales Agreement, effective as of October 16,
2007, between iTunes S.à.r.l. and Company (incorporated by reference to Exhibit 10.13 of the
Company�s Annual Report on Form 10-K filed on March 31, 2008)�

10.16
Amended and Restated Digital Music Download Sales Agreement, effective as of October 12,
2007, between Apple Inc. and Orchard Enterprises NY, Inc. (incorporated by reference to
Exhibit 10.14 of the Company�s Annual Report on Form 10-K filed on March 31, 2008)�

10.17
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Amended and Restated Digital Music Download Sales Agreement, effective as of October 14,
2007, between iTunes S.à.r.l. and Orchard Enterprises NY, Inc. (incorporated by reference to
Exhibit 10.15 of the Company�s Annual Report on Form 10-K filed on March 31, 2008)�

10.18
Amended and Restated Digital Music Download Sales Agreement, effective as of October 13,
2007, between Apple Inc. and Digital Rights Agency, Inc. (incorporated by reference to
Exhibit 10.16 of the Company�s Annual Report on Form 10-K filed on March 31, 2008)�

10.19
Amended and Restated Digital Music Download Sales Agreement, effective as of October 13,
2007, between iTunes S.à.r.l. and Digital Rights Agency, Inc. (incorporated by reference to
Exhibit 10.17 of the Company�s Annual Report on Form 10-K filed on March 31, 2008)�

10.20

Asset Purchase Agreement by and among The Orchard Enterprises, Inc., and TeeVee Toons,
Inc. d/b/a TVT Records, Debtor and Debtor in Possession dated as of July 3, 2008
(incorporated by reference to Exhibit 10.1 of the Company�s Current Report on Form 8-K
filed on July 7, 2008)

10.21 Amended and Restated Digital Music Download Sales Agreement effective as of August 6,
2008 by and between Apple Inc. and The Orchard Enterprises, Inc.*�

10.22 Amended and Restated Digital Music Download Sales Agreement effective as of August 6,
2008 by and between iTunes S.à.r.l. and The Orchard Enterprises, Inc.*�

31.1 Certification of Chief Executive Officer pursuant to Section 302 of the Sarbanes-Oxley Act of
2002*

31.2 Certification of Chief Financial Officer pursuant to Section 302 of the Sarbanes-Oxley Act of
2002*
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Exhibit
Number Exhibit Description

32.1 Certifications of Chief Executive Officer and Chief Financial Officer pursuant to 18 U.S.C.
Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002*

* Filed herewith

�Confidential treatment granted (or requested) for certain confidential portions of this exhibit. These confidential
portions have been omitted from this exhibit and filed separately with the Commission.
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SIGNATURES
Pursuant to the requirements of the Securities Exchange Act of 1934, the registrant has duly caused this report to be

signed on its behalf by the undersigned thereunto duly authorized.

The Orchard Enterprises, Inc.

Date: November 12, 2008
/s/ Greg Scholl
Greg Scholl
Chief Executive Officer
/s/ Nathan Fong
Nathan Fong
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Chief Financial Officer
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EXHIBIT INDEX

Exhibit
Number Exhibit Description

2.1

Second Amended and Restated Agreement and Plan of Merger, dated as of October 5, 2007, by
and among Digital Music Group, Inc., DMGI New York, Inc. and The Orchard Enterprises Inc.
(incorporated by reference to Annex A of the Company�s Proxy Statement on Schedule 14A
filed on October 10, 2007)

2.2

Amendment No. 1 to Second Amended and Restated Agreement and Plan of Merger dated as
of November 7, 2007, by and among Digital Music Group, Inc., DMGI New York, Inc. and
The Orchard Enterprises Inc. (incorporated by reference to Exhibit 2.1 of the Company�s
Current Report on Form 8-K filed on November 8, 2007)

3.1 Amended and Restated Certificate of Incorporation (incorporated by reference to Exhibit 3.2
of the Company�s Registration Statement on Form S-1/A filed on January 27, 2006)

3.2
Certificate of Amendment of Certificate of Incorporation dated November 13, 2007
(incorporated by reference to Exhibit 3.2 of the Company�s Annual Report on Form 10-K filed
on March 31, 2008)

3.3 Certificate of Designation of Series A Convertible Preferred Stock (incorporated by reference
to Exhibit 3.3 of the Company�s Annual Report on Form 10-K filed on March 31, 2008)

3.4 Certificate of Ownership and Merger dated February 4, 2008 (incorporated by reference to
Exhibit 3.1 of the Company�s Current Report on Form 8-K filed on February 6, 2008)

3.5
Second Amended and Restated Bylaws of the Company dated September 4, 2008
(incorporated by reference to Exhibit 3.1 of the Company�s Current Report on Form 8-K filed
on September 10, 2008)

4.1 Form of Company�s Common Stock Certificate (incorporated by reference to Exhibit 4.1 of the
Company�s Annual Report on Form 10-K filed on March 31, 2008)

4.2 Form of Warrant to Purchase Company�s common stock (incorporated by reference to Exhibit
4.1 of the Company�s Current Report on Form 8-K filed on February 10, 2006)

10.1 The Company�s 2008 Stock Plan (incorporated by reference to Exhibit 10.1 of the Company�s
Current Report on Form 8-K filed on September 10, 2008)

10.2 Non-Executive Directors Compensation Program (incorporated by reference to Exhibit 10.2 of
the Company�s Current Report on Form 8-K filed on September 10, 2008)

10 .3

Registration Rights Agreement, dated as of November 13, 2007 among the Company and
certain stockholders of Orchard Enterprises NY, Inc. (incorporated by reference to Exhibit D
of Annex A to the Company�s Definitive Proxy Statement on Schedule 14A filed on October
10, 2007)

10 .4
Form of Indemnification Agreement by and between Company and each of its directors and
officers (incorporated by reference to Exhibit 10.1 of the Company�s Registration Statement
on Form S-1/A filed on January 4, 2006)

10 .5

Second Amended and Restated Stockholders Agreement dated September 8, 2005 by and
among Digital Musicworks International, Inc. (now the Company) and certain of its
stockholders (incorporated by reference to Exhibit 10.3 of the Company�s Registration
Statement on Form S-1 filed on September 29, 2005)

10 .6

Edgar Filing: Orchard Enterprises, Inc. - Form 10-Q

EXHIBIT INDEX 47



Company�s Management Incentive Bonus Plan for the Year Ending December 31, 2007
(incorporated by reference to Exhibit 10.1 of the Company�s Current Report on Form 8-K
filed on May 16, 2007)

10 .7
Amended and Restated Employment Agreement dated October 5, 2007 between Greg Scholl
and Company (incorporated by reference to Exhibit 10.1 of the Company�s Current Report on
Form 8-K filed on November 16, 2007)
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Exhibit
Number Exhibit Description

10.8
Amended and Restated Employment Agreement dated September 9, 2008 between Nathan
Fong and Company (incorporated by reference to Exhibit 10.3 of the Company�s Current
Report on Form 8-K filed on September 10, 2008)

10.9
Amended and Restated Employment Agreement dated February 28, 2008 between Bradley
Navin and Company (incorporated by reference to Exhibit 10.7 of the Company�s Annual
Report on Form 10-K filed on March 31, 2008)

10.10
Amended and Restated Employment Agreement dated February 28, 2008 between Daniel Pifer
and Company (incorporated by reference to Exhibit 10.8 of the Company�s Annual Report on
Form 10-K filed on March 31, 2008)

10.11

Employment Agreement dated February 1, 2007 between Stanley Schneider and The Orchard
Enterprises NY, Inc. (formerly known as The Orchard Enterprises Inc.) (incorporated by
reference to Exhibit 10.9 of the Company�s Annual Report on Form 10-K filed on March 31,
2008)

10.12
Amended and Restated Digital Music Download Sales Agreement, effective as of October 13,
2007, between Apple Inc. and Company (incorporated by reference to Exhibit 10.10 of the
Company�s Annual Report on Form 10-K filed on March 31, 2008)�

10.13
Amended and Restated Digital Music Download Sales Agreement, effective as of October 13,
2007, between iTunes S.à.r.l. and Company (incorporated by reference to Exhibit 10.11 of the
Company�s Annual Report on Form 10-K filed on March 31, 2008)�

10.14
Amended and Restated Digital Music Download Sales Agreement, effective as of October 16,
2007, between Apple Inc. and Company (incorporated by reference to Exhibit 10.12 of the
Company�s Annual Report on Form 10-K filed on March 31, 2008)�

10.15
Amended and Restated Digital Music Download Sales Agreement, effective as of October 16,
2007, between iTunes S.à.r.l. and Company (incorporated by reference to Exhibit 10.13 of the
Company�s Annual Report on Form 10-K filed on March 31, 2008)�

10.16
Amended and Restated Digital Music Download Sales Agreement, effective as of October 12,
2007, between Apple Inc. and Orchard Enterprises NY, Inc. (incorporated by reference to
Exhibit 10.14 of the Company�s Annual Report on Form 10-K filed on March 31, 2008)�

10.17
Amended and Restated Digital Music Download Sales Agreement, effective as of October 14,
2007, between iTunes S.à.r.l. and Orchard Enterprises NY, Inc. (incorporated by reference to
Exhibit 10.15 of the Company�s Annual Report on Form 10-K filed on March 31, 2008)�

10.18
Amended and Restated Digital Music Download Sales Agreement, effective as of October 13,
2007, between Apple Inc. and Digital Rights Agency, Inc. (incorporated by reference to
Exhibit 10.16 of the Company�s Annual Report on Form 10-K filed on March 31, 2008)�

10.19
Amended and Restated Digital Music Download Sales Agreement, effective as of October 13,
2007, between iTunes S.à.r.l. and Digital Rights Agency, Inc. (incorporated by reference to
Exhibit 10.17 of the Company�s Annual Report on Form 10-K filed on March 31, 2008)�

10.20
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Asset Purchase Agreement by and among The Orchard Enterprises, Inc., and TeeVee Toons,
Inc. d/b/a TVT Records, Debtor and Debtor in Possession dated as of July 3, 2008
(incorporated by reference to Exhibit 10.1 of the Company�s Current Report on Form 8-K
filed on July 7, 2008)

10.21 Amended and Restated Digital Music Download Sales Agreement effective as of August 6,
2008 by and between Apple Inc. and The Orchard Enterprises, Inc.*�

10.22 Amended and Restated Digital Music Download Sales Agreement effective as of August 6,
2008 by and between iTunes S.à.r.l. and The Orchard Enterprises, Inc.*�

31.1 Certification of Chief Executive Officer pursuant to Section 302 of the Sarbanes-Oxley Act of
2002*

31.2 Certification of Chief Financial Officer pursuant to Section 302 of the Sarbanes-Oxley Act of
2002*
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Exhibit
Number Exhibit Description

32.1 Certifications of Chief Executive Officer and Chief Financial Officer pursuant to 18 U.S.C.
Section 1350, as adopted pursuant to Section 906 of the Sarbanes-Oxley Act of 2002*

* Filed herewith

�Confidential treatment granted (or requested) for certain confidential portions of this exhibit. These confidential
portions have been omitted from this exhibit and filed separately with the Commission.
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