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No o
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232.405 of this chapter) during the preceding 12 months (or for such shorter that the registrant was required to submit
and post such files). Yes o 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 Non-accelerated filer o Smaller reporting company x
(Do not check if a smaller
reporting company)

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Exchange Act).
Yes o No x
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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 May 12, 2009 was 6,276,609.

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

APPLICABLE ONLY TO CORPORATE ISSUERS 3



TABLE OF CONTENTS

THE ORCHARD ENTERPRISES, INC.

TABLE OF CONTENTS

PART I
FINANCIAL INFORMATION

Page
Item 1.

Financial Statements
Condensed Consolidated Balance Sheets as of March 31, 2009 (Unaudited) and December 31,
2008 1

Condensed Consolidated Statements of Operations (Unaudited) for the Three Months Ended
March 31, 2009 and 2008 2

Condensed Consolidated Statements of Cash Flow (Unaudited) for the Three Months Ended
March 31, 2009 and 2008 3

Notes to Condensed Consolidated Financial Statements (Unaudited) 4
Item 2.

Management�s Discussion and Analysis of Financial Condition and Results of   Operations
16

Item 4T.

Controls and Procedures
29

PART II
OTHER INFORMATION
Item 1.

Legal Proceedings
30

Item 1A.

Risk Factors
30

Item 2.

Unregistered Sales of Equity Securities and Use of Proceeds
30

Item 3.

Defaults Upon Senior Securities
30

Item 4.

Submission of Matters to a Vote of Security Holders
30

Item 5.

Other Information
30

Item 6. 31

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

TABLE OF CONTENTS 4



Exhibits
Signatures 32

i

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

TABLE OF CONTENTS 5



TABLE OF CONTENTS

PART I. FINANCIAL INFORMATION

Item 1. Financial Statements

THE ORCHARD ENTERPRISES, INC.

CONDENSED CONSOLIDATED BALANCE SHEETS

March 31,
2009

December 31,
2008

(Unaudited)
ASSETS
Current assets:
Cash and cash equivalents $5,365,561 $4,521,027
Accounts receivable � net 11,187,015 12,576,934
Inventory 125,839 133,404
Royalty advances 2,290,966 2,720,119
Prepaid expenses and other current assets 975,665 980,226
Total current assets 19,945,046 20,931,710
Royalty advances, less current portion 2,483,585 2,152,169
Music and audio content � net 5,344,876 5,604,500
Property and equipment � net 2,627,706 1,609,467
Intangible assets � net 878,208 907,472
Goodwill 26,463,900 26,463,900
Other assets 415,988 410,284
Total assets $58,159,309 $58,079,502
LIABILITIES, REDEEMABLE PREFERRED STOCK, AND
STOCKHOLDERS� EQUITY
Current liabilities:
Accounts payable $1,693,695 $907,661
Accrued royalties 18,279,268 17,756,902
Accrued expenses 1,176,006 1,223,717
Deferred revenue 1,275,902 1,534,702
Total current liabilities 22,424,871 21,422,982
Commitments and Contingencies
Redeemable preferred stock:
Series A convertible preferred stock, $0.01 par value � 448,833 shares
designated and issued; 448,707 shares outstanding; liquidation
preference of $24,992,980 as of March 31, 2009 and December 31, 2008

7,015,276 7,015,276

Stockholders� equity:
Preferred stock, $0.01 par value � 1,000,000 shares authorized and
448,833 shares designated; 551,167 shares undesignated; no
undesignated shares issued and outstanding as of March 31, 2009 and

� �
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December 31, 2008
Common stock, $0.01 par value � 30,000,000 shares authorized;
6,276,609 shares issued and outstanding as of March 31, 2009 and
December 31, 2008

62,766 62,766

Additional paid-in capital 56,126,130 55,926,156
Accumulated deficit (27,405,745) (26,347,793) 
Accumulated other comprehensive (loss) income (63,989 ) 115
Total stockholders� equity 28,719,162 29,641,244
Total liabilities, redeemable preferred stock, and stockholders� equity $58,159,309 $58,079,502

The accompanying notes are an integral part of these unaudited condensed consolidated financial statements.

1
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THE ORCHARD ENTERPRISES, INC.

CONDENSED CONSOLIDATED STATEMENTS OF
OPERATIONS

For the Three Months Ended
March 31,
2009 2008
(Unaudited)

Revenues $15,327,976 $13,155,770
Cost of revenues 11,077,508 9,602,680
Gross profit 4,250,468 3,553,090
Operating expenses 5,682,986 4,723,252
Loss from operations (1,432,518 ) (1,170,162 ) 
Other income (expense):
Interest income 2,939 84,700
Interest expense (12,088 ) �
Loss from disposal of property and equipment � (21,767 ) 
Other income 383,715 2,844
Total other income 374,566 65,777
Net loss $ (1,057,952 ) $ (1,104,385 ) 
Loss per share � basic and diluted $ (0.17 ) $ (0.18 ) 
Weighted average shares outstanding � basic and diluted 6,093,416 6,197,325

The accompanying notes are an integral part of these unaudited condensed consolidated financial statements.

2
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THE ORCHARD ENTERPRISES, INC.

CONDENSED CONSOLIDATED STATEMENTS OF
CASH FLOWS

For the Three Months Ended
March 31,
2009 2008
(Unaudited)

Cash flows from operating activities:
Net loss $(1,057,952) $(1,104,385 ) 
Adjustments to reconcile net loss to net cash provided by operating
activities:
Depreciation and amortization 451,627 302,752
Bad debt expense 200,000 65,363
Loss on disposition and writedowns of property and equipment � 21,492
Share-based compensation 199,974 131,534
Changes in operating assets and liabilities:
Accounts receivable 1,189,919 (274,113 ) 
Inventory 7,565 �
Royalty advances 97,737 (1,021,223 ) 
Prepaid expenses and other current assets 4,561 117,563
Other assets (89,037 ) 39,673
Accounts payable 786,034 (97,234 ) 
Accrued royalties 522,366 2,425,340
Accrued expenses (47,711 ) (141,936 ) 
Deferred revenue (258,800 ) 110,971
Net cash provided by operating activities 2,006,283 575,797
Cash flows from investing activities:
Purchases of property and equipment (1,180,978) (52,317 ) 
Repayment of loan receivable 83,333 �
Increase in goodwill associated with Digital Music Group, Inc � (463,565 ) 
Net cash used in investing activities (1,097,645) (515,882 ) 
Effect of exchange rate changes on cash and cash equivalents (64,104 ) 41,210
Increase in cash and cash equivalents 844,534 101,125
Cash and cash equivalents � Beginning of period 4,521,027 10,636,618
Cash and cash equivalents � End of period $5,365,561 $10,737,743
Supplemental cash flow information:
Interest paid $7,555 $�

The accompanying notes are an integral part of these unaudited condensed consolidated financial statements.

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

THE ORCHARD ENTERPRISES, INC.   CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS9



3

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

THE ORCHARD ENTERPRISES, INC.   CONDENSED CONSOLIDATED STATEMENTS OF CASH FLOWS10



TABLE OF CONTENTS

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 the

Company 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 the Company�s common stock (after giving effect to a one-for-three
reverse stock split of the Company�s common stock that took effect on November 14, 2007) and 446,918 shares of the
Company�s Series A convertible preferred stock (the �Series A Preferred Stock�). In addition, the Company 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 the Company�s common stock (on a
post-split basis) and 1,915 shares of 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 period ended March 31, 2009 are not necessarily indicative

of the results that may be expected for the year ending December 31, 2009.

The consolidated balance sheet at December 31, 2008 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.
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For further information, refer to the audited consolidated financial statements and accompanying notes included in the
Company�s Annual Report on Form 10-K for the year ended December 31, 2008, filed with the Securities and

Exchange Commission (�SEC�) on March 30, 2009.

2. Liquidity and Capital Resources

The Company has incurred losses from operations since its inception and requires significant resources to fund its
operations. The Company incurred net losses of $1,057,952 and $2,254,583 for the three months ended March 31,

2009 and for the year ended December 31, 2008, respectively. Management believes cash balances on-hand and cash
flow generated from operations will be sufficient to fund the Company�s net cash requirements for more than the next
twelve months. In addition, on February 5, 2009, the Company entered into a secured revolving credit facility with

Peninsula Bank Business Funding, a division of the Private Bank of the Peninsula. Under the terms of the agreement,
the Company can borrow an amount that does not exceed 80% of its eligible accounts up to a maximum of $3 million,

secured by accounts receivable and inventory. The term of the facility is for one year. For additional information
relating to the secured revolving credit

4
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THE ORCHARD ENTERPRISES, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL
STATEMENTS

(Unaudited)

2. Liquidity and Capital Resources  � (continued)

facility, see Note 9. Should additional resources be required, management may seek to raise funds through additional
financing or the issuance of debt or equity securities.

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 shares of common stock

outstanding during the reporting period. There is no dilutive effect on net loss per share in the periods presented.

The following table summarizes the number of common shares attributable to potentially dilutive securities
outstanding for each of the periods.

March 31,
2009 2008

Series A Preferred Stock 1,494,194 1,494,614
Stock options 561,632 240,965
Warrants 91,000 91,000
Non-vested Restricted Stock Awards 154,048 218,341
Total 2,300,874 2,044,920

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
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133�), and Emerging Issues Task Force (�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, require 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

5
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THE ORCHARD ENTERPRISES, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL
STATEMENTS

(Unaudited)

3. Significant Accounting Policies  � (continued)

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).

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 with 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
the differences between the fair 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 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) is classified as liability instruments and is

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 D-98. Accordingly, the Company classifies conditionally

redeemable preferred stock (if any), which includes preferred stock that features 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 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
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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 April 2009,
the FASB issued FASB Staff Position FAS 141(R)-1, Accounting for Assets Acquired and Liabilities Assumed in a
Business Combination That Arise from Contingencies (�FSP FAS 141(R)-1�). FSP FAS 141(R)-1 amends SFAS No.

141 (revised 2007), Business Combinations, and is effective for 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. Management
has reviewed FSP FAS 141(R)-1 and will continue to monitor its applicability. The Company has not entered into any

business combinations in 2009 to which these pronouncements would apply.

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).

6
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THE ORCHARD ENTERPRISES, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL
STATEMENTS

(Unaudited)

3. Significant Accounting Policies  � (continued)

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, the FASB issued SFAS No. 161, Disclosures about Derivative Instruments and Hedging
Activities � an amendment of FASB Statement No. 133 (�SFAS 161�). SFAS 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 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 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. The adoption of SFAS 161 did not have a material impact on the Company�s consolidated financial

position, results of operations or cash flows.

In April 2008, the FASB issued FASB Staff Position FAS 142-3, Determination of the Useful Life of Intangible Assets
(�FSP FAS 142-3�). FSP FAS 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 (�SFAS 142�). The objective of this FSP is to improve the consistency between

the useful life of a recognized intangible asset under SFAS 142 and the period of expected cash flows used to measure
the fair value of the asset under SFAS 141(R) and other U.S. GAAP principles. FSP FAS 142-3 is effective for fiscal
years beginning after December 15, 2008. The adoption of FSP FAS 142-3 is effective January 1, 2009 and did not

have a material impact on the Company�s consolidated financial statements.

Effective January 1, 2009, the Company adopted the provisions of EITF 07-05, Determining Whether an Instrument
(or Embedded Feature) is Indexed to an Entity�s Own Stock, (�EITF 07-05�). EITF 07-05 applies to any freestanding

financial instruments or embedded features that have the characteristics of a derivative, as defined by SFAS 133,
Accounting for Derivative Instruments and Hedging Activities, and to any freestanding financial instruments that are

potentially settled in an entity�s own common stock. The adoption of EITF 07-05 did not have any impact on the
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Company�s consolidated financial position, results of operations and cash flows as the Company does not have any
financial instruments with characteristics which meet the definition of a derivative instrument in accordance with the

provisions of this pronouncement.

In April 2009, the FASB issued FASB Staff Position FAS 107-1 and APB 28-1, Interim Disclosures about Fair Value
of Financial Instruments (�FSP FAS 107-1 and APB 28�). This FSP amends SFAS 107, Disclosures about Fair Value

of Financial Instruments, to require entities to provide disclosures about the fair value of financial instruments in
interim financial information. This FSP also amends APB Opinion No. 28, Interim Financial Reporting, to require

those disclosures in summarized financial information at interim reporting periods. In addition, an entity must disclose
in the body or in the accompanying notes of its summarized financial information for interim reporting periods and in

its financial statements for annual reporting periods the fair value of all financial instruments for which it is
practicable to estimate that value, whether recognized or not recognized in the statement of financial position, as

required by SFAS 107. The Company is

7
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THE ORCHARD ENTERPRISES, INC.

NOTES TO CONDENSED CONSOLIDATED FINANCIAL
STATEMENTS

(Unaudited)

3. Significant Accounting Policies  � (continued)

required to adopt FSP FAS 107-1 and APB 28-1 for the quarter ended June 30, 2009. Management does not anticipate
that the adoption of FSP FAS 107-1 and APB 28-1 will have a material impact on the Company�s consolidated

financial statements.

In April 2009, the FASB issued FASB Staff Position FAS 115-2 and FAS 124-2, Recognition and Presentation of
Other-Than-Temporary Impairments (�FSP FAS 115-2 and FAS 124-2�). This FSP changes existing guidance for

determining whether an impairment to debt securities is other than temporary; replaces the existing requirement that
management assert it has both the intent and ability to hold an impaired security until recovery with a requirement that
management assert, (a) it does not have the intent to sell the security; and (b) it is more likely than not it will not have

to sell the security before recovery of its cost basis; requires that an entity recognize noncredit losses on
held-to-maturity debt securities in other comprehensive income and amortize that amount over the remaining life of
the security in a prospective manner by offsetting the recorded value of the asset unless the security is subsequently

sold or there are additional credit losses; and requires entities to present the total other-than-temporary impairment in
the statement of earnings with an offset for the amount recognized in other comprehensive income. When adopting

FSP FAS 115-2 and FAS 124-2, entities are required to record a cumulative-effect adjustment as of the beginning of
the period of adoption to reclassify the noncredit component of a previously recognized other-than-temporary

impairment from retained earnings to accumulated other comprehensive income if the entity does not intend to sell the
security and it is not more likely than not that the entity will be required to sell the security before recovery. The

Company is required to adopt FSP FAS 115-2 and FAS 124-2 for the quarter ended June 30, 2009. Management does
not anticipate that the adoption of FSP FAS 115-2 and FAS 124-2 will have a material impact on the Company�s

consolidated financial statements.

In September 2006, the FASB issued SFAS No. 157, Fair Value Measurements and in February 2008, the FASB
amended SFAS No. 157 by issuing FASB Staff Position FAS 157-1, Application of FASB Statement No. 157 to FASB

Statement No. 13 and Other Accounting Pronouncements That Address Fair Value Measurements for Purposes of
Lease Classification or Measurement under Statement 13 and FASB Staff Position FAS 157-2, Effective Date of

FASB Statement No. 157 (collectively �SFAS 157�). SFAS 157 defines fair value, establishes a framework for
measuring fair value and expands disclosure of fair value measurements. SFAS 157 is applicable to other accounting

pronouncements that require or permit fair value measurements, except those related to lease accounting, and
accordingly does not require any new fair value measurements. SFAS 157 was effective for financial assets and

liabilities in fiscal years beginning after November 15, 2007, and for non-financial assets and liabilities in fiscal years
beginning after November 15, 2008 except for items that are recognized or disclosed at fair value in the financial
statements on a recurring basis. The Company�s adoption of the provisions of SFAS 157 on January 1, 2008, with
respect to financial assets and liabilities measured at fair value, did not have an effect on the Company�s financial

statements for the year ended December 31, 2008. In October 2008, the FASB issued FASB Staff Position FAS 157-3,
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Determining the Fair Value of a Financial Asset When the Market for That Asset is Not Active (�FSP FAS 157-3�). FSP
FAS 157-3 clarifies the application of SFAS No. 157 in a market that is not active and provides an example to

illustrate key considerations in determining the fair value of a financial asset when the market for that financial asset is
not active. FSP FAS 157-3 became effective immediately upon issuance and its adoption did not have an effect on our
financial statements. The Company currently determines the fair value of its property and equipment when assessing

long-lived asset impairments and SFAS 157 was effective for these fair value assessments as of January 1, 2009.

In April 2009, the FASB issued FASB Staff Position FAS 157-4, Determining Fair Value When the Volume and Level
of Activity for the Asset or Liability Have Significantly Decreased and Identifying Transactions That Are Not Orderly

(�FSP FAS 157-4�). This FSP affirms that the objective of fair value when the market for an asset is not active is the
price that would be received upon selling the asset in an orderly transaction, clarifies and includes additional factors

for determining whether there has been a significant decrease

8
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3. Significant Accounting Policies  � (continued)

in market activity for an asset when the market for that asset is not active and eliminates the proposed presumption
that all transactions are distressed (not orderly) unless proven otherwise. FSP FAS 157-4 instead requires an entity to

base its conclusion about whether a transaction was not orderly on the weight of the evidence. The Company is
required to adopt FSP FAS 157-4 for the quarter ended June 30, 2009. Management does not anticipate that the

adoption of FSP FAS 157-4 will have a material impact on the Company�s consolidated financial statements.

4. Business Combination

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, including but not limited to, master recordings, 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 �Acquisition�). The aggregate purchase price for the
Assets was $5,050,000 (subject to reduction).

The Acquisition has been accounted for as a business acquisition using the purchase method of accounting as required
by SFAS No. 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.

The composition of the purchase price consideration is as follows:

Fair value of the net assets of TVT Records $ 5,050,000
Direct acquisition-related costs 1,017,268
Total purchase price consideration $ 6,067,268

The allocation of the purchase price to the cash consideration of the net assets acquired is as follows:

Accounts receivable 1,000,000
Royalty advances 1,319,000
Inventory 145,000
Assumed lease 700,000
Digital distribution agreements 2,262,500
Master recordings 82,500
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Goodwill 1,317,268
Intangible assets � corporate trade names 266,000
Cure liabilities payable (1,025,000) 
Total net assets acquired $6,067,268

Unaudited pro forma combined financial information is presented below as if the Acquisition occurred as of January
1, 2008. The results have been adjusted to account for the depreciation and 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.

9
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4. Business Combination  � (continued)

The unaudited pro forma combined financial information for the three months ended March 31, 2008 is as follows:

Revenues $15,619,072
Net loss $(2,502,104 ) 
Loss per share � basic and diluted $(0.40 ) 
Weighted average shares outstanding � basic and diluted 6,197,325

5. Inventory

Inventory consists of cassettes, CDs, vinyl, finished CDs and component parts totaling $125,839 and $133,404 at
March 31, 2009 and December 31, 2008, respectively.

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 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:

March 31,
2009

December 31,
2008

Balance, beginning of period $4,872,288 $4,766,220
Royalty advances paid to content owners 1,795,556 5,464,292
Purchased from TVT Records � 1,319,000
Less: recoupment of royalty advances (1,893,293) (6,677,224) 
Balance, end of period 4,774,551 4,872,288
Less: current portion of royalty advances 2,290,966 2,720,119
Long-term portion of royalty advances $2,483,585 $2,152,169
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7. Music and Audio Content

Music and audio content consists of the following:

Weighted
Average
Remaining
Amortization
Period
(Years)

March 31,
2009

December 31,
2008

Gross
Amount

Accumulated
Amortization Net Gross

Amount
Accumulated
AmortizationNet

Digital
distribution
agreements

5.71 $3,909,545 $(887,758 ) $3,021,787 $3,909,545 $(695,007) $3,214,538

Digital rights 8.67 1,938,030 (258,404 ) 1,679,626 1,938,030 (209,953) 1,728,077
Master recordings 8.73 736,904 (93,441 ) 643,463 736,904 (75,019 ) 661,885
Total Music and
audio content $6,584,479 $(1,239,603) $5,344,876 $6,584,479 $(979,979) $5,604,500

10
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7. Music and Audio Content  � (continued)

Amortization expense was $259,624 and $194,717 for the three months ended March 31, 2009 and 2008, respectively.

8. Assumed Intangible Assets

Intangible assets consists of the following:

Weighted
Average
Remaining
Amortization
Period
(Years)

March 31,
2009

December 31,
2008

Gross
Amount

Accumulated
AmortizationNet Gross

Amount
Accumulated
AmortizationNet

Assumed lease 7.25 $700,000 $ (65,625 ) $634,375 $700,000 $ (43,750 ) $656,250
Corporate trade
name 8.25 266,000 (22,167 ) 243,833 266,000 (14,778 ) 251,222

Total Intangible
assets $966,000 $ (87,792 ) $878,208 $966,000 $ (58,528 ) $907,472

Amortization expense was $29,264 and $0 for the three months ended March 31, 2009 and 2008, respectively.

9. Secured Revolving Credit Facility

On February 5, 2009, the Company together with certain of its subsidiaries entered into a $3 million secured revolving
credit facility with Peninsula Bank Business Funding, a division of the Private Bank of the Peninsula (the �Bank�). The
amount of such revolving credit arrangement is subject to increase to $4 million under certain circumstances. Under
the terms of the agreement, the Company may borrow, repay and reborrow, at any time, an aggregate amount that

does not exceed 80% of its eligible accounts receivable. Outstanding advances made under the facility bear interest at
a rate of prime plus 4% per annum, provided the minimum amount of interest shall not be less than 8% per annum and

the maximum amount of interest shall not be greater than 10% per annum. The Company is required to pay a
minimum quarterly interest of $20,000 whether or not there are any outstanding borrowings. As of March 31, 2009,

the Company did not have any outstanding borrowings and therefore incurred $12,088 of interest expense for the three
months then ended. The Company's line of credit is collateralized by its accounts receivable and inventory and

requires the Company to comply with customary affirmative and negative covenants principally relating to use and
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disposition of assets and to the satisfaction of financial covenants (which include meeting quarterly net income/loss
projections and monthly cash projections). In addition, the credit arrangement contains customary events of default.

Upon the occurrence of an uncured event of default, among other things, the Bank may declare that all amounts owing
under the credit arrangement are due and payable. The revolving credit facility expires on February 4, 2010. Each of
the Company's direct and indirect subsidiaries that is not a borrower with the Company under this revolving credit
arrangement has guaranteed the obligations of the Company under that arrangement. The Company was in default

under the credit agreement as a result of its failure to comply with the covenant to achieve certain quarterly net
income/loss projections in respect of the quarter ended March 31, 2009. The Company has obtained a waiver from the

Bank of such default in respect of the quarter ended March 31, 2009.

10. Redeemable Preferred Stock

Series A Convertible Preferred Stock � The Company has designated 448,833 shares of its preferred stock as Series A
Convertible Preferred Stock (�Series A Preferred Stock�) of which 448,833 shares were considered issued and 448,707

shares were considered issued and outstanding as of March 31, 2009. 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 a rate of 3.33 common shares for each preferred

11
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10. Redeemable Preferred Stock  � (continued)

share subject to adjustments for stock splits, combinations and distributions, 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 at the

conversion rate of 3.33 to 1) 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 greater of: (a) $55.70 (equivalent to $16.72
per share of common stock at the conversion rate of 3.33 to 1) 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 Company�s 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 shares have been designated as the Company�s Series A Preferred Stock
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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 March 31, 2009, there are 2,146,826 shares of common
stock reserved for issuance upon exercise of stock options and warrants and the conversion of the Series A Preferred

Stock.

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 per share. 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.

Stock Plan � On June 4, 2008, the stockholders of the Company approved the adoption of the Company�s 2008 Stock
Plan (the �Plan�), which amended and restated the Company�s 2005 Stock Plan. The Plan

12
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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 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
March 31, 2009, there were 763,180 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 under the Plan 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.

No stock options were granted for the three months ended March 31, 2009. The following weighted-average
assumptions were used in estimating the fair value of stock option awards for the three months ended March 31, 2008:

March 31,
2008

Risk-free rate of return 3.82 % 
Expected volatility 45.00 % 

Expected life 4.41
years

Expected dividend yield 0.00 % 
Exit rate post-vesting 19.9 % 
Exit rate pre-vesting 15.9 % 

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

THE ORCHARD ENTERPRISES, INC.   NOTES TO CONDENSED CONSOLIDATED FINANCIAL STATEMENTS (Unaudited)29



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 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.
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A summary of stock option activity under the Plan during 2009 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, 2009 565,465 $ 6.11 6.74
Granted � � �
Exercised � � �
Forfeited or expired (3,833 ) 7.44 �
Outstanding as of March 31, 2009 561,632 $ 6.10 6.50
Exercisable as of March 31, 2009 187,383 $ 7.16 6.81
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, 2009 188,034 $ 6.60
Granted � �
Vested (33,986 ) 6.88
Forfeited or expired � �
Non-vested restricted stock as of March 31, 2009 154,048 $ 6.54

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 March 31, 2009, the Company has $1,183,178 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 2.16
years. The Company recognized compensation expense of $199,974 and $131,534 for the three months ended March

31, 2009 and 2008, respectively, related to the issuance of stock options and restricted stock under the Plan.
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On the first day of each fiscal year, the shares available under the Plan are increased by the lesser of (i) 250,000
shares, (ii) 5% of the outstanding shares of common stock on such date, or (iii) an amount determined by the

Company�s board of directors. As of March 31, 2009, a total of 390,265 shares remained available for grant under the
Plan.

12. Related Party Transactions

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 Company recently
entered into a new agreement dated January 1, 2009. eMusic is an entity controlled by Dimensional. The agreement

grants eMusic worldwide rights, on a non-exclusive basis, to exploit the Company�s master recordings digitally and via
the Internet through June 30, 2010. 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 $1,026,065 and $1,275,100 for

the three months ended March 31, 2009 and 2008, respectively. Amounts included in accounts receivable in
connection with these services were $871,671 and $1,012,658 at March 31, 2009 and December 31, 2008,

respectively.
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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 $0 and $14,324 for the three months ended March
31, 2009 and 2008, 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.

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 the U.S. District Court for 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 the 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 counterclaim 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. On March 25, 2009, this lawsuit was
settled, subject to court approval.

On April 16, 2007, Gloryvision, Ltd. brought an action against Media Right Productions, Inc., one of the Company�s
labels, the Company and others in the U.S. District Court for the Southern District of New York alleging, among other
things, breach of contract and copyright infringement relating to two CDs provided to the Company by Media Right in
2000. Gloryvision is seeking compensatory damages in the amount of $1 million, punitive damages in the amount of

$1 million, interest, attorneys' fees, costs and injunctive relief. The plaintiffs also seek statutory damages in the
amount of $20,000 for each unintentional copyright infringement and $100,000 for each intentional copyright

infringement. Pursuant to the license agreement between Media Right and the Company, Media Right is obligated to
indemnify the Company for damages, including legal fees, incurred by the Company for any claims regarding content
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provided to and distributed by the Company thereunder. On April 15, 2009, the court ruled in Gloryvision�s favor.
Pursuant to the court�s findings, the Company is obligated to pay Gloryvision four hundred dollars.
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Item 2. Management�s Discussion and Analysis of Financial
Condition and Results of Operations

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 and our audited consolidated

financial statements and notes thereto included in our Annual Report on Form 10-K for the year ended December 31,
2008 filed with the SEC on March 30, 2009.

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 future events or our future financial performance 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,
including physical distribution;

�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; and

� The impact of general economic recession and other market and economic challenges on our business.
You should not place undue reliance on these forward-looking statements, which are based on our current views and
assumptions. 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
30, 2009. Many of these factors are beyond our control. Our forward-looking statements represent estimates and

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.
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Business Overview

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
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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 our common stock (after giving effect to a one-for-three reverse stock split of our common stock

that took effect on November 14, 2007) and 446,918 shares of our Series A convertible preferred stock (�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 our common stock (on a post-split basis) and 1,915 shares

of our 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.�

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.

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.

We are a global leader in digital media services, currently controlling and distributing more than 1,400,000 music and
audio recordings, or tracks, and over 4,000 titles of video programming and other materials through hundreds of

digital stores (e.g., Amazon, eMusic (which is controlled by our majority stockholder, Dimensional), Hulu, iTunes,
Rhapsody, YouTube) and mobile carriers (e.g., China Mobile, Orange, Telefonica, Verizon, 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 online stores and through innovative marketing and promotional campaigns, branded

entertainment programs, film, advertising, gaming and television licensing and other related services.

Significant Customers

Since inception through March 31, 2009, our revenue has been derived primarily from the distribution of digital music
content. Two customers, iTunes and eMusic, account for a significant portion of our total revenue and related

accounts receivable. For the three months ended March 31, 2009 and 2008, iTunes represented 63% and 58% of total
revenues and eMusic represented 7% and 10% of total revenues, respectively. Accounts receivable from iTunes were

20% and 26% of total accounts receivable at March 31, 2009 and December 31, 2008, respectively. Accounts
receivable from eMusic were 7% and 8% of total accounts receivable at March 31, 2009 and December 31, 2008,

respectively.

Sources of Revenues

Our revenues are derived from the following sources:
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�

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 average 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.
17
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�

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 vary among 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.
Combined revenue from digital downloads and subscription fees comprised approximately 84% and 79% of our total
revenues for the three months ended March 31, 2009 and 2008, respectively. Approximately 8% of our total revenues

for each of the three month periods ended March 31, 2009 and 2008, was derived from mobile services.

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,

audio and video content. In our digital distribution agreements with content owners, which usually have terms of three
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
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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 remains $.09 for 2009.

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. We are
amortizing this asset 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
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 have experienced increased net sales in our first and fourth quarters compared to the other quarters in our fiscal
year. We suspect that the first and 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, portable digital music players and other digital music
listening and video devices including mobile phones (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 other 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, 2008.

Revenue Recognition and Assessing the Collectibility 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 collectibility of the resulting receivable is reasonably assured.
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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
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