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Edi tords Note about terminol o

George Bernard Shaw noted that the English and the Americans are divided by a
common language. Perhaps a similar observation could be made about the terminology
usedto describe the television industry in the US and Canada, French nothwithstanding.
The editors of this document have made an effort to use terminology that will be
understood by Englistanguage speakers of any nation. In general the terminology used
will be standard American, with the following exception:

Broadcasing Distribution Undertaking (BDU). In the United States, the

business of providing subscription access to a bundle of television channels is
commonly referred to yasTWdMu(lad cciasmtnierd c tT Vfo
Broadcast Television or Free TV). In this document, we will use the Canadian

term, Broadcashg Distribution Undertakingr BDU to refer to multichannel

television systems.
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A combination of new technologies and emergingsumer behaviors has triggered a

process that will lead to massive changes to the business model, distribution pattern, and
consumption pattern for professionally produced video content. These changes are

underway today and they will accelerate durimg next five years. This report will

examine these trends in the Ubmadeasdtan®t at es, t
multichannekelevision.

1. THE DECENTRALIZATION OF MASS MEDIA

Duringthe pasfifteen yearsthe Internebrought tremendoushange tseveral
established industries by shifting the value control point fd@tributionto

consumption

Many traditional businessegereoncecharacterized bgentralized control ovgsroduct
supply,marketinformation and pricinglata These bsinessebaveexperienced
disruptionfrom innovatorswho devisechew ways to enable consumers to search and
find alternative products at lower prices the Internet

This pattern has been consistent across a variety of industries, ranging from automobile
sales to insurance to real estate. In any business where the seller enjoyed asymmetrical
access to market data, the Intemneiv serves as the Great Equaliz#ming consumers

with access to better information aatiroaderarray ofchoices.

The effect on mass medias been especially profound@he combination of the Internet

as a tweway deliverypath together withthe versatile personal computehich enable
consumers to create, manipulatespiity and store rich mediaasredefined the
consumer 6s r el at i oThetiwoway nairetohthe imtersiet invites d i a .
users to participate actively in contenéation marketing, promotioand distributio.

The computer enables consumers to manipalateorganiz@rofessionally published

content sometimesn blithe disregard for the business rules that govern its use.

These new technologies have shifted control away from the companies that andlish

distribute commercial contenPreviously, content was formattedchannelr bundles

that werecontrolled by professional programming staffday on the Internet, control has
shiftedtowardsthe consumers who wish to consume content on the defvibeir

choosing at a time that is convenie@onsumers have adopted tools and technology that
enable them to Aunbundl ed content and repack
preferences.

For a generation that grew up with personal computers, the acronym VWdNdxger

refest o t hled AWode Webo. hat evest awlder Bhiser i wwh e n e
attitude represents a fundamental shift in consumer attitudes towards med@nger
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subject to a pr ogr ammazthepevercoadecidhem bnd whedlee ¢ on s u
to watch the content of her choice.

Historically, the economics of mass meavare governed bgonstrainton access
programs were only available at certain timesianzkertain channels order to impose
artificial scarcity and therelaintain premium pricing. But thaternetundoes these
constraints. The unbundling processumvents arbitrary business rules, removes
artificial scarcity and makes it easy fmnsumers to access cortten demand.
Moreover,the abundance of free content online has capsed erosion, especially for
music.

These changes have already transformed several media industries, from print publication
to advertising and recorded music

How might these changes affect televisio@bnsumers empowered by technology will

no longer be bound by the schedules and programming plans of the television channels.
Television will lose its character as a chaAp@ted medium and instead wiélsemble a
dynamic marktplace where all programs areailable on demand.

When he was an executive at UK satellite TV provider BSkyB, Steve Billinger predicted

the effects of the Internet on television, s
Internet has eerged as a ruthlessly efficient contemdrketplace, greatly diminishing the
programmer 6s ability to package Aacodtenpr esent

channels are replaced by markets for individual programs, longstandiins thoot
revenue maximization will become flass effective

So far the television industry has been relatively immtowindamental changdkat

wreakedhavoc uporother media industriesThe economics of television remain

healthy: in 2011Americanbr oadcasti ng companies reported
sales of advertising in history.Subscription TV services from US BDWamain

popular: nearly90% ofUS households subscribedervices from cable multisystem

operators (MSOs}irect broadcassatellite(DBS) providers, or IPTV servicesferedby

telephone companiewer fiber optic networks Viewership of television continues to

increase.

But televisionwill not remain immune to the influence of the Interfugever.

During the pas18 months &eries of technology and business model developments have
triggered a sequence of events that will ultimately transform the US television industry.

The transition tanline video distributioms now underway. There are many questions
yet tobe answered: what is the optimal business model for online video? Which
companies are best equipped to emerge as the leaders in this new field? What will
become of TV channels and broadcast neta® What will happen to BDUS
consumers migrate enasse to online video services?
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2. TELEVISION CONSUMPTION IN THE UNITED STATES

Today, he overwhelming majority oAmericans subscribe television services.

According toA.C. Nid s e20§ Medi a Uni verseo report, 104.

UStelevision households are ready for cable or satellite 9.6 million American
homes subscribe to digital cable TV and 34.7M subscribe to satellite TV.

One area of dispuie several recent surveisthe number of households that rely solely
upon freeoverthe-air broadcast television, with estimates ranging from a low of 8% of
US households to a high of 15%In anycase industry analysts agree that
approximately90% of US households get th&tevision from cablelDBS or telco
subscription video services.

But consumption patterns have b@solving even within the subscription television
domain.American consumers have grown accustomed to taking control of their viewing
experence. Beginningvith VHS videaassetteacorders in the 1980s and, more
recently,Digital Video Recorders (DVRS), consumers now have the expectation that they
can record TV programs and watch them at a time that is convenient, as well as the
ability to pause, rewind anglatch again. 43 million American homes have DVRs today:
according to Nielsen, 21% of all viewing in DVR homes is DVR playback, accounting

for an average of 2 hours and 9 minutes per week of viewing.

Americans daot seem to be in a rush to canttedir BDU subscriptions. Despite

- |

rampant specul ation about Acord esttingo and

there is littleevidence to demonstrate tHEDU subscriber levels have dropped

significantly. According toNielsen AWhi | e tfboesupeeswithe nt age o
broadband but no cable has remained relatively stable, presence of both cable and
broadband has increased, indicating that t

At this stage, the nascemtlinevideo services seem to bdditive not a substituter
replacementor BDU services However, that could change swiftly, especially i
subscriptiorprices continue to rise, and if the quality and reliability of online alternatives
continue to improve.

At the recenCable Show in Chicagtosted by the NCTA (National Cable Television
Association)the CEOs of the multichannBDUs downplayed the growth of online
videoservices. But thegaditional TV industry cannot afford to be corapént about
online video. It is far tao early to dismssthe potential impact of Internet distribution
The technology for Internet videsin a stage of rapid evolution.Every month, more
programming choices are added and new software is introdused.every month,
more consumeradoptthese new seiwes. It seems inevitébto all but a few didard

TV veterans that eventually a significgg@rcentage dBDUs ubscr i ber s wi | | A c
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cordo or at | east fAshaveo their subscription
traditionalBDU services

During the past five years, consumption of online video has grown signifi¢arips of
millions of consumers Could further evolution of online video result in a stampede
away from traditionaBDUS?

As Al | T Reten lgatkdrépsris ANew research from Nielse
Web video you watch, the less time you spend on traditional television. And that effect

gets more pronounced if you |l ook at 18 to 34
with YouTube, i Tunes, Netflix, etc. O

The story of Netflix illustrates the potential for disruption by online alternatives.
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3. THE RISE Q¥ETFLIX: FROM DVD RENTAINSOANT
VIEWING

The most dramatic developmentHollywood in2010 was the rapid growth of
subscribers to the Netflix onlinedeoservice.

In 1997Netflix beganas aflat-ratesubscription DVDBby-mail service withtwo big
advantagesver the local video rental shapo late fees and a vast inventory.

A third advantage was the sskrvice online
customeiinterface that enabled consumers to

manage their preferences, browse the big

Netflix library and placevideosin their

personal queud he company invested

heavily in developing a powerfulser

interface with a predictive recommendation
algorithmknown as CinematchIn 2006

Netfli x ran a competition f
recommendation system, offering a $1liom prize. The result is an attractive, intuitive

user interface that makes browsing and discovering videos fun and easy. The system

anal yses each s u lpatermandbatingdisoryarmtheaniakes t i o n
recommendations based on the viewpadterns of other subscribers who demonstrate

similar preferences. Recommendations are organized in dynangeakyated
categories, sometimes with cheeky | abels 1|ik
No other online video service hgstdevebped a better way to match customers with

movies and TV shows in the library.

The pesonalized recommendatiossrve as a subscriber retention mechanism: Netflix
subscribers who invest time and effort 1in
likely to switch to a rival service where they will be obligated to duplicate this effort.

3t
—

Moreover, the vast database of customer viewing preferences confers an advantage on
Netflix in content acquisition. Superi@nowledge about consumption patteemables
Netflix to arrive at a very accurate estimate of the appeal of certain pittesding the
companya decisive advantage in negotiations with movie studios and TV networks.

In 2008, Netflix introduced a neservice concepinstead of mailing DVDs in an

envelope via the US postal service, the company offestdnt ordemand viewingia

Internet streaming.The service i s c aHotadlatminWygeeaofh | nst ant
$7.99 consumers can watch unlimited films afd shows on demandThe economics

of this servie are vastly superior to postal deliverynli@e streaming enables Netflix to

phase down the purchaseptifysical DVDs ando phase outhe huge expense of US

Postal Service feg$500 to $600Meach yearaccording to CEO Reed Hastipgdt
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costsNetflix abou five centsto stream a movie, versus approximately 78 cents to mail a
DVD by US Post Office.

One AWat ch | ntwatdalightslsupseribéreisthe abiliyy to pause a program

on one device and immediately resume watching on another devicelerromm.

This experience comes closest to the fAwhatev
digital content generation.

To launch théWatch Instantlg service, Netflix had to tadé three significant
challenges

1) building the infrastructure to stream millions of videos simultaneously;

2) acquiring the rights to a sufficientlgrge library of movies and TV skvs to
appeal to customers, and

3) developng the clientside software to connect the television in the home to the
Netflix online service.

Of the three challengesd acquisition of the streaming rigmsy have been the biggest
Movie studios are not in the habit of selling their rights orctieapor in bulk Butin
2008Netflix succeeded iacquiringthe streaming rights ta large catalog dfims from
Starz, a movie chmel that had acquired @temandights forits defunctVongo
streamingservice The Starz deal provided Netflax2500title catalogor an estimated
$25to $30million annual fee. This library, along with thesubsequerdcquisition of
rights to Disney and CBS conteggve Netflix asufficiently largecatalog to begin
marketing the servicaggressivelyand striking dealso embed the instant viewing client
on millions of devices. In retrospect, Starz grossly underestimated the value of the
streaming rights.But Net f | iStak s updfer ehewabiine third quarter of
2011: industry watcheexpect the remnveal price to beasmuchas ten timesigher.

The big content library enabled Netflix to secure bundlindgsdedh the manufacturers

of many devicesToday, the Netflix client softare is embedded in more thar025

consumer electronics devices, ranging from Inteemeibled TV sets to game consoles

like the Sony Playstation, 30 sidecar boxes like Roku and Bexin addition to

downloadable apps for computers, tablets and smartphdbes.industry analyst

estimates that the average American housedlodddyhas more than 10 devices that are
ANet f | i »Atthe damuwhry 2081 Consumer Electronics Show in Las Vegas, every
maj or television and device manuf apogturer
remote controls with a hardwired ANetf ]l

s ho
X0 b
The combination of millions of existing subscribers, plus a large library of movies and

TV shows available for streaming, and nearmyquitous pranstalled software gave

Netflix tremendous momentum 2010
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In the 18month period to Q2010, Netflix succeeded in migrating more than 60% of
theirDVD-by-maills ubscri ber base to their new AWatch
video product. By late 2010, Netflix had gagd even morenomentum, adding negrl

1M new subscribers each month.

In 2010, Netflix added 4.6M new subscribers, and in theHabtof 2011 added 3

more. Today, with 23¥ subscribers, Netflbhas surpassed cable giant Comcast
Television executives openly speculate that Netflix sulipass the 30M subscriber mark
in 2011.

According to Internet research firBandvine Netflix streaming video now accounts for
more than 20% of total network capacity during peak hours. Saralgmeports that
by March 2011, Netflix had attained 28% penetration into the US market and 11% in
Canada.

Wall Street paid close attentido Net f | i x 6 s r api dhe gharemitceh . Dur
skyrocketed. But bthe end of 2010, several stoc&dersswitched to short positions

citing several reasons why they expected Netflix to crash: lack of new releases, lack of

fresh c omtueanHhargapiptitlesin the existing content librarplus the

emergence afiew competitorsand margin pressure due to rising expense of bandwidth

and the likelihood ofenewng content licensing deals with studios at much higher prices.

In a widely-discussed incident iDecembe 2010, Whitney Tilson, who managadNew
York hedge fund, publishegharticle explaining the logic behind his short position.

In an unusual move, Netflix CEO Reed Hastings pos@&@da word rebuttaio Tilson,

advising him to cover his short positioNet f | i x st ock defied Til son
continued to soawyhile the service added neadymillion newsubscribers each month

in the beginning 02011. By mid-February 2011Tilsonretreatedrom hisdisastrous

short position, publishing followuparticle which explained why he felt compelled to

revisehis investment thesigdically. In sum, manyofTisonds assumptions a
Netflix were wrong.

Tilson is not the only skeptic who was caught off gutdny observers have speculated

about Netflixobés ability to acqui rire20lgr ogr a mmi
movie and TV studios are exped to seelsignificant hikes in licensing fees when the

deals are renewed. These deals are a topic of intense interest because they will likely set

the template for the entire online video industry.

Netflix has devised threepartstrategy to content acquisition, accordingournalist
Ryan Lawlemwhoreports in Gigaoncomn

fAlready, we can see that Netflix is employing a mptbnged approach
to growing its libary:
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1 It continues to acquire large stores of ldag catalog content cheaply,
relying on its content recommendation engine and vast store of titles to
keep subscribers interested in its service.

1 Atthe same time, it is investing in select popualantent-i like Mad
MenandGleei - as a way to attract new, mainstream users to the service.

1 Given the increasing cost of licensing shows and movies that have a
proven track record, Netflix is also placing bets on projecli&e House
of Cardsi-thatar end6t yet proven, hoping that

The way that Netflix has built its content library s
; which relied almost entirely on syndicated rerun TV
showsand older films to appeal to viewers. In recent years, led by the
development of original programming on the part of basic cable networks
i ke FX, USA and AMC, wedre encounter:i
of cable TVi - and a sign of things to come for tflix.

Netflix will likely continue to build a content mix that has some variation
of deep longail content, newer popular hits and exclusive access to
original programming. That last piece is vital, and will be the key to
Netflix being able to controts own destiny, rather than relying on others
for scripted programming. It will also help set it apart from othetooe
streaming services that might appear.

Netflix has previously managed to fend off thrdfadsn established rivals, including the
video chairBlockbuster andetail giantwal*Mart, and it continues to be a wellanaged
company. For the moment, Netflix is the pacesetter in the online video market.

According to research firrBandvine Netflix now accounts for 22.2% of total Internet
traffic in the US averaged across all traffic in a 24 hour period, more thatogeeer
filesharing network BitTorrent (21.6%) or online video site YouTube (9.85%). For the
first time, paid content consumption is outpacing free content online.

Regardless of whether or not the compeontinues to maintaiits leading position,
Netflix has galvanized the online video marketplace in several ways:

1 Millions of consumers have now adopted the new habit of streaming video.

1 Millions of consumers have been conditioned to adge to watchich media
contenton the Internet

1 Millions of consumers now expect to enjoy instant access to video on tablets,
smart phones, laptop computers and other portable devices.
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1 Millions of versatile devices, ranging from game consoles to set top boxes to
internetenabled TV sets, have been installed inlitheg room, bringing online
entertainment to the living room where it offers an alternatinB&t services

1 Dozens of rival companies, including giants Amazon and YouTube, have
introduced competing servict#sat improve upon Netflix

1 IncumbenBDUshave speeded up the depl oyment of
offerings.

1 Motion picture studios have begun to develop an understanding of the online
video business model and the appropriate pricing for their content libraries,
thereby increasing the likelihddhat large catalogs of content will soon be made
available.

The starting gun has fireahd the online video race hagw begunin earnest At the
moment, Netflix is in the lead, but the race will be long and the competition ranges from
disruptive staup ventures to Internet giants like Amazon @ubgleand existing

BDUs. The next thresections of this report survey the leading competitors to Netflix.
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4. THE COMPETITION FROMLINE VIDESERVICES

Amazon Instant Video
In February 2011Amazon launbed a video servicetrival Netflix. It was far from
perfect: Amazon launchgdl n s t a awith faf fewee tdles, and kess intuitive user
interface, and none of thecommendation or quedeatures that makierowsingNetflix
so enjoyale. Plus the Amazon service is not

yetpre-loaded in hundreds of consumer

electronics devicesvhich makest somewhat am 32@'1

cumbersome to accesButall of these early ~~ >) instant video

flaws arein the process dfeing addressed.
The servicehas improved rapidly in the
monthssince launch As t he wor |l dés | argest retailer of
face no difficulty obtaining the license to content catalogs from the major movie studios

and TV networks at competitive pricesndeed, the entry of Amazon into thelioe

videomarket has cheered some movie studios because it creates a competitive bidding
environment that will help them negotiate higher licensing fees from Netflix.

The Amazon service can be described as a Netflix cloneARazon includesdne
uniquefeature that is likely tepeed their path to customer acquisitians offeredfree

of chargeto current subscribers of Amazon Primet he onl is8®.0hodeeai | gi an
shipping club.This is a majobenefitthat will likely attractmillions of existing Amazon
Primemembers o try I nstant Video. Some of them w

anyotheronline videaservice

Google/ YouTube.

Google has the potential to disrupt the triadal television businestramatically.The

Mountain View, California search giahas assembleal powerful collection of video

assetwia acquisition ranging from digital rights management solutions (Widevine) to

original content cration studios (Next New Networks) and mlix-based setop box

manufacturer (SageTV). If Google successfully integrates these online video capabilities

with their industryleading advertising platfora{DoubleClick, InviteMedia and

Admeld), the search giant could shift the television industry towards a perforivases:

reattime advertising business modeh radical departure from the current business

modelof Aupfronto sales against the next seaso

Atthe centep f G s wideb d@rategy aréouTubeand Google TV
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, N YouTube i s t lydestwationl d6s | ea
You |l wipEviNe for streaming videoLaunched in 2005 as a

nnnnnnnnnnnn

videosharing site,tiwas acquired by Google
Amnisio in 2006 for $1.65 billion.According to
o Ul 1< ComscoreYouTube accounts for more
Lol viewing timethan the next five video sites
combined In May 2011 147 milliorunique
Sage{i’x visitors spent an average of 311 minutes on
dauble YouTube.The amount of content uploaded
o ; to YouTubedefies comprehensiorthe
click invitemedia b

company recently announced tA&thours

of videois uploaded to the sievery minute.
At curren rate of growth, it is probabldatby 2012 more than 1 hour of video will be
uploaded to YouTube every second.

In recent years, YouTube hasmde an efforto overcomaets early history as sitethat
enabledogues to post copyrighted teaal. YouTube has made an effort to develop
closer commercial ties to major medie
companies, and since 2008 the site h /il Tuh

hosted channels by CBS, MGM and —-'ﬁ'ﬁ

Lions Gate studigsas well as online 'ﬂ'ﬂ'ﬂ'ﬂ'ﬂ'ﬂ'ﬁ'ﬂ'ﬁ'ﬂ

videoservicesVEVO agd I—K;ttjdlu IS TEEEEREENEEE

January 2010, YouTube ingluced a OURS
pay-perview streaming video rental 'ﬁ'ﬁ'ﬂ'ﬂ'ﬂ'ﬂ'ﬁ'ﬂ'ﬁ'ﬁ'ﬁ'ﬂ

service with more than 6000 titles. UL L L L L) L oo mopmasmmor
However the lingering perception of

Y o u T g $cefftawearly days

contnues o cl oud YouT

relationships with Hollywoo@nd may B

hamper therocess of partneringith 1] e -ﬂ-ﬁ-ﬁ-ﬁ-ﬂ-ﬂ-ﬁ-ﬁ SRR EEEs
someof the majorstudios 'ﬁ'i'i'ﬁ'ﬁ'i'i’ﬂ T T

In 2010 Google introduced Google s e

TV, asoftwareplatform forso-called

Aismart TVs o0 tothei c h

Internet. It brings many aspects of th BWILC.ITIQN E.

computer to the television, including

the Chrome browser and a keyboard for text input. BuiltonlGaog s Andr oi d oper
systemthe platform enables developers to bdiM apps andnteractive overlaysn top

of video programming. At the January 2011 Consumer Electronics Show in Las Vegas,

several leading television manufacturers, includiagySung, Sony and Toshiba

showcased new devices that incorporate Google TV.

The responst® Google TVfrom traditional television has beenenthusiastiso far
Many of the established players in the TV industry have refrained from patitigipath
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Google TV, includingNBC, ABC and Viacom. In the BDEcosystm, only Dish
Network has partnered to distrieu®oogle TV.

The first version of Google TV walsmissedy critics asa complex productvhose

appeal is limitedo early adopters.However,Google and partners hapersiséedin
advancingheinitiative. in June 2011 startup compaRgdux announceithe

development of a newser interface for Google TV that utilizes human curation and

social networking to aid browsing and discovery of content on Google A¥0 in June
2011Google acquired Sage.T¥ maler of set top boxes and DVRs.ndustry watchers
speculate that the Sage TV acquisition is interidezbtimizeGoogle TVf or #fA pl ac e
s hi f enabling consumers to move their media from one device to another, much like
Slingbox, or perhap® develop middlewarthat will make it easier for device

manufacturers to incorporate Google TV into their next generation hardware.

Hulu

Hulu ison online videwserviceofferinga combination of subscription programming and
freeadvertisersupporter fare.Hulu was formed in 2007 asjoint venture between
DisneyABC Television Group (part of the Walt Disney

Company), Fox Entertainment (News Corporation) and

NBC-Universal (recetly acquired by Comcast with previous

owner General Electric retaining a stake), with funding by =

Providence Equity Partners.

Positioned as a rival to Netfland YouTubeHulu has pursued a distinctly different
strategy:

1 Optimized for advertising: Hulu has invested heavily in developing an advanced
architecture fotargetedonline advertising. In May 201Hulu accounted for
28% of all online video advertisinig the United States

1 Close partnerships with major broadcasters. Equity investors NBC, ABC and Fox
provided Hulu withthe advantagef preferred access to popular TV show$he
Hulu service is optimized teerve the interests of traditional television
broalcasers by preserving the value of thprogramming, and thereforehas
proven attractive to other major content providerthe TV ecosystemnincluding
Sony Pictures, Warner Brothers, MTV, Lionsgate and Endemol.

1 Early access to premium conte Subscribergo the Hulu Plus service 999 /
month)are able to vievihe entire current season of popular television programs
often as early as the day after the show appears on televiBsis a major
programming adantage over NetFlix which featwelder content.
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Like Netflix and YouTube, Hulis optimized for delivery to a wide rangetame
devices, including computersmart phones, tablets, BRay Disc players, connected
TVs, and game consoles.

In May 2011, 28.5 milliorunique visitors to Hul spent an average of 217 mies
watching video on the siftidth Hhluds zaudifeWoe

AttimesHul udés freedom to pursue a disruptive pa
ties to the established media companiesJanuary 2011, rumors emerged about a

conflict among Hul uds boar drepdtedbatNewsc t or s .

Corp and Disney wanted to remove cierhows from the Hulu service, citing fears that

the value of the programs in syndication anthbwideo had been diminished. It was

also rumored that the media giamtanted to make the shows available on other online

platforms, including Netflixand Apl eds | Tunes.

The episode reveals a contradiction at the h
Internet. Even when media giamsest significanfunding indigital venturesthey tend

to intervendo prevent the startup compafmgm pursuing disruptive strategies that could

challenge their traditional video businesses.

Hu | u Gdcasbpartmers have imposeniv demands on the startup venturethin

latest content éiensing dealsHulu is obligated to require users teriy that they are
alreadysubscriberso a traditional cable or satellite BDU before getting access to current
TV programs This authentication requirement will deter some viewespecially those

who seek to Acut the cordo anditalsonc el their
conflicts with the business goal of exposing thesagdported content thhe maximum
number of Vi ewer s. Such constraintd do noth

the internal conflict among the joint venture partners who seek to preserve their legacy
television business while investing in the future.

Hulu operates on thin profit margirtdulu typically shares 70% of the revenue from
advertising with its conterartners. From the remaining 30%, Hulu must cover the costs
of advertising sales, distribution and platform development .c&ime have questioned
the long term viability of this model. Hulu is considered by some observers as a

Ami ddl eman { hatnbypdss &€atigshaved abseeatthat TV aad
movie studios focused on revenue maximizatraght be better off distributing their
content themselves, rather than rely on Hulu.

Hulu CEO Jason Kilar raised eyebrows wherphblished a blog poshat revealedhe

c 0 mp apergp&cives on the future of television: some of his views contrasted sharply

with those of Inithablog,dsar cited threescongsumsr trends that will

shape television in the future: he consumer 6 s @&destisementsthe wat ch |
desire to watch a program at a time that is convenient; and the ability for consumers to

promote shows they like to their friends and contacts on social network platforms.
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Kilar wrote:

fiThe above trends are a
reality and we believe the HULU AD REVENUE PER HALF HOUR EPISODE
wisemove is to find ways
to exploit these new trends
and leverage them to build
great businesses. History
has shown that incumbents
tend to fight trends that
challenge established ways

and, in the process, lose 2008 2009 2010

fOCUS on Wh at matters Note: Hulu monetization continued to increase in Q4 2010 with
most: customers. Hulu is DR

not bu rdened by that BROADCAST & CABLE AD REVENUE PER HALF HOUR PRIME TIME EPISODE
legacyo 50.216

Hulu 2010 average: $0.143
But thenewcontent licensing terms from
NBC, Fox and Disney may impose that
legacy upon Hulu.

$0.097 $0.106

$0.048
In theblog post, Kilarllustratedthe l . l

economic potential of online video Broadcast  Broadcast DVR Cable Cable DVR

SerVICES d e mo ns t r a t | n g zg:r;?;ls(:lculations based on 2009-2010 data from Media Dynamics

targeted advertising technology could

fgenerate higher advertising returns than an

by

advertisingservicgr any type of content. o

Kilar also expressed optimism about an innovatwetentlicensing model for

subsciption service Hulu Plus.Kilar wrote,A We bel i eve content owner ¢
position to make higher returns from TV content distribution in the future than they have
historically. If studios and networks license their content to distributorsperhser

permonth economics as the model (as opposed to a fixed fee model), then they will

extract a higher portion of the total economics their content will generate. We state this

given our belief that the majority of the US population (and a mafeiaknt of the

globe) will be subscribers to some flavor of digital premium content service going

forward. o

The blog post is a calculated effort to persuade content providers to reshape the market
for online video. If motion picture studios were edopt the peuserpermonth

licensing scheme proposed by Kilar, it could have a significant impact on market leader
Netflix, dramatically raisindicensing costgsince Netflix has the largest number of
subscribersand simultaneously eroding the informoat advantage Netflix gains from its
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proprietary customer preference datalidseause Netflix would be forced to expose
peruser consumption to content providers)

TheJanuary 201acquisition of NBGUniversal by Comcast has also had an impact on
Hulu. Comcast wasnceviewed as a potential acquirertablu, but thisoutcomeis
now unl i kel y f cdndetomake aggpasSive motmahe vvedtsre as a
condition ofFederal Communications Commissi¢tC(C) approval of the NCBU
acquisition As theLos Angeles Timegoted:

Indeed, in the consent decree approving the deal, the government said,
"Comcast ha an incentive to prevent Hulu from becoming an even more
attractive avenue for viewing video programming because Hulu would
then exert increased competitive pressure on Comcast's cable business."

Hulu waswidely viewed as candidate for an Initial PublOffering but inlate June
2011 rumors surfaced about a posspyeemptiveacquisitionbid by anundisclosed
Internet company

Apple iTunes

In 2000, Apple introduced software program called iTunes to help computer users
manage their music files. The software was included free with new Apple computers. In
2003, Apple introduced the iTunes Store, an online retail service integnaietie

iTunes application, offeringaid downloads of single music tracks.

In October 2005a new generation of videzapable iPods was introduceidunes was
upgraded to support viddites, and the iTunest&e began to sedl selection 02000

music videos and TV shows. Televisisimows were made available 24 hours after airing
on broadcast TV In 2009 Apple introducedigh-definition movies and television

shows

The video programs are available on a download basis, for purchase or for rent. Rented
videos must be watched wiith30 days of purchase, and viewing must be completed
within 24 hours once a film begins. These business rules around digital video rentals
have gradually been adopted as the industry standard.

Today iTunes serves as a personal media hub, enablingusarseeto manage music,
videos and other multimedia content acrib&sentire range dkpple devices, including
desktop computers, laptops, tablets, iPods, iPhones, and the Apple TV dé&iare.
than 250 million customers have registered accountsiiTtimes Store.

In June 2011, Apple announced a new service, called iCloud, that will enable consumers
to sync their media files across multiple Apple devices.
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Apple has developed a streaming radio servicetlamdirplay program enables
consumers tgtream video from their computers and iPods to their TV set via the Apple
TV device or an AirporExpress wifi hub. Recentihére has beesomespeculation

that Apple may inbduce a streamingusic orvideo offering via the new iCloud service

But atthis point Apple only offers TV shows and movies foesal rental on a download
basis
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5. THE COMPETITION FROM TRADITIONEVISIOBDUS

The rapid rise of Netflixn 2010alsocompellecthe established cable and satelBBUs

to speed theeploynentof A TV Ev er y wh e r ehad beem iplanniagandv e s t hat
development foseveral years Theconceptof AiTV Everywher@is simple: any

subscriber t@ BDU service vould be #le to access the service on any media dewice

the home, whether a T\A computer monitor, a tablet or a cell phone.

Theconcepimay besimple but the licensing deal is not. TBBUs have not yet
succeeded in convincirgl of their content providers to permit thehe rightto stream
their channels over the webAnd even if the channelgere willingto support TV
Everywherenot all of the rightso all programsre currently availableAs a result, the
TV Everywhere offeringsurrentlyfall short of the full TV experiencelnstead ofi T V
Ev er y wh eurrendversidn lofehservice might benore accurateljabdedi S o me
Channels on Some Tablets. o

Viacom has launched legal battles to prevent Cablevision and Time Warner Cable from
displaying Viacom content on the iPadd Androidpowered tablets iapps developed

by the cable distributors. Viacom has cited the fact that Nielsen ratings do not measure
consumption on tablet computers as a major factor in their complaint; but industry

watcher Todd Spangler arguesMinltichannel News hat Vi acom i s fAmi ssin
for the trees. 0 Spangl er writes:

Instead of trying to wring additional fees out of affiliates on anexality of what

does or doesndét constitute a Atelevision
beembracingthese services that are going to be a major way TV is delivered (via

iPads, Android devices, connected TVs andBay players, PlayStations, Xbox

360s, etc.).
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The TV Everywhere offerings valyy company Some, like Tim&VarnerCabléé s 1 Pa d
application, provide a selection ©¥ channels streaming live-pattern. The consumer

can flip between the channels, but cannot downlbadkmark, pauser watch a

progr am on demand. Ot hers, |like Comcastds Xi
live channels plua selection oindividual programs available on demand.

In general, the TV Everyvdre services share a common characterishieyattempt to
replicatethe current televisionoffering. Although thisapproachmayoffer advantages
by simplifyinglicensing and operations, it seems to defgsumer expectations.
Consumes have demonstrated that they ttorthe Internefor adifferententertainment
experience frontheir BDU service The most successfiriternetvideo services enable
consumers to select from a broad catalog of individual programs availabistéort on
demandviewing. So far no company has succeeaethe Interneby offering a
programmed selection of programs runningpaitern like araditional TV channel.

It is too early to determine which package will appeal more to consumers: programs
presented in liv8V channels or a la carte access to a broad catalogdémand
programs. Results in the marketplace will soon reveal the winning strategy.

In some caseshelicensing agreemengsgned byBDUs do notpermit them to make any
changes to thpresentation of the channe&hould theeBDUs wish to provide & carte
access to individual shows as part of their TV Everywhere initiativegy requirea

new round of negotiationg/hich would enableontent providers like Vidom to extract
even more

At present, the TV Everywhere appreonly madeavailableto consimers who already
pay forsubscriptionTV. Authentication is required. NEBDU has yet decided to open
up their TV Everywhere service to new customers outside of their footpHatwvever,
that mightchange soon, and when it does, the resolidd be dramatic (see next
section).

Authentication is a way to preserve the existing subscription television business while
satisfying the desire of consumers to access video on other devices. Do online video
servicegeally threaten traditional BDUs?

For operatorof cable networksthe advent of online vides a mixed blessing.

Although Internet videpresentsacompett i ve t hr eat busnessitelso BDUs 0 v
drives consumer adoption of broadbatal cable modemwhich is a highly profable

product. As Comcast CEO Brian Roberts notes,

fiNetflix needs one of the strongest broadbamanhectionyou can

get...We're seeing a surge in our broadband usAgesold more

broadband last year than we did the year before and yet it's a 10 year old
product. We sold more broadband last year, every quarter than Verizon,
AT&T, and Qwest combined.

TRENDS IN MULTICHANNEL TV AND ONLINE VIDEO IN THE UNITED STAI 22


http://www.businessinsider.com/brian-roberts-comcast-netflix-2011-6

In addition to the cablielevision companiedoth the satellite TV providers and the telco
IPTVvi deo services have developed their own

Recently,sometelevision industranalysts have spalatedabout the secret plans of
satellite pioneer Charlie Ergen. This Echostafazmder has made a series of
acquisitions in recent months that suggest teanhy be in the processagsembling all
of thenecessargomponents to launch a powerfidal to Netflix and possibly a wireless
broadband network.

In FebruaryEchostarCorporationacquired Hughe€ommunications Echostad s
subsidiaryDish Networkalsoacquired two

defunct satellite companies, TerreSky and DBS

(former a unit of ICO):both companies have '/j

large spectrum holdingand Ergen may be able tc NETRORE
persuade the FCC to permit more flexible use o FGHOSTAR ~ HUGHES.
the spectrum for services that do not require a '
satellite antennaThese acquisitions give the DBSD Terre Gta,

company the opportunity to launch nationeid

fixed and mobile broadband services in addition Sllz--:g
to satellite TV. wpusTER [ s

Dish also owns the set top box maker Sling

Media andvideo distribution tehnology provider MoveNetworks. Dish also recently
acquired the bankrupt Blockbuster video store chatin more than 2000 retail locations
and,less widely knownthe right to stream a library of more than 20,000 motion pictures
on demanaver the Internet Also, as a result of a lawsuit settlement, Qisohas

access to the entire patent portfolio of DVR peme&iVVo and Burst.com.

Theassetacquired by Ergen could be used in combination to offer a new Blockbuster
video rental service delivered on demand over the interriategrated into to theihux-

based Slinglevices and Dish Network set top boxé#&/ith millions of Sling and Dish

set top boxes already instal |l edenjoyabihomes,
advantage in customer acquisitiorDish is already marketing a version of this hardware

/ software configuration to second and dhiler BDUs to enable a whitéabel version of

a TV Everywhere service.
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6. THE COMPETITION FRMEDIA COMPANIES

For the studios and networks that produce and publish col@ent the advent of online
services present®tha challenge and an opportunity.

The opportunity is promisingThe proliferation ofnnovativeonline videoservices from

newcaners such as Netflix as well astablishedDUs has increased the negotiating

leverage of the major media companies. @é®peting distribution platforms vie for

access to programming, the studios are able to extracyeseater revenue from

licensing deals.As Viacom CEO Phillipe Daumasaid fA For the content ow
never been a better timed

However, television studiadsoface a significanproblem: the collapse of the home
video business.The rise of Netflix hasoincided withthe demise of thhighly
profitableDVD business.Some speculate thiletflix accelerated this decliné\s
consumers shift away from purchasing or renting fixed media towardgiming video
streamed or downloaded fraime Internetthe oncereliable revenue stream from DVD
sales has dwaled. Wholesalgevenue from DVD sales fedd% from 7.97 billion in
2009 to $4.47B in 2010.

The erosio of the DVD busineskas createdbigholeint he st udi osdé bal ance
they desperately need online video to succeed in order to replace lost revenue from home
video.

The television studios and networks that create content are also keenly aware that the
Internet presents opportur@s to bypass the traditional distributors. The major television
broadcasters and most cable TV channels now offer a direct to consur@groff2ing

on the Internet, as well as a broad range of vajgas for smanphones and tablet
computers. This iprimarily an area of experimentationt maynot generate significant
revenueoday, but the studios adetermined to develadjhe expertise to engage
consumerglirectly. Theseskills may prove essential in the event that the industry
fragments.

However, theTV studios are unlikely to launchR2C service thatvould jeopardizehe
$75 billion revenue strearfitom the BDU industry The conflictingstrategiesand
limitationsimposed upon Hulu by th&tudios in the joint venture illustrate thdemmas
faced by every content company who seeks to laari@BC servicavhile preserving a
legacy television content licensing business that depends upobulish partners
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7. PRICE INCREASESIN/ SERVICBSLL ACCELERATE THE
MIGRATION TOONLINEh + 9w ¢1 9 ¢ht é {9wxL/ 9{

In every marketplace, there is natural friction between buyer and sEllesubscription
televisionbusinesss no exception.

Subscriptionelevisionhas always been characterized by an uneasy alliance between the
distributors who license content and thedgtathatprovide it. TheBDU platform

operators depend upon the content providers for the progranmih@hkeeps customers
satisfied. In turn,the content providers depend mpheBDUs for recurringrevenue

that is vital to funding productionThis virtuous cycle workantil it is time to

renegotiate the affiliate fees and channel placement.

Until recently the negotiation for TV programming occurred behind closed doors.
However, in2010,as broadcast networks increased their demands for affiliate
distribution feesa series oacrimonioudisputes betweelSOs and broadcasters
culminated in an ugly feud betwe@ablevisiorandFox Network that played out in the
headines of the morning newspaperfhe Fox Networkdisappearetemporarilyfrom
the Cablevision system, deprivib@st Coast viewers @bpularsports eventand
attractingthe scrutiny of Congress

Broadcastersletermined to obtain billions of new fees fr@DUsin exchange for the
right to distribute their broadcast TV signhave taken a rigidgtance towards theBDU
affiliates.

In this context, the diredb-consumenfferings by ABC, CE and other networks could

be perceiveds a tool designed to increase negotiation leverage. But the content owners
will play the D2Ccard with caution: their fate teeplyintertwined with theBDUs. No
channelwould dare to pull out ahe subscription television ecosystaitogether

becausette nascent online video services are currently incapable of replacing the reliable
revenuestream fronthe BDUs

The stakes are highJS broadcast networkseek $3.5 billion in fees froBDUs in
exchange for the right to retransmit thiege-to-air signal on subscriptioplatforms.

Thefees paid for the retransmission righttl eventually be passedlongto subscribers.

But every price hike increasesnsumer dissatisfaction with subscriptietevision, and
therebyelevateghe risk that more consumers will cancel their subscription and switch to
online or freeTV.

In June2011,Leichtman Research Groupe | eased a report entitl ed
Telcos: Competing for Customers 20110 which
income below $30,000 are likely to disconnaatinot subscribe to cable or satellite TV
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Themean reported monthly spending on muahlinnnel video services is $73,3m
increase of 3% over 201

BDUs are keenly aware of thesk that a segment of their customers will reject any

further price increases As Time WarneCableCEO Glenn Britt recently noteat the
NCTACableShow A There is a growing unde[BRU ass of
servicesland they want it.It would serve us well to worry about that groupwould

behoove us all to have smaller packagé$he unspoken implicaton & r i tt 6 s r emar k
the possibilitthatsome consumeypriced out ofsubscription televisionmay svitch to

sub$10 monthly subscriptioto anonline videoservice
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8. THEOWORLD WAR THREECENARIO: ALL AGAINST ALL

Behind this tense standdigs thepotential for an even more explosive scenari@ura
Martin, Senior Analyst for Entertainment, Cable & Mediaratrket reseah firm
Needham refesto this scenario a®Norld War Illo:  a seltdestructive melee in which
every participant in theusbcriptionTV ecosystem launches a competing diteet
consumer online videoffering, slashing pricgin order to attract customers

The WWIII scenario would spell the end of the peaceftgéxisience of cableperators

Until now, US cable network operatdisave been respectful of each
territory. They havegenerallyrefrained frompoachingeach oth&s customers.

A®er bui |ddpiicatecable mffastructure has been minimal.

So far, theTV Everywhere offeringérom cableBDUs havefollowed suit: hese services
areavailable onlyto existingcustomerwia an authentication process

But there is no technological geographicabarrierthat would peventa cable BDU

from makingtheir Internetvideo services available to subscribers outside of their cable
footprint. On the contrary, mce hesoftware has been developédere is almost no
marginal cost to expanding the service nationwide.

T hat 6 smenwndustry®xperts speculate that it is only a matter of time before TV
Everywhere services are sold nationwideny customewith an Inernet connectian

The result would be a mad scramble for customers, with cable MSOs competing against
not onlytelco IPTV andsatellite, but also against the online video mewfrom other

cable companies, as well as a host of innovative offeringsdtartup companies and

online content aggregators.

The first strikecouldcome from a telco, not a cable network operator. The IPTV services
built by AT&T and Verizon were designed for deployment over any broadband
infrastructure.As reported inScreen Plays magazine on February 14, 2011

Aln another interview Eric Bruno, Vvice
for Verizon Telecom, acknowledged hisngpany was seriously

considering making its FIOS TV service available as a subscription service

to broadband users nationwide, regardless of who their local service
provider might be. AThat 1 s absolutely
Bruno said, affming similar comments made last year by Terry Denson,
Verizonds vice pr esmadetimgt of pr ogr ammi n

Such a ubiquitous OTFoffered version of FIOS TV would be an

extension of the capabilities Verizon has implemented in support of its
Flex View TV Everywhere service, which, in November, began delivering
on-demand premium content to devices other than the PC, starting with
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Android-based handhelds and tablé&tswh en we bui | t the tecl
platform, 0 Bruno said, fwe muitlitoniatl |syo

That national reach begins with providingterritory FIOS TV customers
access to their content wherever they

have to be broadband agnostic, and we
extend availability of F#x View to Verizon broadband customers who

dondédt have fiber connections. AAnd t he
still have a decision to make as to whether we want to make that available

to everybodyonamoreovdhiet op basi s, 0 hwundesai d. ATh

evaluation. o

But Bruno made clear that Verizon will do what it thinks makes most

sense in the increasingly competitive
through making sure we can deliver in the highest possible fidelity [over

broadband networks], thearket is going to go where the market is going

to go, 0 he said. Al think wedre alread
overthet o p . From a Verizon perspective, w

The Screen Plays article continues to note that TV Evegevbervices developed by

Ti me Warner Cable and Comcast have al so been
products that could be offered nationwide. Indeed, Comcast already offers its Xfinity2Go

video product in markets where it operates a WiMAX network erClearwire

infrastructure.

AlthoughNe ed hiaWi@is| d Wa rnarib mayseemnlikelgteday it doesnot
require a great deal of imagination to envision how swiftly the cumeedsybalance

within todayo6s willeéwseivhen thecompetdive plgysd fieldn

shifts to the Internet.

If high prices and economic distresantinue tocause increasing numbers of consumers
to turn away frontheirtraditionalBDUs, the MSOs and othé&DUs will have no choice
but to chase their former subscribergo the Internet And this will bring them into
direct competition with each other as well asrthentent providers and the new
disruptorsfrom the Internet
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9. THENEAR TERNHREAFROM DISRUPTORS

The major media companies and B2Us enjoy advantages of size and scale as well as

a vast installed base of more than 100M homes, but their transition to the Internet may be
hampered by business issues, such as the lack of interopedis#&y standard solutions

for digital rights management (DRM) and the clearance of all rights for all programs.

That delay offers an opportunity for newcomers to disrupt the marketplace.
At the June 2011 CTIA Summer Meeting, | had the opportunity takspéh several

executives who supervise the development of Internet video products for
telecommunications companies, broadcastogts and cable channels.

One telecom executive told me: AThere was a
OWebtetwodo something now. Webve ¢ket to do i
the music industryé. o

The executives at the event cited several issues that could impede their entry into the
online video marketplace:

1 The slow process of establishing anmplementing interoperable industry
standards for digital rights managemaatoss multiple devices

1 The timeconsuming process of clearing the rights to every program in the library.

1 The lack of commonly accepted audience measurement acrdssialts and
platforms for advertisingupported content.

1 Conflicting corporate gendas in legacy business dealings.

Anothertelecore x ecuti ve sai d: AConsumers are cl ear
TV and the PC and t hallymssible. eThe problemasshec | ear | y t
licensing. It takes way too long. These industries will be eroded very rapidly unless we

make the content available. o

Content owners are in no rush to migrate to a platform that has not yet demonstrated
superioreconomics and where the risks of commaoditization are higtiil the studios

are confident that their content will be secure and that the rights of all royalty and
residual participants will be honored, they will not permit distributors to plithe

entire BDU experience on digital platformsPeriodically, TV shows are pulled off of
digital platforms until licensing issues can be resolved.

Recent history suggests that the goal of preserving the traditional telexsinamicon
the Internetmay nd be feasible.
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The I nternetds i mpact on retail, advertising
industries illustrates how unlikely this outcome i§ew incumbent companies have

survivel the transition to the Internet without making drastianges to their economic

model.

The primary challenge to incumbent compamethe face of suddedisruptionis that
they are unable to adopt a new business model while thayiladependent upon the old
model to fund operations

For this reaso the author of this report believes tkia strategy of delay and
withholding content is unlikelyo produce the winning combination of content, software
and user experience.

While the incumbents bickes, generation oiewcomersinburdened byhe baggage of a
legacy business model halvegun to make progresBecause they have no vested
interest in the old order, the newcomfasl free to demolish it. In the Darwinian
struggleas an old business migrates to a new platfalisnuption is asurvival tactic:
business model disruptianight inflict fatal damage on incumbents and thereby enable
newcomers to reconfigure the industry memtirelynew waythat reinforces their
strengths

Every monthpnew companies emerge with a product desidgaedst the boundaries of
legal and technical feasibilityEachtime they are thwarted, a new company is formed to
improve upon the design of the predecessdrkis process occurred in music, in the
progression from Napster to Gnutella to BitTorrednd now something similar is
happening to television networks.

In November 2010, a startup venture calddhOnintroduced live streaming television

in high definition over broadband to computers araiad, no TV subscription

required. FilmOn did not have the consent of the television netwtarkeansmit their
signal on the InternetBy November 29the New York Sothern District Court issued a
temporary restraining ordet the request of the major broadcast networks, shutting the
FilmOn service down.

Two monthdater, & the Consumer Electronics Show in Las Vegas in January 2011,
anotherstartupcalled vi . t v i ntroduced the coenablegpt of a
consumers to access a packageadl television stations and a few cablannels using

nothingmore than a web browser and a computégain, the Iviservice wasaunched

without the consent of the TV broadcast networks whose signal was included in the

savice. And ayain, thebroadcastersued By mid February a US DistricCourt ruling

putastpt o t he I vi.tv transmission of the networ

But that did not end the race Itmerelpbegam me t he
the catandmouse process of testing the legal definition of a cable network. Each
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courtroomfight brings greaterctai t y t o t he copbledgdeivicennta AWhat i s
broadband worl d?0

According toAdweek.public interest groups, including Public Knowledge, Electronic

Frontier Foundation, Media Access Project and Open Technology Initiative, weighed in

on behalf of Ivi.tv, filing an amicus brief thatdeclafedA pr el i mi nary i njunct
ivi would not ony deprive consumers and the competitive landscape of a new entrant, but

it also would chill other potential startups and theiestors from entering the markat.

Ivi and FilmOn have vowed to return with a new configuration that will pass the legal
test

In the meantime, a new player named Bambdasiaunched aervice to distribute
broadcast TV over IPBamboonuses one tingntenna for each customer, relaying the
TV signal to the cloud where the customer can view it on any device equipped with a
Web browser.This approach, designed to comply with the precedent set by Cablevision
in a previous legal battle over remote DVRattwas settled by the Supreme Court, will

be tested in another court batieon

Yet another startup compangediva,s eeki ng toaabf vvedebviental so,
have crafted its offer to comply withe sameourtruling in the Cablevision DR case

TheMotion Picture Association of America (MPAA) has filed suithwhalf of the

movie studios to stop Zediva from renting videos online and streaming them t

consumers. Hearings are set to begin in late July 2011.

The staks are high. If onstartup venture succeeds, it could pave the way to
proliferation ofcloud-based video rental services and virtual cable netwdksh
services could then be acquired or replicdtedelcos, computer makers, internet
companies, game console manufacturers and alkafttrer companies who want to
break the logjam of negjations with content companies
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10. THE NEW VALUE BUNDLE

Thehistory ofelectronicmass medién the 20" Centuryis a story of packaging and
bundling. Bundling multiple titlesgnto a single packgeyields superior economics.
Music albums offer fatter margins thangles. Bradcast networks createdonomies
of scalethat dwarfedocal TV stations.

Andthecable TVii b u n geheeated the greatest economics of all

For fifty years, cable television operators hapéimized the bundling of conters
cable pioneer JohMalone ha®bserved, no one haserdevised a better profit
maximization strategy for content than cable TV. Teblebundle consists of a
proprietary set top bothatdecodes thencrypted videsignal sat through the network.
By owning both the network and the terminal, the network operator execoisgdete
control over the entb-end delivey of the programming.Dominating their private
infrastructure, theable operators extract a percentage of all revenue geneiigtad
this private infrastructure, includiraglvertising, TV commerce, Video On Demand fees,
andsubscription revenue from basic and premium tiers of programmidding more
channels and more services to the buhdgncreased revenudsr all ecosystem
participantdor decades

Previously he value control points in the cable ecosystem werendtweork, theset top
box, theon screen guideand theprogramming. All under the control of the cable
system operatorsDirect broadcast satellif®BS) companiegssentially replicated this
cablecentricvalue bundlebut substitutethe satellite signal and radicequency
spectrunfor the copper cable network

In thetransition to digitahetworks, each of thealue control pointérom the BDU

ecosystenis subject to evolutionary pressurg innovative technologies affigrce

competiton | t i s highly wunlikely that the fAcabl e
Internet.

1 Theproprietary set top boxhasnot evolved as swiftly as devices frohet
computer industry, and today it caasupplanted byersatile sidecar boxes
like Roku, BoxeeyYudu and Apple TV, available off the shelf for less than
$100. SmartTelevisionsalsonow connect directly to the web, bypassing the
cable boxo retrieve interactive applications and online video direcllye
most popular alternatives to the proprietary BDU set top bothaseventh
generatiorgame consokefrom Sony, Micosoft and Nintendo whicbffer
direct access to multimedia content amiinevideo services.

1 Theoutdated TVscreen guidehas been replaced by tidéebbrowser andh
variety ofinnovative video discovery apps like Fregag.com, as well as
social mediaecommendations from friends and content curators.
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1 Commodity broadband servicasailable from multiple providemnay
supplanthe proprietary video distribution network.

1 And gradually, theéelevisionprogramming is in the process of being
unbundlecandmadeavailable on a per title bafi®m a variety of outlets

The Internet is in the process of unbundling cable Ti\has shifted the value control
point away from the distributors and towards the consumédr.at 6 s ahe3$385t ak e ?
billion television ecosystem

Some punds and bloggers have descrilmdightmare scenarim whichtheunbundling
processwill drive all content to commodity pricingherebydestroyingthe economics of
filmed entertainment. But theuthor if this report believes that thistory of electronic
media suggests the oppossteenario is more plausibleverysuccessivavave of
innovation, from radio to television to cable to the VidRsatelliteto DVD, has yielded
evergreater economgeven aprogrammingiversity andconsumerchoice have
expanded.More access leads to more content and more consumption.

However, the companies that are leading the transition to digital media have redesigned
the playing fieldto their advantage Webre no | onger playing
Expertise in old media does not confer a significant advamaté new environment.

Several Internet companies are working to reconstruct the value hinatdsurrounds

video content. But thelyave redefined the value control points. The new value bundle is
shapedy technobgies expertiseand capabilities that diffeadicallyfrom those that

defined theold cable TV value bundle.

The old value bundlasdefined by cable televisiaeinforcedthe value control point
controlled by the distributor positioneght in the middle of the value chaivetween the
content and the consumer, like this
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A s nifundlingd occursthe content islisaggregated from ertd-end distribution

contrd of the proprietary network. Consumers have the option to access video via a
variety of devices, not just tlebosed set top boxVideo services are distributed across a
variety of broadband networks instead of being bound to a single closed ecdystem.
creates a void in the certof the value chain, depicted by the green circle helow
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The new value bundle defined by Internet technoladijieghe voidin the green circle

It consists of four separate competenciepladorm for content distribtion and
monetization; tools for mediereation and management; tools for communication and
contentdiscovery, and new ways toonsumecontent.

The Four Components of the New Value Bundle:

1. MONETIZATIORLATFORM
1 Infrastructure for cloud services
1 Monetizationvia:
A ecommercel onlinestorefront
A online alvertisingand behavior targeting
A subscription services
A proprietary digital currency

2. TOOLS FOR CONTENT CREATION
1 Software developgsrogram
A Toolkits and APIdor app developers
A Developerconferences and support
A Monetization path for developers
1 Media management tools
1 Content creation tools
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3. TOOLS FOR BROWSING BNECOVERY
Browser & Searcliunction
Content discovery apps
Aggregation and curation

Social media referrals
Communication tools
Recommendation engines

=4 =4 =4 -8 8 -9

4. NEW MODES GFONSUMPTION
Versatile media devices
Client side Operating System
Browser

Proprietary media players
DRM

= =4 =4 -8 9

CREATE DISCOVER

MONETIZE CONSUME

Thediagrams and lists on the following four pages provide perspectiiewreach of
the leading Intrenet companies approaches the challenge of assembling a new value
bundle.
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The power of Mac OS X. The magic of iPad. \N
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1. APPLEMONETIZATION PLATFORM
IAd advertising platform.

iTunes Store

App Store

Game Center

iCloud service architecture / MdeiMe

2. APPLHOOLS FOR CONTENT CREATION

Professional developer program

Professional media tools: Final Cut Pro, Aperture
Consumer media tools: iPhoto, iMovie, GarageBand, iWeb

3.APPLE TOOLS FOR BROWSIN@MIDVERY
Browser: Safari

Social discovery Ping

Social media: partnership with Twitter

Messaging and communcations: FaceTime, MMS, Mall

4.1 t t [ FE®{MODES GFONSUMPTION

Operating systems: OSX and iOS

Versatile devices: desktop and laptop computers, iPad, iPod, iPhone, and Apple TV
QuickTime video player
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1.Dh h D[ MOQETIZATION PLATFORM

DoubleClick advertising platform.

InviteMedia Buyer Side platform; AdMeld Supply Side platform
Android Market

2.Dh h D[TOQLS FOR CONTENT CREATION
Professionatleveloper program
Consumer media tools: Google Apps, Picasa

3.DhhD[9Q{ ¢hh[{ ChDMSCOWERY { LbD ! b5
Browser: Chrome

Social discovery: Google Reader

Social media: Google+

Messaging and communcations: Gmail

4DhhD[ 9Q{ b9 2COA3UNMBTIONh C

Operding systems: Android and Chrome OS

Versatile devices: Android powered Smart Phones and Tablets, ChromeBook
Google TV interactive TV platformi Sage TV acquisition
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Y You like this.i

Find us on = tke

Facebook @

RockMelt

() Facebook Places
\V/ Who. What When. And now where.
®

@ FACEBOOK

1. FACEBOOKSVNONETIZATION PLATFORM
Displayadvertising (via Microsoft partnership)
Social Advertising

Facebook points (virtual currency)

2. FACEBOQKYTOOLS FOR CONTENT CREATION
Professional developer program
Consumer media toolgphotos

3.FACEBOQGK{ ¢hh[{ Chw DI®GOVERYbD ! b5
Browser:partnership with RockMelt

Social discovery:Facebook News Feed, Facebook Like button
Social media Facebook friends

Messaging and communcationsacebook messages

4.C! [ 9. hNEW MODES GFONSUMPTION
Operating systemsnone

Versatile devicesnone

Music on Facebook (not yet announced)

Video rentals (trial)
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amaz®n
=7 instant video

amazon
webservices”

dMdZoNn.com

amazonkindle
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amazon
o L s webservices™

1. a! %h RAONETIZATION PLATFORM
Amazon Store

Amazon Prime (free shipping club)
Amazon App store

Infrastructure: Amazon web services.
AmazonAssociates féiliate program

2. AMAZON2 TOOLS FOR CONTENT CREATION
Professional developer program for Amazon Web Services
Amazon S3 for storage

3.AMAZOND{ ¢hh[{ Chw DISCOVERYbD ! b5
Browser: none

Social discovery: Amazon Lists, Author Pages

Social media: Amazon comunity discussions, groups

4.' a! Y»h NEW{MODES GFONSUMPTION
Operating systems: none
Versatile devices: Amazon Kindle / TouchBoquisition
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The precedingliagrams offer aimplified way to illustrate the core competencies of the
future of media distribution.

It is clear that some companies, like Facebook and Amazon, argestiorcertairareas

and are wealn others. But new alliances and capabilities are announced,daily

these reshape the balanc&or example, Google waseviouslyconsidered weak in

social networking but on June 28, 20lHLNcheda newinitiative called Google Plus

which is intended to shore up the deficit in social media discovery and recommendation.
Likewise, Facebook lacked deep expertise in flmed entertainment, but in June 2011
announced that Reed Hastings, the CEO of Netflix, would join the board of directors.

What matters most is that &ur of hese companieme alike in some important ways
Theydiffer from traditional media distribution entities because they do not own or
control physical network infrastructure; they are global in size and scope; they tend to
operate opeapplication developmemrnvironments or platforms with open ARds
developers; and they do not depend upontentastheir primary revenue driver. Indeed

in the case of Google and Amazon Instant Video, the video content is generally free
because these companies monetize elsewhere.

This represents a radical departue from the value bundle of the past. This is a

highly volatile space in the midst of a major transition, so some of these examples may be
in flux. In time, different capabilities may emerge as more important than others, and
new services may be introdzeot

One thing that makes the new value bundle different from the old bundle is that it is
dynamic and evechanging, unlike the static nature of the governrsanictioned cable
television monopolies.All four companies have emerged as innovation platforms,
ceaselessly innovating asdmpeting to introduce new capabilities and new features.
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11. HARDWAREWHAT COMES NEXT AFTER THE PV SET

Glenn Britt, CEO of Time Warner Cablecentysad, A There i s no such t
television anymore. There is just a display

Brittds simple statement masks a profoundly
picture studios and BDUs: their product no longer exisisi@a sheltered exsystem.

In the new digital ecosystem, video content must compete for consumer attention against
games, music, streaming radio, email, instant messaging, chat, social networking, news

feeds, articles, photpdating site@nd consumer generated medialbkorts.

Traditional TV programslid not evolveto exist in a multimedia environmenrtut instead
were designed to compete solalighin the context of a television channdlhe
cacophony of the new media markell present a new challenge to telgion producers
as their brands must compete in a more cluttered agaiast a broad range of
multimedia entertainment optiomsthout the marketingowerand visibility provided by
a channel.

Content designed for the digital future must be designedoizssumption across multiple
platforms. The following list includes some examples of the versatile display devices of
the new ecosystem.

Connected TVs and SmartlevisionSets

The concempdrtofTYdhei fiSsi mpl e: t htelevisienmbi nat i o
But the execution of this concept has a long and complex histithymixed results,

beginning with Amiga computers in the 19808hefi | nt e r n eancemwas T V 0

pioneered in théate 1990s withait great commercial success.whs reintroduced by

manufacturers in the late 2000s as a response to the surge in online video consumption on
nonTV devices.

Several leading TV manufacturers have introduced a version of Smart TV. One approach
is to embed the computer inside thewsion set. The other approach is to add a small
sidecar or set top box with the computer power and network connection, turning the TV
set into a display monitor.

The biggestiuestion about Smart TVs pertainccomsumer adoption: will consumers
choseto interact with the Internet from a cougsing a wireless keyboard or mouse?

Smart TV systems include special remote controls and keyboards, as well as specialized
Graphical User Interfaces designed for a user seated approximately ten feet from the
television screen.

Below is a representative sample of some of the television sets with integrated computing
power:
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Yahoo Connected Tig currently on an installed base of 8 million $&ts Yahoo TV

widgets are available on televisions made by Sony, Vizio, Samsung and LG. Yahoo

expectgo ship on 16 millionrVv setsthis year. Yahoo is promoting a concept called

fiBroadcast Interactivity t hat will synchronize data over |l
programmer to add enhancements to shows and allowing advertisers to push out detailed
information about products and a call to action for audiences.

Google TYa software platform for interactive television based on the Android operating
system was cedeveloped by Google, Intel, Sony and Logitech.runs the Linux

ver sion of Googl 8ebesal dévicenanufacturbrs, mcaludiregiSony,
Toshiba, Vizio demonstrated devices running Google TV at the Consumer Electronics
Show in Las Vegas, Nevada in January 20&bogle has indicated that Android Apps

for Google TV will be available for download from the Andrdarketplace as early as
Summer 2011.

Other Smart TV devicesSeverabonsumeelectronics companies haweroducedheir
own versions of smart TVThese manufacturers include Samsung, LG Electronics, and
Philips.

Set Top Boxes frorBDUs

Compared to the computer industry and the consumer electronics manufaBtiDtéss,
have been slow to deploy innovative equipment in the hifost of helegacyTV set

top boxegrovided by satellite and cable comparaesnot optimized for the Internet:
many of them lack internet connections, have closed architeciwerak,microprocessors
and do not support applications developed by third party developers. [&hasgset

top boxes are a source of consumer complaint: consumers find them cumbersome
beausethey take up too much room, thase not as versatile as compdbased devices
and theywaste a remarkable amount of eneirggomparison to other electric devices in
the home. Theélew York Times reportthat one high definition set top box witin
integrateddigital video recorder uses more energy than-autiic-foot refrigerator. By
oneestimatethe energy consumed byh e n 460N setrtop bxes exceeds the entire
power consumption of the State of Marylan@iwo thirds of this energy is wasted
because the device runs at full power when no one is at henegyefficient
alternatives exishut BDUs have not installed them.

These legacy set top boxesw face competition frona variety ofversatile digital
devices:

Game Consoles

The currentseventhgeneratiorvideogame consoles aleghly versatile computing
platforms capable of displayy a wide range of multimedia entertainment, including
IPTV and streaming videas well as rich 3D graphicsGame consoles have emerged as
the most popular devices for viewing online video services such as Netflix.
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Microsoft Xbox 360offers playback of Windows Media (including high

definition 1080pvideo) as well as video encoded in the MPEG2, MPEGR

and H.264 formatsThe Xbox Live Marketplace offers high definition video

rental of movies and TV shows for download to the Xboxi8&nal hard drive.

In 2008, the Xbox was the first game console to include support for Netflix. But
Mi c r o dratdgy appearsto be industrgutral, working wittboth theonline
videodistributorsandthe traditional BDUs Microsoft has partnecewith several
IPTV providers, including BT in the United Kingdom, Telus in Canada and
AT&T UVerse in the US, to make their video services available on the Xbox 360
in their respective markets.According to market research from Sandvine, the
Xbox is thesecondmost popular viewing platform for Netflix, after the Sony
Playstation 3In June 2011, Microsoft announced that live television would be
made available on the Xbox 360, lmnly to those households who are already
subscribers t8DU services from cable or satellie other words, instead of

using the Internet to disrupt tBOUs y s t e m, Mi crosoftds Xbox 2
into the existingBDU ecosystem as a substitute for a traditional set top box.

More than 55 million units of Xbox 360 have been sold worldwide, with more
than 25 million sold in the United States.

Sony Playstatior3 (PS3)supportshigh definition 1080video playbackrom its

internal hard drive and its integrated BRayDisc player (for games, BiIRay

Discs, DVDs, CDs and other optical media), as well as streaming viden.

Sony Playstation Store offers high definition video rentals of movies, TWssho
trailers for downl o a3duppoots stefeascopicSB6s HDD.
gaming and movie playbackletflix has been compatible with the Sony

Playstation 3 since 2009, and according to Sandvine, the Playstation now

accounts for 30% of all viewing dfetflix, by far the most popular platform for
viewing the video service. The Pl ayStat
video rental servicand MLB.tv. In Europe, the UK and Australia/NZ the

Playstation supports a variety of regionalinevideo servies. As of March 29,

2011, more tharb0 million Playstatiorunitswere in usavorldwide, with more

than 15 million sold in the United States.

Nintendo Wiiis the best selling seventh generation game console in the world.
Wii does not support DVD or BRay optical discs but it supports Netflix and
other online video services. More than 86 million units have shipped worldwide
since the Wii was introduced in 20G#d more than 35 million have been sold in
the United States.
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Other Set Top Boxes

During the past fivgrears, US consumers have enjoyed the benefits of tremendous
innovation in set top boxdeom independent companies seekingtovide an alternative
to theBDU set top box

Today, consumers can purchase versatile devices that pdenge of media, including
instantaccess to internet video serviceSuch devices are smatlthan traditionaBDU
set top boxegsome are jusilightly larger than a hockey puck)lent, and energy
efficient. Recenimprovemens in set up and easé use have madbese deices easy
and quick to install by consumers at home.

A natural alliance has emerged betweendis&ibutorsof online video and the makers of
new set top boxes, beginning with the Roku device which was originally planned
internallyby Netflix butwas laterspun out as a standalone venture.

Netflix is preinstalled on severauchdevices including the following: Boxee,
Logitech Revue Buddy Box, Popbox, Rokurb TV, as well as hard drive media players
from Seagate and Western Digitalincreasingly, Hulu, YouTube and Amazon Watch
Instantly are also embedded on such devices.

Home Theater PC

HTPC is a convergence device that brifigspower computeto the téevision. Unlike

a typical computer (which is usually connected to an LCD display or a CRT display) the
HTPC is optimized for connection to a television via HDMI, DVI, component video or
composite video output. The user interface is designed for interdiam ten feet away

via remote control. HTPC can run Media Center software for the display of recorded,
stored and streaming videdl'here are many versions of HTPCs available today,
including Apple OSX devices (like the Mac Mini) and Microsoft Windows Media PC, as
well as GNU/ Linux devices running a variety of Linux based software.

XBMC

An open source initiatve called XBMC (previc | v A Xbox Media Center o)
introduced by the XBMC Foundation in 2010. Originally developed as a media center
application for Microsoftdéds Xbox, it has now
0OSX, and Microsoft Windows. XBMC requiras3D-capable gaphic processor, a

significantlygreater processing requirement than the embedded systégtevisions.

The source code from XBMC has been used by other device makers (such as Boxee and

9x9 Player) for the graphical user interface and media player.
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DVWD and BluRay players

As consumers shift away from fixed media players towards devices that are opfionized

streaming video, severalanufacturersf Blu-Ray Disc playerfiave introduced

Ai nt ernet rleasdrpridingdwest manwdasturers leadfound thapromoting

a device as fANetflix readyo actually spurs s

Netflix is preinstalled on some or all of the BRay Disc players from the following
manufaturers: Insignia, LG Electronics, Panasonic, Philips, Sharp, Samsung, Sony, and
Vizio.

Tablets and Smart Phones

Streaming video services like Netflix and Hulu are also available for mobile devices such
as Apple iPhone and smart phones running the Addnpérating system from Google, as
well as tablet computers such as the Apple iPad.
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