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Executive Summary

The Canadian Association of Broadcasters asked Wall Communications to undertake an analysis of the economic impacts of migrating analog specialty services to a fully digital environment as well as transitioning all pay and specialty services from a standard definition to high definition (HD) environment.  The objective of the analysis is to examine the expected impacts of these two factors on average Canadian pay and specialty service revenues and costs, as well as the Canadian pay and specialty services industry as a whole.  

First, we calculated “average” revenue, cost and earnings levels individually for analog specialty, category 1 & 2 digital specialty and pay/PPV programming services based on the most recently available actual financial and statistical data.  Average pay and specialty service revenues and costs are used as a “base case” for the economic impact analysis, reflecting the impact of the current regulatory framework on the finances of specialty and pay services.  

Second, we developed alternative “post-transition” estimates of average revenue and cost impacts associated with the migration to a fully digital distribution, HD environment.  These alternative revenue and cost estimates are used to measure the economic impacts associated with the post-transition regulatory framework relative to the current framework or base case.  Under this approach, the impacts of digital migration and HD conversion are estimated in a purely “static” fashion  –  i.e., reflecting the differences between post-transition and base case revenues, costs and earnings for specialty and pay services.  Transitional considerations and impacts are excluded to avoid unnecessarily complicating the analysis.

The first component of the economic impact modeling involves the migration of all existing analog pay and specialty services to a fully digital distribution environment.  Once this migration process is complete, all broadcast distribution undertaking service subscribers (whether cable, DTH, MDS or DSL) would receive programming services in fully digital format.  

To model the effects of digital migration we take into account, among other things, the following factors:

i) expected reductions in average subscriber levels for analog specialty services among cable subscribers;

ii) expected offsetting changes to average subscriber levels for category 1 & 2 digital specialty service among the same cable subscriber base;

iii) budget constraints for programming service subscribers;

iv) potential changes in wholesale or advertising rates; and

v) potential impacts on pay and specialty service operating expenses (specifically Canadian programming expenditure levels).

The second component of the economic impact modeling involves estimating the likely incremental costs of converting pay and specialty services to HD format.  For this purpose, we conducted a number of interviews with senior executives in the Canadian pay and specialty industry in order to collect estimates of the likely incremental capital costs, and incremental technical and programming operating expenses, resulting from the conversion from standard definition to HD programming format for an average pay and specialty service.  Based on the input received through this interview process, we developed two sets of incremental cost impacts that we expect “base-case” pay or specialty services to incur, on average, as they convert to HD programming formats.  

The first set (Scenario 1) is based on more optimistic estimates of likely capital cost requirements and incremental programming costs, including the lowest possible satellite distribution cost estimates currently available (i.e., using MPEG4 transmission rates).  The second set (Scenario 2) is based on more conservative (i.e., higher) incremental capital requirements and programming costs, together with the satellite distribution costs based on a mix of compression technologies (i.e., MPEG2 and MPEG4).  Based on these two scenarios, we estimate that HD-related capital costs would likely range between $2 and $4 million, while technical operating costs would be expected to increase by $1.2 to $2.25 million annually, and incremental programming costs would increase by 5% to 15% annually, relative to the base case.

In summary, our analysis reveals that the combined impact of digital migration and the transition to high definition results in a significant decline in revenues for analog services.  While these losses are expected to be offset in part by gains made by category 1 & 2 digital services, substantial increases in operating costs for all pay and specialty services, due to the conversion to HD, are expected to reduce if not eliminate industry earnings altogether.  
More specifically, we estimate that the specialty and pay sector will see an annual $80 million net reduction in revenues.  At the same time, total annual operating expenses for the sector is estimated to increase by $193 million to $429 million under Scenarios 1 and 2, respectively.  Consequently, industry earnings are estimated to decline sharply  –   i.e., industry pre-tax profits decline from 18% in the base case to 1% under Scenario 1 and to ‑14% under Scenario 2.

While the study does not attempt to model all of the possible reactions that services may undertake in response to this financial pressure, we note that while technical and distribution costs tend to be largely fixed under the scenarios modeled, overall programming spending is variable.  Therefore, not only would absolute programming spending commitments fall by up to $83 million annually in the case of analog specialty services (as they are calculated as a percentage of revenue), but in some cases, services may be forced to seek reductions in their percentage commitments in order to restore acceptable levels of profitability.  

Moreover, it also appears that some pay and specialty services would simply not have the financial resources to convert to HD format.  This is particularly evident in the case of category 1 & 2 digital specialty services, many of which have yet to break even since their launch three years ago.  The same may also be true in the case of some analog specialty services.  We also consider, therefore, an alternative scenario where some services (i.e., all category 1 & 2 digital specialty services for simplicity) are assumed not to upgrade to HD format.  Even under this scenario, however, the negative impact on industry earnings as a result of digital migration and HD conversion is significant, leaving the industry in a loss position.

Lastly, it should be noted that potential costs for set-top boxes have not been included in the analysis.  Including potential set-top box costs (e.g., for cable customers migrating to a digital environment or for HD programming services more generally) would have the effect of reducing, on average, subscribers’ expenditures on programming services.  If this were the case, the revenue impacts in our analysis would be understated as would be the declines in industry earnings.







