Confederation of Indian Industry

INDIa

The Big

Picture




Foreword

The Indian entertainment industry is on the threshold of emerging as a large
market globally. Future growth of the industry is expected to be led by rising
spends on entertainment by a growing Indian middle class, regulatory initiatives,
increased corporate investments and the industry's dynamic initiatives to make
strategic structural corrections to grow. In addition to the Indian middle class’
enhanced spends projected towards entertainment, the rising global interest in
Indian content is expected to fuel growth in this industry.

With this focus, Confederation of Indian Industry (Cll) requested KPMG to initiate
this study on the key sectors: films, television, music and radio, highlighting its
potential and key trends to be expected with sharing insights on developments,
impact and opportunities.

The report, an initiative under ClI's “India —The Big Picture” focus is an effort to
present a critical analysis of the sectoral constraints faced by the industry that are
impediments to its growth, the need for concerted action and hence achieve its
true potential. One of the key imperatives that can realise this potential, as
pointed out in this report, is the need for focus and effective collaboration
between the key stakeholders.

The analyses presented in the report have been arrived at through a combination
of KPMG's in-house knowledge base of the Indian Entertainment Industry and
extensive discussions with key members of the CIl Entertainment Committee
and other industry experts. Cll takes this opportunity to thank Rajesh Jain and his
team from KPMG, industry members and the Cll Entertainment Committee
members, for making this endeavour possible and sharing the long-term vision for
the industry.

Subhash Ghai
Chairman
Cll National Entertainment Committee




Message from the CII President

The Confederation of Indian Industry (Cll) is taking a lead in the growth and
development of India's entertainment industry. Cll under the guidance of

Mr Subhash Ghai, Chairman of the Entertainment Committee and Mr Bobby Bedi,
Co-Chairman, is driving several initiatives under the umbrella of “India —-The Big
Picture” - a mother brand - created especially for organising events and seminars
to increase visibility of the Indian entertainment industry in the global
marketplace. Over the past few years, Cll has organised major events,
EnterMedia 2002, CineMint 2003, India Pavilion at Cannes Film Festival 2003 and
2004, Film Bazaar at the International Film Festival of India 2002, 2003 and 2004,
in addition to various delegations to film markets and festivals, workshops, and
interaction with Central and State governments on policy.

The spend on entertainment in India is significantly lower than most advanced
countries, yet the growing middle class exhibits a greater propensity to spend on
entertainment, when we consider the entertainment spend as a percentage of
per capita spend. As the Indian economy grows, the rest of the population is
moving towards a higher standard of living. It is this growing consuming class
with the propensity to spend that will drive the growth of the Indian
entertainment industry.

The entertainment industry in India has the potential to be the next "sunrise’
industry and is undergoing significant changes. Increasingly, the Indian
entertainment industry is being influenced by international trends and
developments. The industry is steadily moving towards corporatisation and
globalised markets.

With this background ClI, in partnership with KPMG, has brought out a report:
“Indian entertainment industry - Focus 2010: Dreams to reality”, providing
In-depth analysis of its key constituent segments television, films, radio and
music. The report is aimed to assist industry to get an analytical understanding of
the entertainment sector.

Cll is committed to facilitate the Indian entertainment industry to achieve new
levels of success.

Sunil Kant Munjal
President
Confederation of Indian Industry




An action plan for the Indian
entertainment industry

India ranks among the top five economies of the world in terms of purchasing
power parity, while its GDP ranks eleventh in absolute terms. Combined with the
fact that India has the second largest population in the world with over a billion
people, this makes India one of the most exciting marketplaces for any consumer
products or services industry.

Given the average Indian's cultural affinity for entertainment, the Indian
entertainment industry's growing contribution to the economy cannot be
understated.

KPMG and CII have come together to create this vision document on the sector
which aims to provide a critical evaluation of the Indian entertainment industry,
with in-depth analysis of its constituent segments - television, films, radio and
music.

The report evaluates whether the industry's potential can become a reality if the
various participants, including content providers, distributors, infrastructure and
technology providers, investors and the Indian government, work together with a
shared vision to address the issues and constraints faced. In this context, the
report articulates the KPMG-CII 10/10 Charter. The charter aims to form the
strategic blueprint for the industry and the government to undertake concerted
action that will result in strong growth based on stable fundamentals.

We trust that this report will be useful to all the stakeholders as well as to those
tracking the Indian entertainment industry.

lan Gomes
Country Managing Director
KPMG, India
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Executive summary

Let the fun begin

Over the last few years, there have been discussions on the Indian entertainment
industry being on the verge of take-off, powered by new delivery platforms and
technological breakthroughs, increasing content variety and favourable regulatory
initiatives. This is expected to transform the entertainment landscape, with more
players entering and traditional players being forced to adapt or perish. One can
already witness changes that have the potential to alter the industry structure.

New delivery platforms and technological breakthroughs: Increasing penetration
of new delivery platforms is one of the key drivers of the media and
entertainment industry today, that has the potential to change the way people
receive content. These platforms, resulting from fundamental technological
breakthroughs, are likely to see most of the action in next few years. For example,
the spread of inexpensive and stable storage media will also enable people to
store content and view it at their convenience. Some other examples are:

e Introduction of DTH and IP-TV

Digital distribution of films

Immersive content media like IMAX theatres

Coming of age of Satellite Radio and FM Radio

Emergence of new technologies like podcasting, etc

Together, these are expected to change the viewing habits of people.

Increasing content variety: New forms of content will emerge to cater to select
viewers, as the industry evolves. Content like community radio and local
television, that were unviable earlier, will also emerge stronger through new
delivery formats. Moreover, content innovation will be necessary to sustain the
interest of the increasingly jaded urban population. A few instances of rising
content diversity are:

e Newer programming categories like reality television,

Crossover content in music and films,

Niche programming on radio like sports and comedy,

Newer genres like lifestyle television, religion channels, etc.

Regulatory initiatives: The regulatory framework for media is still evolving. Looking
at the policies announced by TRAI, it seems that a liberal framework is likely to be
developed in order to allow the industry to flourish. Alongside regulating
broadcasting and distribution, it will be important to create stronger protection
mechanisms for copyrights and royalties. If intellectual property is protected to a
fair extent, the industry could capture far greater value, giving its growth rate a
significant boost.




A few examples of such regulatory actions are:

e Animplementable regulatory framework for introducing addressability of
cable television
Policy framework for DTH, satellite radio and community radio
Migration to a revenue sharing regime in FM radio

e Superior copyright protection for films, music and home video, etc

The past and the future

The entertainment industry is thriving on the current economic upswing and is
currently estimated at INR 222 billion. Due to its sheer size, television has been
the main driver for the industry's growth, contributing 62 percent of the overall
industry's growth. Films contributed another 27 percent, while other segments
like music, radio, live entertainment and interactive gaming constitute the balance
11 percent.

Growth of the entertainment industry (INR hillion)

T T —
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Source: KPMG Research

Propelled by innovation across its value chain and a series of enabling regulatory
actions, the entertainment industry is expected to grow annually at almost 18
percent to reach around INR 588 hillion by 2010. However, even with such growth,
it could be just scratching the surface of the Indian market's true potential.
Reaching this targeted growth rate will not be easy for the sector. Television
sector has witnessed a significant bit of transparency, process orientation and
discipline, except for the last-mile which is completely fragmented. The film
sector, on the other hand, still remains relatively opaque and persona-driven. Over
the past few years, the film industry has made some progress in getting
institutional and corporatised funding. However, the progress on this front has not
been as dramatic as had been expected when the institutional funding norms for
films were relaxed a few years ago. Even though different sources unanimously
agree that the entertainment industry is a sunrise sector, it has seen no major
fund-raising efforts, apart from television content and broadcasting where the
impact of professionalism and organised financing is evident.

Focus 2010 : Dreams to reality




The industry is ready to
enter a second stage of
growth, powered by
technology and an enabling
regulatory environment
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The industry growth drivers

Over the past decade, India has been the second fastest growing economy in the
world. In 2004, it grew by 8.2 percent, breaching the psychological 8 percent
barrier for the first time. In terms of purchasing power parity, it is already the
fourth largest economy in the world. Most major global companies are of the
opinion that it will become a key market in the years to come.

As the Indian economy continues growing, the Indian middle class will also
expand significantly. Compared to other nations, the 300 million strong Indian
middle class allocates a higher percentage of its monthly expenditure on
entertainment. The increasing consumerism of middle-class India is seen from the
sharp growth in the sales for various products like automobiles, colour television
sets and mobile phones and the burgeoning increase in credit cards and personal
loans. There is an increase in the direct consumer spends on entertainment and
advertising revenues have also been on the rise.

With the average Indian getting younger, and hence more likely to spend on non-
essentials, the entertainment industry has the potential to grow explosively in the
future.

Digital platforms will drive the next wave of growth
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Spending power and awareness

The forthcoming metamorphosis

The entertainment industry is now at an inflection point. The earlier phase of
growth has run its course. Now the industry is ready to enter a second stage of
growth powered by the twin engines of technology (availability of quality
infrastructure and the accelerated penetration of digital connectivity) and an
enabling regulatory environment.




A panoramic view
The coming of age of the The coming of age of the television sector has been the primary driver of the
television sector has been growth that the entertainment industry has seen over the last decade. The
private sector enterprise seen across the television value chain in the nineties
the primary driver of the drove the sector to newer heights. It is now the most important component of
growth of the entertainment the entertainment industry, contributing over 60 percent of its revenues. It is
expected to continue powering the industry in the digital era, through various

mdustry innovations like DTH, interactive television, etc.

Though in revenue terms, films contribute just 27 percent of the entertainment
industry, its visibility and impact is much more than this figure suggests. It is also
a major driver for other sectors like music, live entertainment and television. It
was accorded the status of an industry in 2000. Since then, some progress has
been made in developing transparency and professionalism in this sector.

Music, radio and other emerging segments like animation, interactive gaming and
live entertainment together account for remaining 12-13 percent of entertainment
revenue.

Segment-wise composition of the entertainment industry (INR billion)
Segment-wise break-down 2003 2004 2005E 2006E 2007E 2008E 2009E 2010E
Television 122 139 164 189 228 266 325 371
Film 52 59 69 83 99 114 129 143
Music 10 10 10 11 11 11 12 13
Radio 2 2 & 4 5 6 7 8
Others (live entertainment, interactive games, etc.) 9 11 16 23 30 39 48 60
Gross unadjusted revenues 195 222 261 309 373 436 521 595
Less: overlap (sale of film broadcast and music rights) netted off 6 7 8 11 i3 16 18
Add: overseas' distributor's margin from sale of Indian films 8 8 8 7 8 9 10 11
Entertainment revenues at retail value 196 222 262 309 371 432 515 588

Note: The summation of the figures may not match due to rounding off
Source: KPMG Research

Piracy and revenue losses at the last-mile are the bane of the entertainment
industry. They prevent the rightful owners of the content from realising its full
value. All sectors of the industry, except radio, suffer from these twin
predicaments in some way or the other. Currently, such losses are estimated at
INR 4.3 billion, which amounts to over 40 percent of the industry's total revenues.
While such losses are expected to continue for another two to three years, a
reversal is expected eventually as a result of a combination of a technology push
(with a wide repertoire of film and music becoming available through a variety of
legitimate and convenient platforms and options) and a demand pull (with
increased internet penetration and the advent of broadband).

4
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Television

With total revenues of INR 139 billion, television is the goliath of the
entertainment industry. It is now ready to advance to the next stage of its
evolution, grasping the opportunities presented by the digital age, which will
completely change the home entertainment landscape. In the process, it is
expected to continue its rapid growth and reach INR 371 billion by 2010. Some of
the transformational changes are:

Additional distribution platforms: The last-mile of television distribution will
see a lot of action in the near future due to entry of new Direct to Home
(DTH) broadcasters, Internet Protocol based Television (IP-TV), broadcasting
services using Digital Subscriber Line (DSL) technologies, etc. They will also
give broadcasters direct access to consumers by enabling them with the
ability to provide customised value-added services, such as video on
demand.

Presently the distribution of subscription revenues is heavily skewed towards
the cable operator because of lack of transparency in the declaration of
subscribers by the Local Cable Operator to the pay television broadcaster.
The introduction of these new platforms and the consequent addressability
will facilitate a more equitable distribution of revenues.

e More entrants in niche genres offering additional content variety to the
viewer: Niche genres have significantly strengthened their value proposition
and more entrants are expected in spaces like animation, business and
lifestyle, among others.

e Conducive and liberalising regulatory intervention: A beginning has already
been made through an amendment of the Telecom Regulatory Authority of
India Act. This is expected to deliver addressability in the currently
fragmented distribution market, thereby increasing broadcaster's shares of
revenue and encouraging greater participation.

Films

Though films contribute just 27 percent to the entertainment revenues, they form
the heart of this industry. Indian films, especially the mainstream Hindi film
industry (Bollywood) dominate segments like music and live entertainment as
well as television, where popular films and film-based programmes attract the
highest viewership.

Compared to television, this sector is rather unorganised and individualistic, with
a low level of discipline and process orientation. This, along with the fact that it
was not recognised as an industry as late as 2000, restricted its access to




The future growth of music
industry will come from
non-phyical formats like
digital downloads, royalty
income and ringtones

institutional funding and forced it to rely on other sources that charged usurious
rates of interest.

In the recent years, though there has been a distinct shift in the mindset and the
willingness to tap institutional debt and equity funds. Some of India's largest
corporate houses have entered this sector and large international studios are
reportedly evaluating the Indian opportunity. However, the lack of transparency
and discipline is preventing them from fully tapping this opportunity.

The film industry is at a cusp in its evolutionary path. If conventional players are
able to implement the changes needed to unlock its growth potential, the second
phase of corporate and institutional growth could see the industry grow at around
16 percent annually to reach INR 143 billion in six years.

Music

The Indian music sector is quite unique compared to other global markets. Songs
from new Hindi films comprise 40 percent of the total industry revenue and the
box office popularity of the film typically drives sales.

In India, growing piracy and free downloads have reduced music buying.
Consequently, the industry has shrunk to around INR 10 billion from around INR
13.5 billion, three years ago. The silver lining is that though music buying from
legitimate sources might have reduced, the delivery of music through new
formats, like FM radio, internet and mobile phones has actually increased interest
in music.

The future growth is likely to come from non-physical formats like digital
downloads, royalty income, ringtones, etc. The rollout of additional distribution
platforms like DTH, digital cable and IP-TV with the growing popularity of large
format retail stores will create many more channels selling music. Based on the
current trends, the industry is expected to grow only moderately to INR 13 billion
in 2010. With the right technology and regulatory push to curb piracy, it has the
potential of achieving a double digit growth.

Radio

Though radio reaches out to 99 percent of India's population and is considered to
be the most cost-effective mass medium, it was only recently that private
participants were allowed to enter ths space with a view to unlocking the latent
commercial potential. With private FM radio channels rolling out in several cities,
the long stagnant advertisement revenues from radio have doubled in two years.
Compared with other nations, radio currently has a very small share of the total
advertising pie in India. This is indicative of the promise it holds if the current and
proposed licensees are allowed to migrate from the current stifling and unviable
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licence fee structure to a revenue sharing regime, and if foreign direct investment
is allowed.

Share of radio in the total advertising pie (In percentage)
Country | Share of radio in advertising
India 2
Sri Lanka 21
USA 13
Spain 9
World 8

Source: KPMG Research

Going forward, enabling regulation that allows radio to develop in its fledgling
years and technology-driven policy initiatives like introduction of satellite radio can
help it grow exponentially. Additionally, with the introduction of new genres in
programming with tailored content, the number of listeners are likely to increase;
and radio could provide an efficient mechanism to reach out to niche consumer
segments.

Emerging opportunities in the entertainment space

Apart from the second wave of growth that various sectors of Indian
entertainment industry are set to witness, there are emerging opportunities
spanning across genres and markets. Some of the more interesting areas to look
out for are:

Animation: India's large pool of software talent has made it an appropriate
resource base to develop animation and graphics-heavy content. Many
international organisations outsource their animation requirements to leading
Indian software players. As the industry grows and establishes its quality
credentials, India will emerge as a serious animation hub.

Outsourced production facilities: With the relentless rise in Hollywood film
budgets, the pressure on cost control is also increasing. India can tap this
opportunity by offering Hollywood an overall low cost structure combined with
high-quality technical talent and production facilities. However, significant
investment in infrastructure and equipment are required to be made before this
becomes a reality.

Organised home video: The Indian market for home video entertainment - VHS

tape, VCD or DVD, is largely unorganised with mainly local outlets. A demand for
quality and convenience remains to be exploited by large organised retail players,
who could leverage economies of scale in content procurement and distribution.

i




Leisure entertainment like theme parks: Till date, outdoor entertainment in India
has seen limited action with few significant investments. This is changing as
leading international players are exploring the Indian opportunity. The challenge
here will be providing a cost-effective and profitable value proposition to the
Indian consumer.

Live entertainment: The live entertainment industry in India is largely unorganised
with few players having the requisite critical mass. The gradual reduction of
entertainment tax across states will make the sector more attractive, drawing in
large corporates and multinationals. This is likely to result in increased marketing
investments and creation of world-class infrastructure like convention centres.
Going forward, there could be collaboration with other constituents of the
entertainment industry, like films, television and music.

Reaching for the heights - A need for action

The Indian entertainment industry has matured significantly in the past decade to
A number of factors evolve into a truly multimedia industry. Its fundamentals indicate strong growth in
the future. However a number of factors continue to hold the industry back and
significant efforts still need to be undertaken. Based on a thorough understanding
industry back and of the industry, the interaction between its drivers and discussions with various
significant efforts still stakeholders, this report articulates a "Charter for Change' by all the stakeholders
that can help the industry to move into overdrive.

continue to hold the

need to be undertaken

As the stakeholders are responsible for championing growth, the report classifies
these initiatives for action by two main categories of stakeholders:

e The industry players and

e The Indian government

The importance of this stakeholder classification is two-fold:

e It allocates the responsibility for championing the cause and implementing
the change explicitly with a particular set of stakeholders, leaving no
ambiguity for responsibility for change

e It makes it extremely clear that the industry itself will need to wake up to the
realities of a changing and dynamic environment

The industry initiatives can be grouped under two major heads:
e Improving operational effectiveness
- Raising organisational efficiency through tightly-run projects
- Improving consumer connect
- Developing transparency and process-orientation
e Maximising revenue earnings
- Building alternative revenue streams
- Developing new markets through aggressive promotions
- Leveraging technology

8
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The realisation of
opportunities would depend
on the aggressiveness of
the industry players and
sagacity of policy makers
and regulators
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The evolutionary process followed by different segments of the industry defines
the need, nature and rationale for such changes. Consequently, the nature and
scale of the issues that they face presently differ, since the stage and pace of
evolution and the willingness to evolve vary widely between segments. The
nature of interventions required, therefore, range from correctional measures and
market development in the case of certain segments to yield improvement and
institutionalisation in the case of others.

The government initiatives can also be classified into two categories:
e Assisting structural correction of the industry
- Evolving a framework to regulate cross media / value chain holdings
- Rationalising last-mile licensing
- Providing a level playing field for competing value chains.
e Developing a conducive environment for growth
- Liberalising programming code and censorship laws
- Constituting a national anti-piracy force
- Establishing a unified regulator

These regulatory initiatives will acquire different levels of meaning and
importance for various sectors of the entertainment industry, once again based
on its position in its life cycle and the prevailing market dynamics.

The Indian entertainment industry has the opportunity to enter an exciting phase
of growth driven by favourable socio-economic changes and smarter distribution
technologies. The realisation of such opportunities would depend on the
aggressiveness of the industry players and sagacity of policy makers and
regulators. The suggested stakeholder charter is intended as a strategic blueprint
for the industry to undertake concerted action that could result in a stronger
sustainable growth.
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A growing consuming class
with an increased
propensity to spend will
drive the growth of the
Indian entertainment
industry
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Industry overview

The macro-economic environment

Consistent commitment to economic reform over the last decade has spurred the
steady growth of the Indian economy. The emphasis on creating an enabling
environment for investment and the inherent potential of the Indian economy
have together pushed India's annual Gross Domestic Product (GDP) growth rate
beyond 8 percent.

GDP growth rate (In percentage)
g -
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Source: Reserve Bank of India

While India's GDP ranks eleventh in the world in absolute terms, it ranks among
the top five economies of the world when assessed in terms of purchasing power
parity. It is the growing consuming class with the proclivity to spend that will drive
the growth of the Indian entertainment industry. Adding to this positive outlook is
the fact that the average Indian is getting younger and is showing a greater
propensity to indulge and entertain himself. Moreover, there are over 20 million
Indians living abroad who are increasingly opting for India-oriented entertainment,
as the availability of such content increases. Globally, a clutch of international
films with Indian content, themes and performers are receiving wide visibility and
acclaim. This broad acceptance of Indian entertainment is likely to give a further
fillip to the expansion of this industry.

To be able to appreciate the contours of this industry, it would be useful to take a
closer look at the key drivers of the entertainment sector.

Regulation

Key Advertising
drivers spend

conte™




As the average Indian’s
basic needs are met, his
propensity to spend on
discretionary items, such
as entertainment, increases

Consumerism and demographics

The emergence of the Indian middle class with greater earning power and a
higher disposable income is one of the key factors that will drive the growth of
the Indian entertainment sector. Demographic analysis clearly shows the
evidence of this growth. The consumption chart below indicates the continued
progression of people into higher income and consumption segments.

Rise of India’s earning and consuming classes

The Classes 1994-95 1999-00 2005-06E
Rich o L - o
(Above USD 4600) 1 million 3 million 6 million

households households households

Consuming -
(USD 970 - 4600) 66 million e 75 million
29 million households households

households

Climbers 66 million NN 78 million
(USD 470 - 970) households households
48 million

households
Aspirants
(USD 340 - 470)
48 million 32 million 33 million
households households households
Destitutes ‘
(Less than USD 340) .
32 million 24 million 17 million
households households households

Source: NCAER

A number of economic trends are testimony to this advancement:

e  Automobile sales are rising across the country. In two wheeler sales, India
now ranks second in the world, while car sales are over 1 million per annum,
growing at about 25 percent annually.

® |ndia is the sixth largest market for mobile handsets (16 million units per
annum) and is growing at 50 percent a year.

® The country is the fifth largest market for colour televisions and is growing at
25 percent per annum.

As the average Indian gets richer and his more compelling needs are met, his
propensity to spend on discretionary items such as entertainment increases.
Further, as his consumption of various goods and services rises, companies
would try to reach out to him through more marketing and advertising. Higher
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Companies and businesses
that have managed to
differentially cater to the
varying segments of the
population have benefitted
in the long run
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demand and an increased investment would result in an expansion of the
entertainment industry in the years to come.

A non-homogenous market

As the Indian entertainment market grows, it is essential to recognise the
heterogenous nature of the market. All too often, the specific appetite of certain
segments such as the rural population, women and children, is under-estimated
and their financial value proposition continues to be under-recognised.

lllustratively, here are some important facts about the rural sector:

® There are nearly 42,000 ‘haats’ (rural supermarkets) in India.

® In 2002-03, LIC sold 50 percent of its policies in rural India.

e Small towns and villages account for over one million cellular telephone
users.

e Of the 25 million households that bought television sets over the last three
years, 19 million, or 77 percent were rural households.

e Of the 20 million who have signed up for a popular horizontal portal, e-
commerce and free mail service, 60 percent are from small towns. Of the
100,000 persons that have transacted on its shopping site, 50 percent are
from small towns.

Companies and businesses that have managed to differentially cater to the
varying segments of Indian population have benefited. As a corollary, the
entertainment sector too has begun to witness the advent of a broader set of
offerings which are aimed for specific segments: e.g. television channels for
children. On the other hand, the ‘children’s films’ genre, for instance, has yet to
grow and mature in India.

There is a case for a proactive and sustained targeting of specific, niche segments
of the market. In fact, given the size and potential of India's niche segments,
niche may be a word which is likely to be replaced soon.

Advertising spend

As per industry estimates, the total advertising spend in India in 2004 was
approximately INR 118 hillion, a growth of 13.4 percent over the last year.
However, India continues to have a low ‘advertising spend to GDP' ratios
compared to other economies, underscoring the untapped potential.




India continues to have one
of the lowest ad spend to
GDP ratios, underscoring its
untapped potential

Relative advertising spend for various countries (USD billion)
GDP Total ad spend | Ad spend to GDP
Australia 412 4 10%
China 904 6 0.6%
Hong Kong 164 4 2.1%
Malaysia 88 1 10%
Singapore 86 1 0.9%
South Korea 477 4 0.8%
USA 10,384 134 13%
France 132 1 0.8%
Germany 1,984 16 0.8%
United Kingdom 1,560 14 0.9%

Source: KPMG Research

In 2004, the advertising spend for India stood at 0.50 percent of the GDPR, up from
0.48 percent the previous year. This is expected to increase significantly due to
rising consumerism and growing interest from global brands attracted by this
huge and expanding market.
Total advertising spend and GDP (In percentage)
0.54
053
053

0.52
0.52

0.50

0.48

2003 2004 2005E 2006E 2007E 2008E 2009E 2010E
Source: KPMG Research

Given the increasing number of media channels that consumers are exposed to,
brands will have to advertise more frequently and across more channels to
generate brand recall. As television channels have multiplied and the content
available has become more diverse in the last decade, their viewership has
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increased, niche channels have emerged targeting specific demographic
segments and the cost of advertising on television has reduced.

Number of brands advertised on television 76

10914

8994

8041
7875 7673

6830

4496 4774

3906 3973

1994 1995 1996 1997 1997 1999 2000 2001 2002 2003 2004
Source: TAM Adex

While the broadcasters can dwell on this shared optimism, they must also
recognise that advertising budgets are very sensitive to economic downturns.
Advertising budgets are not only easily brought down, but the productivity of such
expenses is also challenged. Companies are increasingly demanding their
advertising agencies to link their fees to performance indicators such as sales
increments. With increasing access to state-of-the-art technologies,
addressability issues are being put to test, thereby exposing the limitations of
current media research findings and measuring the true efficacy of media.

Content

Any new media market attracts an initial swell of content players. Such a scenario
invariably leads to a stage where the smaller players find it unviable to continue
and are eventually weeded out. After the initial shakeout, the industry
consolidates and grows until it reaches a stage of maturity. Thereafter, in a stable
environment, it is the quality of content, with an accentuation on innovation and
creativity that drives the industry.

In the television medium, the different genres are in different stages of their life
cycle. Several channels have emerged recently in the space of children's
entertainment and education. The news channels are in the next stage of
evolution with an influx of players in the last two years, but market limitations and
more transparent viewership patterns will lead to an inevitable shakeout. Up the
maturity curve is the mass entertainment genre, which has established itself with
3-4 major players and the quality of programming (including innovative formats)

15
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The number of films
produced annually has been
declining as producers are
increasingly valuing quality
over quantity

determining their fortunes. With the introduction of newer distribution channels,
such as DTH and IP-TV, the demand for premium/ alternate content will increase
and this is expected to spur the growth of new genres such as education,
teenage entertainment, mature content (subject to liberalisation of the
programming code), etc.

With a legacy of over 50 years and 1000 films a year, the Indian film industry has
reached a phase where the focus is on the quality of content. The increase in the
number of films made has not seen a proportionate increase in their commercial
success. In fact, there is now a decline in the number of films being produced
annually and this trend is expected to continue as production houses now value
quality over quantity. To combat the pressures of television programming, the
Indian film industry, like its western counterpart, is being forced to attract the
audiences through technological advancements like advanced visual effects,
special effects, sound sync, animation and sheer star power.

In the late 80s, the Indian music industry saw an end of the existing duopoly with
several new players emerging. A spurt in content availability and new genres such
as Indi-pop drove the rise in music consumption. However, technology has
facilitated easy access to music through illegal downloads, pirated CDs and tapes,
music television channels and radio FM channels. With little value realisation by
music companies and minimal regulatory support, music companies are
struggling for survival, as a result of which there has been very little
experimentation in content. This situation could change with the increasing
popularity of non-film music in India and globally, signs of which are being
observed.

Pricing

India has the potential of becoming an attractive destination for international
broadcasters and production houses, despite its low per capita income, as the
larger population base makes a viable case for high volume consumption.
However, while prices are significantly lower in India than in other parts of the
world, access to volumes is restricted by fragmentation in the distribution chain.

Subscriber declaration by cable distributors to broadcasters in India is extremely
low resulting in very inequitable distribution of subscription revenues. According
to an independent research, the operator-broadcaster split of subscriber revenue
in India has possibly the worst skew in the world.
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A price differentiation
strategy needs to be
adopted for media products
with a view to maximise
revenues
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Distribution of revenues (In percentage)

Market Operator Broadcaster
United States 60 40
United Kingdom 63 37
Australia 65 &5
Japan 65 35
India 83 17

Source: Media Partners Asia

Such low levels of declarations have been attributed to the lack of transparency in
the last mile distribution end of the business, which is controlled by the 30,000
odd local cable operators and independent cable operators across India.

Similarly, in films, there is low transparency of actual gate receipts, outside of
multiplexes and few organised theatre halls. This is particularly true in smaller
towns where receipts are not accounted for. According to industry experts, the
total revenues lost to the film industry due to unaccounted receipts coupled with
video piracy range between INR 15 - 20 billion annually. Film piracy through illegal
DVD and VCD releases and the open screening of new releases by cable
channels, is forcing film producers to pre-sell the television and video rights,
before the release of the film even if it means an erosion of theatrical ticket sales.

Piracy of music through illegal downloads, unauthorised CDs and remixed
versions of popular music is taking its toll on music recording companies. The
paltry royalty sums, if any, paid by music television channels and FM radio only
adds to the difficulties faced by these companies.

Differential pricing

India has seen improved income levels across a large section of its populace, with
a significant number of people willing to spend on entertainment. However, a
substantial difference in the affordability levels between various sections of
society continues to exist. As a result, a price differentiation strategy needs to be
adopted for media products, with a view to maximise revenues.

Establishment of zones and creating a zonal pricing structure for different cable
subscription packages could be an effective pricing strategy. Through a differential
pricing system, broadcasters will be able to earn more from higher income groups
through compelling content packages, and the same can be used to subsidise
subscription fees of lower income groups with minimal content packages. This
will help increase the size of subscribers thereby resulting in increased revenues.

In the film sector, price differentials already exist both at the point of distribution
(territories for distribution) as well at the point of exhibition (theatre hall tickets).
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Further growth is difficult
without facilitative
regulation

The differential pricing mechanism can be examined more closely and
transparently to determine price levels that will draw larger audiences to films.

In the music sector, pricing CDs at a premium end and cassettes at the low end
may help music companies compete with the prices of pirated cassettes. A
marginal drop in CD sales may be offset by increased cassette sales. At an overall
level, difference pricing should be driven by the objective of revenue optimisation.

In all these sectors, differential pricing would require a thorough understanding of
the demand for media and price sensitivities of various segments, gained through
research at the ground level.

Regulation

Regulations give form and direction to the free play of market forces, according to
the social and economic objectives of the nation. Therefore, regulatory
interventions are typically driven by a vision for the future, which can be shared by
all stakeholders. The need to have such a vision is very important now in India, as
the entertainment industry prepares for the introduction of several new
technologies and business models that have the potential to revolutionise the
dynamics of value creation in this space. The guiding principles of such a vision
should include:

®  Ensuring consumer choice and protection

Achieving sustainable growth

Ensuring a level playing field

Providing equitable distribution of value

Adoption of new technology

In most media markets, the consultative process leading to formulating

regulations, has served as defining steps for charting the growth path. In India,

most segments of the industry have grown to their present structure and size in a

largely unregulated environment. Such growth has resulted in the creation of last-

mile monopolies in cable television, established through informal agreement

among the unorganised last-mile operators. However, further growth will be

extremely difficult without facilitative regulation to ensure structural and

behaviourial changes amongst the industry players. Such changes are

necessitated by the following ground realities:

® Lack of consumer choice in several segments of the industry value chain,
most notably in the last-mile of cable distribution

®  Piracy-related revenue and tax leakages across all segments of the
entertainment industry

®  The need to establish a level playing field for new distribution platforms like
Direct To Home (DTH) broadcasting and digital film

®  The need to protect sovereign interests like national security.
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Any regulatory intervention
should be supported by a
comprehensive framework
and effective Implementation
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Revenues losses due to leakages and piracy

A substantial portion of the industry revenues is not captured at the last mile,
through leakages and piracy. This does not even include unaccounted for
revenues, the impact of which cannot be quantified, arising from:

® live entertainment events hosted by the unorganised sector

® black market sale of film tickets

® end-user revenues from pirated home video rentals

® unaccounted income from marketing of pirated home videos overseas

Split of industry revenues (INR billion)
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120
101
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66 7 395
61 330
225 276
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W Revenues to rightful IPR holders Leakages at last mile, piracy
Source: KPMG Research

Going forward, it is expected that the ratio of illegitimate revenues to total
revenues will go down to less than 25 percent from the current 30 percent,
though in absolute terms, it will continue to increase.

It is important to note that any regulatory intervention should be supported by a
comprehensive framework for industry evolution, and followed up by efficacious
implementation. Otherwise such interventions can only lead to chaos and
uncertainty as demonstrated by the aborted attempt to introduce Conditional
Access Systems (CAS) for television in 2003 - 04.

Technology

Technology has played a key role in influencing the entertainment industry, by
redefining its products, cost structure and distribution. Empirical evidence
suggests that technological innovations create discontinuities in the industry, with
the initial dissonance evolving into eventual realignment to effectively create and
realise value from it.

Content creation has benefitted significantly from technological breakthroughs,
especially in the areas of sound, visual effects and animation. This has benefitted
audiences by providing them with a high-tech content viewing/ listening
experience. The growing adoption of digital television around the world has forced
leading global broadcasting companies to put development and use of new




technologies at the centre of their core strategies. For a content distributor, future
will come by specialised offerings, such as high-resolution pictures, high-speed
Internet access, online games and information, pay-per-view electronic commerce
services and voice telephony. New technologies, such as satellite radio, are
characterised by their ability to reach out to larger audiences than ever before,
reducing the cost per contact. While these technologies typically require high initial
capital expenditure, the same may be set off by incremental volume gains through
increased reach. It is this trade off that needs to be evaluated before an investment
is made in any new technology.

If one were to look at emerging trends in technology and their impact on
entertainment consumption, the most significant trends are seen in the areas of
media distribution, though some may be regarded as product innovations. Some
such technology trends are:

Digital distribution

Digital distribution of content in television and film will help plug the leakage of
last-mile revenues due to the under-declaration among cable operators and film
theatre owners.

The Personal Video Recorder

The Personal Video Recorder (PVR) expands users' ability to decide when and
how they will watch programmes. It allows the viewer to pause a television
programme when required, and provides the luxury of skipping commercials
entirely. The PVR allows viewers to create their own programming schedule to fit
their time requirements. Technologies such as this will lead to more audience
'fragmentation’. In such a scenario, it is the programming content that will
ultimately drive the industry.

High Definition Television

As digital video signals begin to appear, High-Definition Television (HDTV) sets are
getting the most attention. Digitalisation allows HDTV broadcast and transmission
with incredibly sharp and detailed pictures.

However, at present, current-generation television sales have not demonstrated a
downwards trend. In fact, consumers continue to pay more for large screen
models with present-day technology. Even in the US, viewers are not expected to
switch to HDTV soon, due to the very high price differential.

Interactive services

Digital broadcasters are working on ways to include interactive services into their
over-the-air digital video transmissions, primarily as video signal enhancements.
Cable and satellite television companies are also moving towards interactive
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services that vary from simple video-on-demand to more complex internet access
products. Such interactive technologies are expected to be platform-neutral,
providing service providers with new products and services to offer.

Fixed broadband wireless systems

Fixed broadband wireless systems are another way to bring interactive digital
services to consumers. The wireless debate currently centres on the use of point-
to-point or point-to-multipoint technology. Point-to-point, a technology already
entrenched in some regions of Asia, beams data over the air from a transmitter to
one receiver. It is widely used for business-to-business communication. Point-to-
multipoint, still an embryonic technology, operates like satellite distribution,
beaming data to as many reception antennae as the signal can reach.

Internet radio stations

As internet connections have become faster and software for cyberspace has
become more sophisticated, audio aficionados have benefitted significantly. Free,
downloadable audio players for computers have made listening to audio via the
computer commonplace. Traditional over-the-air radio stations have begun to take
advantage of the new software, as well as the internet’s ability to deliver
graphics, data and video at the same time, to enhance their audiences’ listening
experience. The internet has also extended the reach of radio stations beyond
their own markets, which was determined by the strength of their broadcast
signals, to the entire world.

Downloadable digital audio

As technology has enabled internet users to download digital audio tracks, online
music download sites have rapidly sprung up, presenting a challenge to existing
radio stations. Marquee artists are opting more often to debut new albums or
tracks online rather than through traditional radio stations or video music
channels. Recording artists and record labels are also moving toward offering their
music online. For both artists and producers, digital distribution is a way to bypass
radio stations and, more recently, video music channels.

Satellite radio

Satellite radio is a digital radio broadcast system that uses direct-to-home satellite
technology to offer listeners up to 100 channels of commercial-free audio music,
news and entertainment.

However, not all the new technologies listed above will succeed. In order to
succeed and become a mass phenomenon, they will have to demonstrate that
they are adding value for the consumers and the providers.




The future of entertainment
will be governed by the
interplay of consumerism,
advertising spend, content,
pricing, technology and
regulation

The increasing penetration of technology is a major force shaping the
entertainment landscape today. It will completely revolutionise content delivery as
well as the viewership experience. Once these technological changes attain a
critical mass, they can have a shattering effect on the existing industry
equilibrium. Due to the imminent impact of these and other technologies, the
successful media and entertainment companies will be the ones that are
prepared for their disruptive effects on their business models and the industry
structure.

The future of the entertainment industry will be a function of the interplay of each
of the above factors, namely consumerism, advertising spend, content, pricing,
technology and regulation. Estimating the industry size over the next 5-10 years,
would require a crystal ball, given the number of variables involved. However
based on current trends, the industry is expected to breach the INR 500 billion
barrier in five years.

For the Indian entertainment industry, this is the moment of truth. Beyond the
linear growth projections, there is a bigger story waiting to happen if a concerted
and accelerated effort is made now. The industry is entering a second phase of
growth, which will have technology as one of the key drivers. This growth phase
will be the consequence of a combination of quality infrastructure and the gradual
penetration of digital connectivity, which will redefine the way entertainment
content is delivered and consumed. This phase of growth needs to be supported
by an enabling tax and regulatory infrastructure, as the government begins to
understand the long term potential of this sector, and starts according it the
priority status it deserves.

For the purpose of this report, we have limited our detailed analysis to the
four traditional sectors - television, film, music and radio, which together
account for 96 percent of the entertainment industry revenues. The balance
4 percent is made up of revenues from live entertainment (currently a
fragmented segment with few small players) and IT-enabled businesses like
interactive game development and visual effects (engaged in outsourcing
work primarily in areas of 2D animation, 3D graphics, post-production, etc.).
These sectors are now taking off and could become significant drivers of
growth in the future years.
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The significant growth in the entertainment industry in the last decade of the
twentieth century was largely triggered by the coming of age of television. For
most of the last fifty years, it was a monopoly of the public sector broadcaster.
However, the nineties inspired private sector enterprise across the television
value chain. Since then, the rapid growth of the television industry has made it
the most significant component, in value terms, of the entertainment sector. With
increased hours of mass entertainment programming during prime time and
better coverage of popular events, it has seen an explosive growth in consumer
mindshare. Its status as the preferred mode of entertainment of the people is
obvious from the fact that it now contributes more than 60 percent of the
entertainment industry's revenues.

Today and tomorrow

Out of its total current revenues of INR 139 billion, subscription contributed 53
percent, i.e. INR 73 billion. That is one-and-a-half times the advertising revenues,
which are at INR 49 billion. However, due to the large skew in the 'last mile', as
discussed later, the broadcasters' share of pay revenues amount to only around
17 percent, or INR 12.5 billion. Other revenues, which include international
distribution right, amount to INR 14 billion.

The growth of the Indian As any industry matures, inevitably its growth starts slowing down. The Indian
television industry too is following this dictum, seeing its growth decelerating
from over 20 percent, till a few years ago, to less than 15 percent currently.
decelerating and a number However, it would be completely wrong to say that television has become a
of new Iinitiatives will be mature, sunset industry. While the current sets of growth drivers are gradually
reaching saturation, there are a number of new initiatives which can power a fresh
round of expansion. Some of these key factors are:
fresh round of eXpanSion ® Introduction of addressability: In spite of apprehensions, public debate and
litigation, CAS was eventually launched in Chennai, providing valuable lessons
for future attempts to bring in addressability across the country, though the
impact of the same is yet limited;
®  Alternative distribution platforms: DTH broadcasting has introduced the
power of choice to the consumer. The last mile distribution segment is
expected to see further action with the entry of new DTH players, IP-TV,
broadcasting services on DSL technologies, etc;
®  New players in niche genres offering more content choice to viewers: Niche
genres have significantly enhanced their proposition over the last few years
with the entry of several new channels. While, news and children’'s
programming segments accounted for most of the new entrants, other niche
genres like religion and health also experienced the launch of several new
channels.
®  Meaningful regulatory intervention: The government needs to create a
conducive regulatory environment for rapid but stable growth by supporting

Television industry is

required to power a

23
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initiatives like digitalisation of cable television, regulatory policy for DTH
players, etc.

These trends have the potential to redefine the landscape of the broadcasting
industry in the country. The significance of such a redefinition should be
understood in the context of the overall evolution of the broadcasting and
distribution market in India. The high growth that took place in a relative regulatory
vacuum in the last decade created a distortion in the distribution of value amongst
industry players. This has fostered an opaque transactional environment, resulting
in:
Lack of consumer choice for last-mile access;
Under declaration of subscriber numbers resulting in revenue loss for
broadcasters and tax loss for the government;
®  Absence of uniform pricing with prices varying across geographies and
consumer segments;
® Lack of level playing field for alternative platforms like DTH, IP-TV, etc
resulting from "unreal’ cost structures of incumbent access providers and
non-uniform licensing conditions.

A combination of purposeful regulatory interventions and technology adoptions
can go a long way in correcting such structural imperfections. The initiatives being
undertaken and being proposed to be undertaken, to correct these structural
imperfections, will drive the second wave of growth of the industry.

Television revenues (INR billion)
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In this new phase of growth, the sector is expected to grow at an annual rate of
almost 18 percent to reach INR 371 billion by 2010; with subscription revenues
forming the lion's share at INR 250 billion. It is also expected that the
broadcasters will get a fairer share of the subscription pie. Advertising revenue is
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expected to grow at a modest rate of 8 percent to reach INR 78 billion in six

years.

The true potential of television advertising however is much higher. It could touch
INR 150 billion by 2010, depending on the following factors:
®  Speed and effectiveness of the roll-out of the broadcasting sector reforms;
®  The quantum of investments made by various players over the next few
years on rolling out digital platforms; and

®  The entry of telecom companies into the distribution sector.

The ensuing sections discuss the various drivers of growth that could take
television to the next phase of evolution.

Advertising

As per industry estimates, the total advertisement spend in India last year was
approximately INR 118 billion. However, at 0.50 percent, India continues to have
one of the lowest 'Advertising spend to GDP' ratios amongst peer economies.
This underscores the significant potential India has yet to achieve vis-a-vis

advertising budgets.

However, this is set to change. A growing middle-class will spur the increasing
tide of consumerism and a growing lineup of global brands will continue to be
attracted by this expanding market. Consequently it is expected that the *ad

spend to GDP' ratio will increase steadily over the next four years.

Shift in advertising over last three years

Share of total

Share of total

(INR billion)

Share of total

Spend spend Spend spend Spend spend
Television 39.1 411% 43.0 413% 48.6 411%
Press 44.0 46.3% 475 45.6% 54.5 46.1%
Radio 15 16% 18 17% 2.2 19%
Cinema 3.3 3.5% 3.6 3.4% 3.75 3.2%
Out-of-home 6.9 7.3% 79 7.6% 8.5 7.2%
Internet 0.3% 0.4% 0.5%

Source: TAM Adex
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The above table indicates the allocation and growth of the advertising spends in
India across various media. Print is still the largest recipient of advertising
revenues, accounting for 46 percent of the advertising pie and, after a temporary

|




For the next three years,
print and television will
command equal share of the
advertising market

slump, is currently growing at a rate faster than that of television. The share of
television seems to have stabilised at around 41 percent, after increasing
consistently for about 6-8 years. The overall media mix in India mirrors that in
most advanced countries, where television and print jostle for dominance in the
space of advertising expenditure.

Advertising pattern in developed countries
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In the Indian context, there is further potential for television to increase its ad
share. It is expected that over the next three years, both print and television will
each command around 43 percent of the market, with the balance 14 percent
being split between radio, outdoors and others.

Who is advertising

Until recently, FMCG companies and consumer durable marketers were the main
advertisers on TV channels. Today, the advertiser segment has expanded to
include youth and teen products, financial products and services, educational
products and services, corporate image building, telecommunications,

computing, vehicles, and mobile telephony, to name a few. It is interesting to note
that according to TAM Media Research, on-air promotions that are carried out by
the channels themselves account for almost 40 percent of the total airtime, with a
significant portion of them being shown on prime time. Going forward, with
capacity utilisation of airtime improving, the opportunity cost of self-advertising
will increase and it is expected to decline.
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Top ten spenders on television in 2004 (INR Million)
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Where does the money go

Mass entertainment continues to attract maximum ad-spends, but its share is
being gradually ceded to niche channels. The major beneficiaries have been News,
Regional and Sports channels.

Share of ad revenues among television genres
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Some of the key aspects of television advertising in India are:

®  Mass entertainment channels have the largest loyal advertising base. Around
17 -18 of the top 25 advertisers advertise only on mass entertainment
channels.

®  Consumer goods advertise mostly on mass entertainment, films and Hindi
news.

®  Luxury and lifestyle products are advertised across all major genres.

®  Financial products like banking and insurance advertise primarily on English
news and business channels.




Organised retail, which is one of the larger advertising segments in
developed economies like the US, has yet to impact the Indian advertising
industry in a significant way. As the retail industry in India develops and
begins to realise its potential in the near future, it is expected to follow its
global counterparts and become a major advertiser on television.

Is advertising volume reaching saturation point?

An analysis of television programming indicates that advertising in India, on an
average, amounts to 192 seconds (3.2 minutes) per hour. It is still significantly
lower than several other countries. Of course, in the case of prime time for mass
entertainment channels, this number could go as high as 600 seconds (10
minutes).

International norms on ad clutter
With addressability, the The norms and standards for the amount of advertising that can be shown on

effectiveness of ad spend

will become more °
transparent
[ ]
[ ]
[ ]
[ ]

television vary from country to country. TAM Media Research has compiled an
illustrative list of standards, some of which are mentioned below: -

Australia Broadcasting Authority recommends 10 minutes of advertising per
hour of children’s programming and up to 15 minutes for non-prime
programmes.

Philippines stipulates a commercial load for television in Metro Manila to 18
minutes per hour, while for provincial television stations, commercial load
permissible is a maximum of 20 minutes per programme hour.

In China, a maximum of 9 minutes of ad time per hour of programming is
allowed.

Canada recommends 8 minutes of advertising per hour for children's
programming and 12 minutes per hour for other programming.

The average for other Asian countries is around 8 minutes of ad time and 2
minutes of programme promotion time, i.e. a total of 10 minutes of break
duration per hour.

Pure advertising time for every hour of programming in India
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With advances in the technology platforms available and the introduction of
addressability the effectiveness of ad-spend will be more transparent. This will
further redefine ad spend patterns among genres, channels and advertising
segments. Addressability will give additional tools to media planners, leading to
significant improvements in media planning. This, in turn, is likely to cause radical
shifts in media buying on television, which presently is largely a function of TRPs.
Channels that succeed in convincing buyers of a better value for money by clearly
identifying the right target group will be able to charge a significant premium to
the market.

Effectiveness of advertising

Television advertisements
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;Jh(;iselsc\gﬂ;i;h:t while completely skirting others
a superficial level
Sub-optimal
&5 deliveries
50 Under-deliveries
& under
Hj(posure
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Television viewing (hours /week)

There is a point of view that in a more transparent market, with the introduction
of addressability, the duration of advertising will fall even as subscription revenues
increase. However, this may not necessarily be the case. As has been seen in the
past, the more popular channels have been able to garner almost the same
quantity of advertisements (in volume terms) while simultaneously charging a
subscription fee, compared to some of their free-to-air (FTA) counterparts. This
situation is expected to continue and, barring short term dips, the average ad
duration per channel is expected to sustain itself and, in fact, increase in the
medium term as a result of an increase in non-prime time advertising. The fear
that compulsory addressability could lead to a flight of advertisers to FTA
channels may not be entirely justified; flagship channels, whether FTA or pay, will
continue to garner premium advertisements.

Subscription revenue

Television reaches over 40 percent of the billion people in India, commands the
highest mindshare among consumers and cuts across rural-urban and class
divides. Currently, 91 million households own a television, out of which 48 million
households are cable and satellite households, the state-owned terrestrial
broadcaster, Prasar Bharti, accounting for the balance 43 million. Though the cable
TV penetration in India continues to grow at a brisk pace, the untapped potential
is still very significant. Over the next few years, cable and satellite, along with
emerging delivery platforms like DTH and IP-TV are expected to close in on the
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The wide disparity in ARPUs
IS not commensurate with
the quality or offering or
service

gap further. It is expected that television connectivity in India can reach 134
million households by 2010, of which as many as 85 million, or 63.5 percent could
be connected through cable and satellite, DTH, IP-TV or other non-terrestrial
broadcast platforms.

Cable television Penetration
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Along with a growth in subscriber volumes, the cable subscription charges (ARPU
per month) too is expected to grow at a pace faster than that of per capita GDP.
At around INR 150, India has one of the lowest ARPUs in the world. In fact, the
ARPU for cable television has actually fallen in real terms, growing at sub-inflation
rates over the past seven years. An average urban Indian cable connected
household receive as many as 100 or more channels for which it pays anywhere
between INR 100 to 300 per month, while in certain rural and semi-urban areas,
this number could be as low as INR 60 per month. The wide disparity in ARPUs
between locations and, often, between various localities within the same city, is
not proportionate to the quality of content or service offering by the distributor
but has been guided mostly by the relative bargaining power of the cable operator
with both the consumer and the broadcaster.

Cable subscription rates have fallen in real terms
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Global Cable ARPUs (USD/ month)
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Apart from the low subscription fees, subscriber declaration by cable distributors
to broadcasters in India is one of the lowest in the world, resulting in a grossly
inequitable distribution of subscription revenues. According to an independent
research, operator-broadcaster split in India of subscriber revenue has the worst
skew in the world. It is estimated that the LCO corners 79 percent of the total
subscription revenues of the industry and leaves just about 17 percent for the
broadcaster. The residual 4 percent is retained by the MSO who downlinks the
broadcasters' signals and transmits them through a combination of fibre and co-
axial cable network to consumers' homes via the LCO, who, almost in all cases,
owns the coveted 'last mile'. The low levels of declarations are attributed to the
lack of transparency at the last mile distribution end of the business, owned by
the 30,000 odd LCOs across India.

This combination of low subscription fees (ARPUSs) and chronic under-declaration
of the subscriber base by the LCOs has significantly constrained the growth in
the subscription revenues for the broadcasters.

Attempts at increasing transparency have been made through a combination of

technology and regulations. In 2003, an attempt was made to introduce CAS. As

per CAS, the Indian home would receive two sets of channels:

®  FTA channels - a basic bouquet of channels for which the customer would
pay a flat amount, the pricing for which may be regulated by the Government
as required,;

®  Pay channels - for which the customer would pay an amount fixed by the
channel/bouquet owner. All pay channels would be routed through an
addressable system.




However, the implementation of CAS did not take-off due to lack of uniform
acceptance by all segments of the television value chain i.e. Broadcasters, MSOs,
LCOs, alternate platform providers and end consumers.

The CAS saga

Stakeholder What they thought What they said

Supported addressability
on the grounds of increased
transparency and more
equitable share of
distribution revenues.

Most pay broadcasters wanted to
avoid/ delay addressability, as they
feared a revenue fall in the short-
medium term.

Broadcaster

Genuinely wanted early
implementation of CAS as such early
MSO mover advantage in seeding the Supported addressability.
Consumer Premises Equipment can
reduce strategic vulnerability.

Positions shifted between pro and
anti addressability and finally settled | Conditional support for
LCO for addressability as the threat addressability, bargain for
perception of alternative platforms higher FTA charges.

was enhanced.

Consumer did not want
addressability, as it was perceived | Confused positions arising

to be a mechanism for charging from the lack of information.
more and delivering less.

Consumers

Alternate Wanted addressability as it ensures
platform a level playing field. But wanted to | Highlighted implementation
providers delay the implementation depending| issues whilst supporting

on the level of preparedness to addressability.
(BTH/IP-TV) | jaunch services.

In the midst of the debate, CAS was finally implemented in Chennai and in some
parts of Delhi. While there were few takers for CAS in Chennai, many cable
operators in South Delhi did not even supply their subscribers with the required
STBs.

To resolve the potential deadlock, the Government of India has brought all

broadcasting platforms under the regulatory ambit of the TRAI and CAS has been
de-notified, pending a clearer regulatory direction from TRAL.
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LCOs, MSOs and
broadcasters need to look
at partnering solutions for

the last mile
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Making sense out of the chaos
In a consumer economy, consumer interests should ideally drive the market
structure and regulations. Today the consumer has little real choice regarding
platforms or operators in the monopolistic last mile environment, created through
informal agreements amongst cable operators. Unwillingness to proactively
intervene to correct such market distortions amounts to protecting an informal
monopoly, denying consumers their rightful operator and technology choices and
constraining the growth and employment potential of the industry in the long
term. Therefore, appropriate regulator intervention should focus on evolving an
industry structure and a regulatory environment that facilitates the realisation of
industry potential through correction of the following anomalies:
® Lack of consumer choice in the last mile.
®  Underdeclaration by last mile operators leading to:
Subscription revenues falling out of tax net;
Broadcasters being denied their share of the subscription revenues.
Lack of level playing field for alternative platforms like DTH, IP-TV, etc;
Lack of investments in distribution infrastructure upgrade and expansion;
Lack of visibility of consumer viewing patterns resulting in inefficient
media spends.

Putting the issues in perspective
It is unreasonable to expect the 30,000 strong LCO & ICO fraternity (which
employs over 500,000 people) to either shut down or fall in line overnight. On an
as-is basis, it is unlikely that the declaration percentage will improve significantly
from the current level of 23-25 percent to more than 30-35 percent, unless such a
move to increase declaration is accompanied by either a steep increase in
subscription fee or a significant reduction in channel pay-outs, or a combination of
both. This would necessitate all existing stakeholders, viz the LCOs, MSOs and
broadcasters to act in unison and look at partnering solutions for the last mile. In
the interim period when the market moves towards a correction in the imbalance,
the incremental gains to the various stakeholders, including consumers will be
disproportionate. However, if each stakeholder insists on maximising his own gain
in the short term, it would only lead to a lose-lose situation in the long term. An
effort in trying to correct the skew overnight may result in 'no correction® at all.
Significant changes in the way broadcasting content is packaged and distributed
currently can be initiated through the following measures:
® Introduction of voluntary addressability, enabling the distributors to select
their business model.
®  Tiering of channels: Distributors should offer multiple tiers of programming
with the basic tier offering popular general entertainment and news channels
like Star Plus, Zee, Sony, NDTV, CNN, BBC etc, along with FTA channels. The
basic tier should be available to all consumers. Premium programming tiers
containing sports, lifestyle and other niche segments can be made available
in an addressable environment.
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®  Government could cap the basic tier pricing till the market matures. The
state of effective competition can be established by the extent of consumer
choice available.

®  While, within the price band, the pricing needs to be left to the broadcasters
and market forces, the fundamental decision to include a channel in the FTA
basic tier package could be mildly regulated, till the market matures.
Viewership-based formula could be worked out and though such formulae are
not foolproof, it could serve as a basic guideline to ensure that the average
consumer is not deprived of popular content.

However, in the long run, there should be no ambiguity about the fact that better
offering is linked to higher price; adequate consumer awareness campaigns may
need to be undertaken by both the regulator and the broadcaster-distributors to
ensure that pay revenues are eventually aligned with service. This situation, in a
way, is akin to a toll road or an urban utility project, where privatisation of
infrastructure eventually results in the user paying for a similar facility which he
was hitherto enjoying for ‘free’.

To ensure smooth implementation, government could consider mandatory
licensing for cable operators. All registered cable operators should be given a
reasonable deadline to switch over to such a licensing regime without any
licensing fee. The licensing authority could be given powers to conduct surprise
audits to establish the declared subscriber numbers and to invoke penal
provisions, in case of any material discrepancy.

Simulated revenue flow for a large LCO

Current Scenario Optimised Scenario Increase/month

Number of subscribers 1500 1500

declared 375 25% 1500 100%

undeclared 125 5% 0 0%
Subscription fee (INR/sub/month) 150 190 40 27%
Split (for declared subscribers)
Broadcasters 75 50% 35 18%
LCO 53 35% 145 76%
MSO 22 15% 10 5%
What the subscribers pay INR 225000 285000 25%
(LCO's gross revenues)
Split (for total revenues)
Broadcaster revenues 28000 12% 53000 16% 25000 89%
MSO revenues 8000 4% 15000 4% 7000 88%
LCO revenues 189000 84% 217000 80% 28000 15%
Estimated tax loss 45000 0 45000

Source: Industry
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A 100%-declaration is
possible, through only a
moderate increase in rates,
through partnering solutions
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In the above simulation, it can be seen that 100 percent declaration can be
brought about through a moderate increase in subscription rates, and an increase
in inflows for all the players, resulting in a long term win-win:
®  Consumers’ outgo goes up by 27 percent. This is not a very high price to pay,
considering that the same consumer was:
Paying almost the same amount, in real terms (after factoring in inflation)
around 10 years ago for only 4-5 channels;
Bracing himself for a much higher increase in rates, if mandatory CAS
were to be implemented.
®  Broadcasters' revenues will go up by almost 90 percent, significantly higher
than what they can expect through organic growth in pay channel rates;
® L CO revenues will increase by 15 percent and therefore they have the
incentive to declare their subscriber base fully and simultaneously secure
their long term sustainability. One time Amnesty Schemes and deadlines for
disclosure can be worked out as a further carrot and stick measure.
®  MSOs revenues too will virtually double. 100 percent declaration will ensure
that the consumer is now ‘owned' by the MSO and this would throw open
several possibilities of increasing ARPUs through value-added services and
premium content, which can be pushed through more rapidly.

As can be seen, the biggest beneficiary would be the government, since the
taxes that are not paid due to a lack of subscriber declaration can be brought back
into the system. The funds thus garnered could be used to form a corpus for
development and reforms in the distribution sector.

Content

Broadcasters are beginning to recognise that audiences cannot be taken for
granted. An increase in the number of channels, coupled with a surfeit of “me
too” content on channels within the same niche has led to fragmentation in
viewership patterns. Advertisers too, now, have the option of lower priced niche
channels to reach a more focussed target group, and their advertising spend
reflects this.

An increasingly sophisticated Indian audience, now exposed to international fare,
benchmarks television entertainment with the best when it comes to quality and
treatment. Capturing the mood of the viewer, sports and Hindi film channels have
gained viewership, but have had to spend heavily in order to acquire prime
properties. News channels registered a 100 percent increase in viewership over
the last three years, as have English entertainment stations and channels for
children. The success of quality programming in certain segments indicates the
potential for entertainment channels to move up the content value chain.
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The shifts in viewing patterns have put a high pressure on mainstream channels,
necessitating them to revisit their content strategy to attract new audiences and
to retain existing ones.

Several big budget shows have been launched on Indian television in the recent
past. The line-up included reality shows, professional dramas, game shows,
interactive programmes, daily soaps and adult programming. These were high-
budget, high starvalue programmes on which channels spent millions on
development and promotion, not all of which proved successful and were
subsequently pulled off air or thematically re-oriented.

Sports channels

With an increase in cricket as well as non-cricket viewership, sports channel
viewership has gone up manifold. The boom was primarily on account of World
Cup Cricket 2003, followed by India's tours of Australia and Pakistan in 2003-04.
The popularity of Indian cricket has been rising rapidly, as can be seen from the
price at which the television rights have been sold in the recent past. For
instance, as opposed to a mere USD 10 million which the broadcast rights for
World Cup in Australia-New Zealand (1992) garnered, the rights for the 2003
World Cup in South Africa fetched around USD 85 million, an increase of 750
percent in ten years. Compared to this, the Olympic rights have moved from USD
350 million (Atlanta, 1984) to USD 1.5 billion (Athens, 2004), an increase of just
over 300 percent in twenty years.

In addition to cricket, viewership of Formula 1, tennis, soccer, hockey, basketball
and baseball is also on the rise, helped to a great extent by the rise of Indian
sportspersons like Narain Karthikeyan (Formula 1) and Sania Mirza (tennis) who
have recently made it big in the international arena. Sports channels are
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proactively trying to attract the audience with a mix of sports, entertainment and
amusement. Indian viewers currently have a choice of five sports channels. It is
expected that the share of viewership of sports channels will be cyclical
depending on the occurrences of popular sports properties in that year, with a
continued heavy dependence on cricket.

News channels

The news and business channel space grew from virtually nothing in 1995, to just
over INR 2 billion in 2002 (comprising two dominant news channels, one major
business channel and two international English news channels). Since then, this
segment has grown further - currently, there are around 11 mainstream news
channels and a slew of regional channels which together generate revenues of
over INR 5 billion. Increased production values, introduction of tabloid news
formats and entering into bouquets have helped this segment in attracting more
eyeballs in the recent past. A few more news and current affairs channels are
reportedly in the offing with large corporate houses planning forays into this
segment.

The business channel space, originally an offshoot of the news channel space,
hitherto dominated by CNBC, is believed to be the next growth driver, within the
news and business space. Currently valued at INR 1 billion, this space is expected
to grow at 40-50 percent over the next 2-3 years.

Children's channels

Close on the heels of news channels, the children's channel space is emerging as
one of the fastest growth drivers. Children's channels currently garner INR 14
billion in advertising revenues, while pay revenues too are expected to kick in, in a
large way. Advertisers of general products are increasingly getting interested in
this space - apart from a growing market for children's products, children are
believed to exert a strong 'pester power", which influences buying decisions for a
large range of consumer durable and non-durable products.

Currently, there are around ten children's channels. Int