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0 - Summary

Context: Video on Demand (VoD) projects in Latin America are beginning to improve after five
years of sluggish progress. iPTV projects are leaving room for OTT developments, more flexible
and supporting more devices. This trend seems to be promising, for current services only reach
subscribers through the Operator's network. The last frontier to mass access in Latin America is
retail pricing. What seems to be only a cost battle between Content owners and Operators
actually involves other remarkable elements in VOD service design.

Much like broadband or mobile value-added services (VAS) a decade ago, upcoming VoD
launches in the region are surrounded by much expectation. Recovering declining ARPUs in a
stagnant industry is the general expectation.

In just five years, experience has been gained, technological barriers have been overcome, and
better services are being provided. However, there is still debate over pricing and critical mass
of customers. Some key issues remain: What does real growth look like in a VoD project? Is
there a "magic number" for VoD pricing in Latam? Are there other factors in the long-term

strategy more important than price are being overlooked?

Purpose: The purpose of this paper is to answer the questions above, examine VoD prices in
Latam (both TVoD and SVoD), explain a few drivers of price creation, and explore a possible

correlation between price and purchasing power (PPP) per country.

Results: There is no evidence of correlation between VoD prices and PPP for each country in
the region. The analysis shows that in addition to price there are some 20 other variables that

must be taken into account in order to fine-tune a project in the exploration phase.

Scope of analysis: About 25 examples of VoD in the region were observed, including 5
international services. Examples included Cable, Telecom and Satellite VoD services focused on
the mainstream segment. In the cases that prices were not clearly identified or

. 1 . .
communicated”, projects were not considered for the sample.



1 - Introduction

VoD services give the Operator's end customer full freedom to choose both timing and
reproduction options for a given content (movie, series or documentary), as opposed to linear
TV and Pay-Per-View (PPV). In the press and even among business actors there is a debate
between acronyms, focused on the technological medium to reach the customer, leaving
service features aside. Figure 1 presents a comparison aiming at settle the discussion on the
two best-known VoD technologies, iPTV and OTT. For the purpose of this paper, iPTV involves
either broadcast or on-demand service, and OTT refers to a player lacking of network®. The IP
network is used to get the video signal to a set-top box that may be connectedtoa PCora TV
set. In this context, the Operator has not only a Network, but also infrastructure and
transmission technology. Satellite or cable operators have different technologies. They have in
common with Telcos a dominant market position, but they are more used to content
management. There is an historical reason for this difference, for they have been associated to
linear TV and PPV for decades. Telcos, on the other hand, are the new kids on the block, with
the highest expectations regarding iPTV, since they hope to compensate for losses in the
traditional business. Cables and Telcos have something in common though: their network
management capacity enables them to ensure reasonable quality of service (QoS) even for

high-definition (HD) content.

Fig 1 — iPTV vs OTT

Issue iPTV oTT
Rationale “My network, my customers” Total freedom.
Linear TV Yes No

Devices STB is the main idea. All possible screens.
Service Defined with precision Best effort

HD Yes No
Billing Several payment methods Credit card

BW > 2M Adaptive bitrate.
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What Figure 1 leaves out is the philosophical difference between iPTV and OTT. In iPTV
services, the Operator fully defines what the Network does and who are the natural VoD
customers. In OTT context there is no "Operator's Network"; it is not possible to ensure a

minimum QoS, but only a "best effort". This opens up a greater market potential for two




reasons: the potential customer base is expanded beyond network limitations, and multiple
devices (game consoles, Smart TVs, iPhone, Android, etc.) allow for more and better content
consumption.

There is a subtle concept involved. Ten years ago, iPTV projects were distinctly defined: closed
networks, project customers, and fully defined services. This reality is now entering a more
grayish area, where competition is not with neighboring Operators, but with new competitors
from a different region. Thus the mindset of VOD is changing.

Beyond these project “flavors”, growth in the Region is certainly taking place, even though
technology and economy indicators place Latam well below Europe and North America
results.? VoD is therefore at an initial stage, counting only 4 million SVoD customers, but with a
50% annual growth rate projection. Brazil, Mexico and Argentina lead all statistics, with 85% of
business in the region.?

With regards to structure, this paper begins with a discussion of the Latam market; it goes on
to examine the VoD business types (Section 2); it later provides a conceptual framework to
explain the importance of content cost (Section 3); then two typical modelizations are
presented which compare VoD business drivers (Section 4); finally, it analyzes Latam pricing

(Section 5) and presents conclusions (Section 6).

2 -VoD "flavors"

The first step in designing a VoD business is a tough negotiation of Operators with Studios,
both Major (Hollywood's seven big studios) and Premium (about one hundred content
providers). The selection results in a heavy tail of genres suitable for a specific market.
Negotiation also defines the type of business, which in turn determines VOD "flavor" and the
way end customers can access content.

Transactional VoD refers to short-term (24-hour) rental, during which the end customer can
watch a certain title. It is an isolated event generating a transaction. A good example of this is
Vudu, Walmart's OTT. Titles available in this modality are typically new releases and adult
content.

- Electronic sell-through (EST) is a lifelong purchase. It may take place physically, if the STB has
a hard-drive connection, or providing lifetime access to the content, stored in the Cloud.
Apple's iTunes store is a great example. The content offered here is exactly the same as in
TVoD: new releases and very little else.

- AVoD (Ad-supported VoD) is a simple concept but is outside the scope of this paper. As the
subscriber doesn't pay, a sponsor covers content and other costs for advertising purposes, or
aiming to build a critical mass of users for other businesses. The best examples are Hulu and

YouTube.



- Finally, the subscription-based model (SVoD) involves monthly payments and most resembles
the financial model of Cable Operators and Telcos. The subscriber is activated, pays a recurring
monthly charge, and has access to thousands of titles of various genres, not necessarily recent.

This is the case of Netflix, Amazon Prime and Hulu Plus.

This paper focuses on the most common models, TVoD y SvoD, which are present —although
not always at the same time—in most current VoD projects in Latam. Not all content is
available at any time for all VoD models, due to the life cycle of movies and series, which tries
to maximize revenues in all possible formats. Content is released in theaters, then in DVD and
Blue Ray, and finally in TvoD. The title is withdrawn for some months, and comes back in SvoD.
While TVoD brings new releases revenues, media attention and branding, SVoD usually grows
more easily as a result of content variety and the habit of returning, without the need for
constant advertising support to promote use.

VoD service design involves solving dozens of details in different areas. This is evident in the
planning, where it is mandatory to define variables that later on impact on business plans (BP)
such as countries to reach, Studios contracts terms, number of titles per year, the possibility of
offering HD, and the variety of available devices. Some of these elements impacts on
processing costs, which in some cases are higher than expected for a simple reason: lack of

technical standards.”

3 — Domains in VoD development

Generally speaking, full understanding of any Telco or Operator business requires a conceptual
framework to simplify analysis. One of these is the STOF model® —popular in MSO literature-,
which consists of four essential areas affecting project growth. These four domains interact in
the initial phase (design or exploration) and from the moment of the launch (exploitation).® In
the case of VoD, business exploration involves selecting adequate content, devising marketing
actions, understanding how to set the project apart from the competition, and anticipate all
possible technological innovations in the near future (new devices, apps, interface
improvements, etc).

It is likely that the most critical aspect of this initial phase is the financial domain. Even if the
design has been successful, the Operator must be able to sustain the business for 2 or 3 years
before break-even. During exploitation, constant interface improvements and a good
integration with product analytics —in order to understand how it is exactly that customers
interact with the content— are key to maximizing revenues and increasing market share.

STOF model makes reference to four dimensions: service, technology, organization and

finance. Figure 2 shows essential aspects as applied to VoD.



' Fig 2 — STOF dimensions and VOD

Dimension Definition Examples

S Service Content definition Major Studios selection.
Market differentiation. Premium content ?
Type of VOD. Devices.
Any VAS included? Is it SVOD, TVOD or both?

Promotions? Bundles?

T Technology Bandwidth High BW enables better

QoS penetration and assures

Integration with CRM or Analytics QoS.
Profiles and processing

costs.
(¢] Organization  Content, legal and Mkt skills in Seek help from aggregator.
the organization. Share same Studios with
Possible fixed-mobile partners.
convergence reg Content.
F Finance Revenue share negotiation Need of CPS model

MGs negotiation
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The Service dimension is tied to basic project definition. What is the content and device
roadmap to maximize investment? Which Studios are better? How do they match with Telco
branding? The Technical dimension sets a limit by narrowing down the potential customers and
the maximum possible speed to reach them. The Organization dimension deals with a possible
lack of know-how for solving essential issues; some tasks may need to be outsourced. As for
the Finance dimension, annual content payments demand superior skills of negotiation with
the Studios. Will the Studios accept a CPS (cost per subscriber) model in order to reduce

Minimum Guarantees’ (MGs), making the business viable?

Beyond these examples, it is remarkable that, in Figure 2, all dimensions depend in a way or
another on the content, which has shown an increasing cost in recent years. While there is still
some heated debate about what the cost of entertainment means, it is undeniable that the
general public finds in cinema one of the last sanctuaries for art, especially in Blockbusters and
recently in TV Series. Let’s examine some of the reasons for the increase of content cost:

- Growing content demand by new players such as Netflix, Walmart or Amazon. They act
aggressively and are willing to pay more than traditional players. For them it is the cost of
getting into business.

- Other new players (Hulu) are the Studios themselves, exploring how to challenge the
business or to possibly compete from the opposite trench.

- Studios realize that the advent of new formats —DVD and Blue Ray years ago, VoD shortly—
does not cannibalize traditional revenues, but bring opportunities of higher total revenues
instead.?

- Brand new premium windows explored by some Studios, with only two months between the

theatrical release and the VoD release.’



- General consensus about the fact that SVoD subscription models are profitable in the long

run, with churn rates lower than those set in business design five years ago.

All the above reasons stress the importance of careful business modeling. The next section

presents more detailed examples illustrating Latam specific situation.

4 — Modelization of a VoD business plan (BP)

The four forces acting on the VoD project can be deconstructed and represented as variables
into a financial model. It is possible to design a BP reflecting each effect as well as the planning
for future revenues, costs, cash flow and other items. The following are the most important

parameters for the modelization.

r Fig 3 — Main parameters in VOD design

Parameter Source Constraint Uncertainty
Initial critical mass Mkt Operator Size of operator Low

SVOD subs Mkt Operator Budget High

TVOD subs Mkt Operator Budget, virality Medium

estimation

# Titles Studios Content roadmap Low

# Devices NW Operator Decision Low
Product mix Mkt Operator Decision Low
Content cost Studios Budget High

QoS, HD avail Tech Operator Budget Low
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This is not a comprehensive list, since there are about 20 more parameters (TvoD virality, SVOD
churn, number of Studios, MGs CAGR, etc) that contribute to defining the curves. VoD
revenues grow over time as an S-curve®. In the first few months, subscriber acquisition usually
takes place at the expense of a certain amount of traditional advertising and considerable
activity in social networks. Growth is subject to a slightly greater churn than in mobile
telephone services. In most cases, it is only in year 3 that competition rises, thus flattening the
curve.

TVoD key metric is the number of transactions, which takes a fraction of the established SVoD
customer base. This rate depends on initial advertising expenditure and on users' interface
experiences during the vital first months.

In summary, it is possible to estimate this initial set of parameters for each region, although

with some uncertainty, depending on the piracy effect, VOD awareness, and the purchasing



power of a given market. The combination of SVOD monthly payments and TVOD rental events
determine the revenues S-curve.

As for costs, the estimation may not be easy: several variables are involved (absolute figures,
payment schedule, discounts, compensation models). Content cost variability and long
negotiations require an extremely skilled legal team or the support of an Aggregator'' acting as
intermediary. The financial risk is increased by the minimum guarantees (MGs) demanded by
the Studios. It should be noted that revenues from a transaction (TVoD) or a monthly
subscription package (SVoD) are usually divided in roughly equal parts between the Operator
and the Studio,*” based on revenue-share model. Other parameters in the table include
technical costs, like the number of titles per year or HD availability.

The result of this theoretical exercise can be seen as a family of S-curves. As shown in Figures 4
and 5, there is usually a break-even point between years 2 and 3. An important structural
factor is the critical mass of customers required to get revenues from the beginning in order to
buffer initial costs. It follows that large Operators face lower financial risks, and should be able
—in theory- to reach break-even earlier. In compensation, Studios usually demand best upfronts
or economic conditions from "Big Telcos".

Figure 4 shows typical growth for a Telco with half a million ADSL lines. In the modelization the
Telco has made a considerable investment in Content. The red curve® represents total VoD
revenues. The blue line, showing peaks at the beginning of the year and every quarter,
represents total costs. The dotted blue line represents average costs over time. The model
includes MG payments to Studios at the beginning of every year, and quarterly payments for
processing and file encoding. In comparison, the remaining monthly payments for content and
other smaller technical costs look negligible. Under these circumstances, it is understandable
that Operators are reluctant to agree MGs for the noticeable "expenditure peaks" affecting the

project.

' Fig 4 — Big Telco modelization
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On the opposite bench of Big Telcos are the new players who, without an initial critical mass,
rely on better interfaces, lower costs or favorable regulations to beat larger rivals. Figure 6
presents an OTT that begins almost with zero subscribers and grows as a result of "try & buy"
promotions. The typical example is one month free of charge. Due to know-how or leveraging
on previous business, this OTT is close to Studios, and possibly it is able to spread financial
costs through a cost per subscriber (CPS) model. Here, cost peaks are not so sharp, and break-
even takes place slightly later. Churn has been estimated as slightly lower than in the Big Telco
14 15

case™ . OTT growth is slower but does not experience as many negative cost peaks. This

modelization does not offer HD, and relies on high device versatility Instead.

' Fig 5 — New player modelization
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5 - VoD Pricing in Latin America

By mid 2013, there are about fifty VoD projects in Latin America. In this paper the sample
includes the most significant ones, as well as the largest possible number of countries,
considering similarities with regards to three main criteria:

- General content for "mainstream" audiences

- Main goal of profitability vs fidelization or advertising goals

- VOD operating as a separate entity, not bundled with other TV services

In summary, the most representative projects in the Latam Region have been selected to
display VoD prices in the period Jun 2013-Aug 2013, and have been compared to the ever-

growing supply of "outsiders" such as Netflix, Vudu, or iTunes.

The reason for the first exception is the existence of projects such as Mubi, Philos, or Muu

which are devised for segmented customers like cinephiles or offered for paid TV services



fidelization. As regards to the profitability goal, something has to be said about Cuevana, a
relatively successful VoD projects in the Latam region from 2010 to 2012. It was totally free —

and illegal. Cuevana became highly popular, setting a standard for VOD; it offered the best HD

releases and the most attractive TV series, including the latest seasons, free of charge, with

subtitles and an excellent interface

16 17

, setting a standard of gratuity for VOD difficult to be

forgotten. Finally, the third exception is due to the need of a reasonable benchmark.

Results are presented in Figure 6, showing projects by country and comparing TVoD and SvoD

prices with country’s PPP value. In the case of TVoD, prices are those of rentals of HD new

releases. The LATAM indicator refers to regional projects included in this paper. PPP values

were sourced from World Bank statistics.™ In the case of Argentina Peso (ARS), it was chosen

an average between official and black market exchange rates (40% gap as of August 2013)%.

Fig 6 — VOD price benchmark

Country

Service

Operator
(or owner)

VoD
$ local

TvOoD
Price USD

SvoD
$ local

SvoD

Price USD usb

ARG
ARG
ARG
ARG
BRA
BRA
BRA
BRA
coL
COL
CHI
CHI
PER
MEX
MEX
MEX
MEX
MEX
MEX
MEX
LATAM
LATAM
LATAM
LATAM
LATAM

On Video
Arnet Play
On Demand
Vesvi
GVT
Now
On Demand
Vivo Play
ClaroTV
VideoTienda
On Demand
Bazuka
Claro VOD
Clarovideo
Yuzu
Total Movie
On Demand
Klic
On Demand
Bajo Demanda
Netflix
iTunes
Prime
Vudu
Hulu Plus

Telefonica
Telecom
Cablevision
Grupo Vi-Da
GVT
NET
Sky
Telefonica
Claro
UNE-EPM
VIR
VTR
Claro
Claro
Maxcom
Total Play
Cablevision
Cinépolis
MegaCable
Axtel
Netflix
Apple
Amazon
Walmart
Providence

18
18
20
10
9,9
9,9

9,9
6900
6000
2490
1990
12,8
49

a5
40
2

2,40
2,40
2,67
133
413
413
4,90
413
3,60
3,13
4,88
3,90
4,61
3,92

3,60
3,20
336

3,99
3,99
4,99

50

50

35
29,9

14,9

19,9
9000

6,67
6,67
4,67
3,99

6,21

8,29
4,69

18
632
11,92
8,00
7,92
712
6,00
5,52
7,99

7,99

PPP.

18,20
18,20
18,20
18,20
12
12
12
12
10,80
10,80
18,40
18,40
10,7
15,30
15,30
15,30
15,30
15,30
15,30
15,30
11,7
11,7
11,7
11,7
11,7
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Figure 7 shows TVoD values from the previous table. A linear regression between these values

and PPP per country was performed. The horizontal axis displays the name of countries

involved as well as PPP prices (expressed in thousand of USD). The chart highlights two cases

(VTR Chile and Vesvi Argentina) that will be analyzed in the Conclusions section.
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In a similar way, Figure 8 presents SVoD prices vs PPP values. Highlighted examples are Yuzu in

Mexico and Claro in Peru.

Wig 8 — SVOD price vs PPP correlation '
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6 — Conclusions

VOD players must adjust their business models to changes in external factors like Content
industry prices as well as uncertainties in the design and exploitation phases, such as the set of
variables described before. By choosing the right BP, VOD players can sustain market
competition and provide customer value.

While analyzing the charts it must be noted that big Operators, regional OTTs and local OTTs
are playing in different leagues. A big Operator can endure bigger MGs, balance content
related loss with SVA additional revenues, wait longer for break-even and move on an iPTV
strategy relying heavily on content and HD. Regional OTTs have probably reached CPS-base

agreements and obtained market differentiation through better interfaces, simpler “all you can



eat” pricing plans and gadget availability. Local or smaller OTTs are still struggling, looking for
shorter-term contracts with Studios or launching white label products.

Some Operators view OTTs as a menace, fearing they could cannibalize their revenues. But the
opposite is happening: some delayed projects are boosted by the competition with OTTs, or
else are unexpectedly born like OTT. Two good examples of this effect are Yuzu/Maxcom in
Mexico, and OnVideo from Telefdnica Argentina -which is migrating to OTT after a logical iPTV
beginning two years ago.

Figures 7 and 8 show significant price dispersion and no correlation at all with countries PPP.
Dispersion can be explained, on one hand, by the fact that the VoD business is recent and there
aren't too many competing players. On the other hand, Netflix (for SvoD) and iTunes (for TvoD)
have set a reference price in the region. Additionally, the idea that all services can be
benchmarked in terms of PPP is related to the type of goods and even to the way PPP is
calculated.” It can be expected that with more players competing in the near future, a certain
logic regarding price formation will emerge. Meanwhile, current strategies can be described by
gathering players into these groups:

- "Copycats": Except in countries with significant competition (Mexico and Brazil), pricing stays
in line with regional competitors and follow the rather simple pattern of one price per model:
USD 3.50 for TVoD and USD 7 for SVoD.

- "Best Value Proposition": VTR in Chile and Yuzu in Mexico (Fig 8) can afford to be price
leaders in SVoD because they offer better service: premium or adult content, live events,
better quality or more devices, thus allowing them to move away from the crowd.

- "Cheap VoD": Claro in Peru and Vesvi in Argentina (Fig 7) offer considerably lower prices than
competitors. Website inspection determined a rather poor content on these projects. Either
they intend to consolidate their offer with more traditional services, or they don't believe VoD
will make a great contribution to their business. In any case, both examples are very different
in nature: Claro is a part of a large regional Telco undergoing a major content transformation,
and Vesvi is a much smaller group focused on teenage content.

- “No VoD”: Antel is a big Uruguayan Telco with a dominant market position and focused on
FTTH migration. But Antel is not in the chart, for its VOD service has not been launched yet.
The delay is a smart move if it reflects long-term and better negotiations with Studios, but in

the mean time Netflix has already launched and gained awareness in Uruguay.

Any price discussion takes for granted that VoD projects in Latam are mature, but this is not
always the case. Several improvements are expected; they can be described in terms of the

STOF model:



- Service: VoD value proposition must be plain and simple to adress a difficult target:
customers still mesmerized by Cuevana-likes, piracy, and linear TV. Contrary to this, price and
content information is remarkably absent from web or call centers. Klic (Mexico) has learnt the
lesson, and offers a very simple FAQ including all quality and price details. Not surprisingly this
company is about to release a prepaid VoD product intended to attack the low-income
segment.

- Technology: there is no point in offering the best content of Hollywood, unless QoS could be
managed according to customers ARPU. Bandwidth is vital to gain more potential customers
and to offer higher definition content® in the future.

- Organization: Big Telcos face the challenge of lacking of know-how related to content in two
particular areas: a legal staff ready to negotiate with Studios, and a business intelligence team
to perform Analytics on transactions.

- Finance: The struggle around VOD prices is similar to the "Content is King"* controversy a
decade ago. Is the content situation in Latam the same as that of digital music before iTunes
set the USD 0,99 magic number? It would be very simple to claim here that a 30% price
reduction would solve all business development barriers. Reality is by far more complex: from
a pure finance view price is not alone in BP design, and from VoD users’perspective, “binge
viewing” is threatening the whole business.

In summary, most of the players have followed iTunes and Netflix “magic numbers” price
strategy. Actually Netflix on the SVOD realm has done more than setting a price: it has secured
no traffic shaping from third parties, promoted a multiscreen service, and combined BI
knowledge with series production®®. As for TVOD, Walmart's Vudu service stands out (offering
not only HD, but also 3D), but is relatively unknown in the region. In countries where VoD
hasn't been launched, the first mover who shows some differentiation in the triad “content,

usability and price” will dominate the market and in the long run be able to set the pace.
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