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1.0 OVERVIEW

The spheres of telecommunications and broadcasting are rapidly evolving and converging
into a single world of communication. Cycles of innovation, adoption and further innovation
with respect to services, applications and infrastructure can now be measured in months
rather than years. Regulators throughout the world are challenged to keep pace. Where such
fundamental national considerations as cultural expression and a multi-billion dollar
communications industry are at stake, the challenges and opportunities in reacting both
quickly and with a measured response to technological change are critical to consider.

This document, Navigating Convergence: Charting Canadian Communications Change and
Regulatory Implications, examines telecommunications, broadcasting and the evolving
converged world of communications to accomplish several related objectives, namely:

i. to compile cultural, economic and technological trends toward convergence, to
reflect the pace at which change is occurring and to present the resulting
challenges and opportunities for traditional regulatory models;

ii. to outline the high-level structural changes and regulatory considerations that will
need to be navigated between now and 2014; and

iii. to provide a specific, but not exhaustive, list of mid-term issues that are expected
to require regulatory treatment within the next five years.

The purpose of setting out these mid-term regulatory considerations resulting from
technological change is to demonstrate the inter-linkages between these issues and the
current regulatory agenda and to stimulate discussion and consideration of a coherent
approach to regulation that iteratively evolves a framework that reflects new realities.

This document presents a comprehensive look at the most important technological trends
and evidence of convergence and their effects on business and consumer behaviour to
demonstrate that long-term outcomes will be dependent in a large part on decisions that are
currently being made. Consideration of how technological, consumer and business trends
could evolve in the mid-term will result in better decision-making in the short-term.

Perhaps more fundamentally, the document identifies a range of potential challenges and
opportunities for the current regulatory framework. In some cases, previous tools may no
longer be sufficient to ensure that the policy objectives are achieved. In others, the
Commission® may wish to consider new approaches that encourage Canadian entities to
exploit new opportunities.

Finally, the document examines several focus issues that will likely require attention in the
mid-term. The goal in presenting these issues is to provide an initial background information
document that can be enhanced as new information becomes available and to give the
Commission a head start in the consideration of the issues.

! The CRTC is gnerally referred to as the Commission in this report.
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2.0 EXECUTIVE SUMMARY

The evidence of technological change and its effects on consumer and business behaviour
set out in the pages that follow, clearly shows that consumers, innovative technology vendors
and communications services providers are leading a charge in favour of choice,
convenience, immediacy and the ubiquity of communications that is transforming the
communications Iandscape.2

Key to the transformation has been the digitization of information and the packaging of that
data so that it can be delivered by digital networks. Digitized voice, data and audio and audio-
visual programming may all be distributed on networks based on various physical media,
including coaxial cable, copper and fibre, as well as wirelessly across multiple spectrum
bands using a variety of technologies. Digitization has enabled services that were previously
separate, such as voice, data, audio and video, to be distributed over the same network, to
share resources and to interact with each otherd this is referred to as convergence.

Digitization and convergence are fundamental drivers of systemic changes within and without
the regulated broadcasting and telecommunications systems. In studying the trends, two
primary themes are evidentd fragmentation and consolidation. Multiple sources of
substitutable products, services and applications delivered by domestic and international
providers have fragmented the market. Regulated players and new unregulated entrants are
gaining revenue while only the regulated players have to bear the responsibility of service
and social obligations (e.g. funding regimes). On the access side, horizontal and vertical
integration in the communications industry is occurring, in part, as a response to
fragmentation. Integration has the potential to reduce competition and the diversity of voices.

Convergence has increased the value of existing distribution networks manyfold by enabling
horizontal expansion and integration by facilities-based providers. As a result, companies
throughout the world have developed strategies to compete across the spectrum of fixed
voice and data communications and in the provision of Internet, television and wireless voice
and data services. In Canada, the potential for duopoly has resulted in the creation of a
sophisticated regulatory regime to give new entrants and competitors access to facilities. This
approach requires further exploration with respect to the next generation of facilities that are
on the horizon, which are capable of delivering higher quantities of data at faster rates and
may require significant capital expenditure.

At the same time, the elimination of monopolies in most residential and business services has
been accompanied by the removal of the need for regulation to manage most facets of
service. Price caps and floors, rate regulation and injunctions against many marketing
practices in both telecommunications and broadcasting have been lifted as companies in
either sphere extend their activities into the other. Where competition does not, and may
never exist (particularly in rural Canada), traditional approaches continue to be implemented
but may require revisiting.

Consumer protection is likely to become a more important consideration for the Commission
in the mid-term as a handful of providers establish themselves as the primary gatekeepers to
all manner of communications services using digital technologies. Spam, fraud, denial of
service attacks and other threats to network security are amplified in a new environment in
whi ch fpi p esrgoseamdeeliechupbrito deliver critical services, communications,
information, business transactions and entertainment. Consumer protections (e.g. privacy
and service standards) are in an early stage of development for the converged environment
and will become more critical as Canadians turn to new technologies for communications,
entertainment and information.

2 It should be noted that this paper is principally focussed on trends and services relevant to residential consumers
rather than on the enterprise market.
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Programming choices that have traditionally been controlled by incumbent, licensed
broadcasters and delivered via gatekept satellite and cable infrastructures are now
complemented by Internet-delivered content accessed by personal computers, a new
generation of set-top boxes and mobile devices. Barriers to the creation and dissemination of
content by non-traditional players have fallen dramatically: hosting has become more
affordable and the technical capacity to create very high quality content has become widely
available. In the unregulated Internet environment, few barriers prevent Canadians from
accessing content from global sources in situations in which that programming is not
controlled exclusively by a Canadian intermediary.

As the consumer shift from time spent engaged in conventional television viewing and radio
listening to greater on-line consumption becomes apparent, advertising dollars, if not
subscription revenues, are following. The best-researched projections indicate a fast-growing
Internet advertising segment, which may, at some unspecified point in time, become a direct
competitor to traditional broadcast outlets. Some of this advertising may be diverted to
websites containing non-professional content with the potential to erode the traditional
sectorbdés revenue base.

At the same time, broadcasters and distributors are making forays into new Internet and
mobile- delivered content, mitigating against the day when audiences are no longer
guaranteed by traditional walled gardens and the control of spectrum.

Industry players, old and new, are responding to demands for anywhere, anytime content
delivery with time-shifting models and an increasing emphasis on mobile delivery (or place-
shifting). New wireless networks are being deployed that deliver very high-speed Internet to
much of the population. Even as choice of content expands exponentially, next generation
networks that require very large capital expenditures seem poised to continue to be controlled
by the current facilities-based access providers. The shape of a competitive environment for
telecommunications access provision seems largely dependent on whether new wireless
entrants can establish themselves as viable competitors or whether the ILECs and BDUs will
exercise market power in their traditional regions.

The protection of local, regional, linguistic and cultural reflection will remain a critical

challenge in this emerging digital environment, as will enabling all segments of the Canadian
population across both economic and geographic lines to share in the new possibilities it
presents. Both imperativesmayr equi re ongoing intervention
tendencies not to meet certain policy objectives. At the same time, new technologies have led
to the flourishing creation of new services and content without regulatory intervention. New
media and broadcasters use thereof is providing more Canadians with greater access to a
more diverse array® local, regional, linguistic and cultural® of Canadian content than at any
time. It is worth noting that many of the Broa d ¢ a s t is nbjectives willbe achieved, in part,
outside of the regulated sector.

These considerations create both specific challenges and opportunities for regulatory
approaches, as well as having higher-level implications. Much of the legislation crafted in the
late 1980s to govern the telecommunications and broadcasting industries remains pertinent
today, but, as the dividing lines between entities blur, new considerations are emerging. On
the one hand, it has for instance become clear that the operation of telecommunications
facilities has cultural ramifications. On the other hand, the provision of programming has
transcended one-way broadcasting models and can no longer be technologically constrained
to geographically-based providers. Initiatives aimed at the preservation of Canadian
programming and the protection of consumers may be increasingly required in the
programming sphere.
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3.0 TRENDS

1. The following sections explore some of the important trends shaping the
communications landscape: fragmentation in content/applications source and type and
the corporate consolidation of facilities-based access providers.

2. The first group of trends shows that consumers are embracing choice and innovationd
new content and applications made possible by both digitization and the multipurposing
of formerly discrete networks. This force has been felt most keenly in the television
sector in the wake of a proliferation of licensees, but the trends point clearly to adoption
of broadcasting content and other services and applications from outside the traditional
landscape of regulated entities.

3. The second group of trends, related to consolidation, indicates that traditional and
regulated entities are availing themselves of new opportunities through both horizontal
and vertical integration. Content with mass appeal and the most common
communications tools such as voice telephony and Internet access are increasingly
obtained from multiple-service providers that integrate Internet, telephony, wireless and
television distribution under one corporate umbrella. Some of these multi-service
providers are also significant content producers.

4, The two themes, fragmentation and corporate consolidation, will be extrapolated to
logical implications of in a subsequent section, Regulatory Implications.

3.1 Toward a new conventional/specialty television balance

5.  Technology is changing the broadcasting landscape. Increased capacity on distribution
platforms such as cable, DTH, IPTV and others has resulted in continuing audience
fragmentation. An increasing variety of video choices will likely exacerbate this trend.

6. A transformative shift in Canadian viewing habits from the conventional system to a
crop of new analog and digital specialty, pay and PPV and VOD services has wrought
a wholesale change in the television landscape. This shift, demonstrated in Table 1
and Figure 1, has resulted in an increase in available services and contributed to the
fragmentation of the Canadian television audience, moving viewing share away from
traditional OTA broadcasters to specialty, PPV and VOD services. In fact, pay and
specialty stations now account for a larger share of overall tuning than private OTA
and CBC stations combined.

7. It should be noted that this shift has moved in lockstep with the introduction of a large
number of services on the discretionary tier. In November 2000, the Commission
authorized 21 Category 1 services and 262 Category 2 services. Many of these have

proven very popular and become entrenched in Canadiansd® viewing
Table 1. Available television services
1998 | 2008 Diff.
Specialty TV
(Analog, Cat. 1, Cat.2) | 37 | 190 | +113
Pay, PPV and VOD 12 54 +42
Total 49 204 +155

Source: CRTC, Broadcasting Performance Monitoring Report
2002, CRTC, Communications Monitoring Report 2009

8. Fragmentation is particularly apparent in the English-Canadian market. From 1998 to
2008, the overall viewing share of private OTA and CBC stations in English Canada
decreased by 17.7%, from 46.6% to 29.3%. Conversely, over the same period, the

4
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overall 3share of viewing to pay and specialty services increased 23.2%, from 14.7% to
37.9%.

Figure 1. Canadian viewing share of private OTA and CBC versus pay and specialty services,
excluding the Quebec Francophone market

T e s
41.6
40.0 37.9
Share (% e
30.0
20.0 7
" 147
10.0
00 T T T
1998 2000 2002 2004 2006 2008
Year
—e— Private OTA and CBC —=— Pay and Specialty

Source: CRTC, Communications Monitoring Report 2009

9. The audience fragmentation issue is further exacerbated by the fact that average
weekly viewing for all persons over the age of two has declined 7% since 2002,
decreasing from 28.6 hours in 2002 to 26.6 in 2008. Thus, while the number of
available stations has increased significantly over the last 10 years, the total viewing
pie has remained relatively stagnant.*

10. Over time audience fragmentation may lead to declining or stagnant revenues for
conventional television, which for nearly 50 years held swayover vi ewersdé broadca
consumption.Accor di ng t dcommumcation? Mahiosing Report 2009,
private broadcasting revenuesd subscription and advertisingd have been growing at a
healthy rate in the discretionary sector, but are largely stagnant compared with inflation

in the conventional system. CBCbs revenues
are relatively flat.

, excl

11. Between 2004 and 2008, advertising revenues for private and CBC OTA stations
increased by a modest $112 million compared to the growth realized by pay, PPV and
specialty stations, which saw advertising revenues increase by $317 million over the
same period. As a percentage of advertising revenues, pay, PPV and specialty stations
accounted for 30% of total advertising revenues in 2008, up from 24% in 2004, while
private OTA and CBC stations saw their portion of overall advertising revenues
decrease from 76% in 2004 to 70% in 2008. In 2008, advertising revenues for private
conventional services actually declined, from $2.04 billion to $2.00 billion, largely due to
a reduction in overall national advertising sales.”

12. A global credit crisis and ensuing recession have played a clear role in the decline in
Canadian television advertising revenues. Automotive manufacturers and dealers, key
players in both national and local advertising, have been generally hard-hit by both the
credit crisis and the contraction in consumer spending. Wholesale automotive sales fell

CRTC, Communications Monitoring Report 2009.
CRTC, Communications Monitoring Report 2009.
CRTC, Communications Monitoring Report 2009.
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22.9% in January 2009, for example, contributing the lionbs s har e of a
overall wholesale sales for all goods that month.

Figure 2. Broadcasting revenues ($millions)
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13.

14.

15.

3.2
16.

While there is likely a fundamental linkage between the contraction in advertising

revenue, demonstrated in the Commi ssionos

television sector, and the more general economic malaise that was building through

2008, it must be kept in mind that these

year end of August 31. It is likely that 2009 financial results will demonstrate a further
decline over 2008 independent of structural issues that may be experienced in the
broadcasting industry specifically. Discerning the effect of fragmentation among
multiple video entertainment options on broadcasting advertising revenues will be
extremely difficult in the short-term.

The movement of audience from traditional broadcasters to the pay, PPV and specialty
stations will likely begin to subside given the more modest introduction of new specialty
stations since the initial wave following the November 2000 decision and the fact that
many of these stations have now reached maturity. This trend is demonstrated by the
declining rate of growth in the overall viewing share of specialty stations, possibly
signalling that the fragmentation trend brought upon by the introduction of specialty
stations to the Canadian marketplace has peaked. Barring the wholesale introduction of
multiple new discretionary services with mass appeal or the introduction of mainstream
U.S. satellite services, it is likely that within the mid-term the industry will find a new
equilibrium not far from the current balance of viewing. A view of this balance in the
mid-term, however, will be obscured by the current economic clouds.

The absence of clear trends independent of non-broadcasting-specific considerations
renders it challenging to develop a view of OTA broadcasting in the mid-term. The
Commission is currently dealing with assertions by the major broadcasting groups that
the business model for OTA television is unsustainable. As a result, some broadcasters
have indicated that they will close some small-market stations which are considered
unviable.

Proliferation of advertising choices

At the same time, the Internet as a platform for the distribution of broadcasting and
other information/entertainment content is becoming a source of competition for
Canadian conventional services, though its current role is largely complementary with
respect to professional programming.

publ i s

resul ts
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17.

18.

19.

20.

It would be premature to pronounce on the potential for Internet-delivered content to
further fragment audiences. Many observers believe that the Internet will prove to be a
complementary distribution network to existing platforms, while others indicate that it
will eventually become a substitute for cable, IPTV and DTH distribution. What is clear
is that the consumption of broadcasting content online has become commonplace,
especially among youth. 3G wireless networks have enabled consumers to use
wireless devices to consume online broadcasting content such as mobisodes.®

The effect of an advertising revenue shift to the Internet is more difficult to document,
largely because there are no universally accepted measures for audience, traffic and
revenue, nor any central aggregation point for that data to provide a macro-economic
view.

According to the I nteract i vmosthetenteCanadiani ng Bur eau
Media Usage Trends study published in February 2009, the landscape for advertising
and consumption has been profoundly changed by the introduction of the Internet:

9 the Internet stands third behind television and radio in terms of total weekly time
spent with all media;

9 the Internet is now the number one medium in terms of percentage share of
weekly time spent for both persons aged 18 to 24 (40%) and 25 to 34 (33%) in
English Canada. In Quebec, online is now the largest component of time spent
with media for persons aged 18 to 24 and the Internettimei s fafp@stoachi ngo
radio and television time among persons aged 25 to 34;

9 the Internet now reaches more adults each week than either magazines or
newspapers; and

 thelinterneti s n o wa i & e © & c tklévisionifot vieekly reach among
persons aged 18-24 nationally.

Canadians have consistently ranked among the highest users of online video, as

measured by metrics company Comscore. According
2009, 21.1 million unique viewers (88% of online Canadians) viewed 3.1 billion videos,

or 147.1 each. This compares to 135 videos per viewer in the U.K., 107.5 in Germany,

90 in the France and 87.9 in the U.S.

Figure 3. Downloading, streaming or watching television on the Internet

30%
[—

25%

20%
g
o 15% -
[}
o

10% -

0% - T T T T T T ——
Total 12-17 18-29 30-44 45-59 60+
Age
B Less than monthly B Monthly O Weekly O Daily B Several times a day

Question: Please tell me how frequently you use the Internet for the following activities?
Download, stream or watch television.

Source: Charles Zamaria and Fred Fletcher, (Canadian Internet Project), Canada Online! The
Internet, Media and Emerging Technologies: Uses, Attitudes, Trends and International
Comparisons, 2007

®The

term Omobisoded refers to mobile television episodes, oftel
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As a result of this shift, it is possible that at
least some advertising revenue that would
previously have been spent on traditional
broadcast platforms is now shifting to online

Figure 4. 2008 Online advertising
revenues by advertising vehicle

Emain
services. The extent to which this is new Classifieds/ 1% A
revenue or a shift in revenue is difficult to D"Z%‘;”es D‘;fo'/"n‘y
0

determine given that the majority of
advertising dollars flowing into Canadian
online vehicles is to classified ads and

Video
1%

directories, display advertising such as
banners, and search keyword advertising.
According to the Interactive Advertising
Bureau of Canada, video advertising online
represented just 1% of online ad revenues
in 2008 (see Figure 4).”

22. PricewaterhouseCoopers estimates that by 2013 video (and rich media) advertising will
represent close to 2% of (wired) Internet advertising in Canadad representing U.S.$45
million out of a total Internet advertising spend of U.S.$1.970 billion. This would amount
to a 23% CAGR from 2009 to 20130 the fastest, notes PricewaterhouseCoopers, of all
online advertising categories for the next several years. This growth is facilitated in part
by video streaming of television shows containing video ads, the popularity of video
sites and television network Web-video sites.®

Search
37%

Source: Interactive Advertising Bureau of
Canada

23. Video advertising is considered by marketers a premium way to influence customers,®
and the rates now being paid to place video spots on mass-appeal and valuable niche
websites are approaching, sometimes exceeding, rates for the traditional television
platform. While prime-time television shows currently fetch a U.S.$25 CPM, some
premium websites can charge up to U.S.$100 CPM, according to a 2008 eMarketer
study.'® Traditional television platforms have not kept pace with Internet CPMs for
video, largely because the Web and other online applications and services offer
increasingly sophisticated two-way interaction between advertiser and viewer, as well
as granular tracking data unique to the interactive platform.

24. Advertisers are also taking advantage of the opportunity the Internet provides for free
advertising by creating videos that they post to sites like YouTube or on their corporate
website in the hopes that they will @ o v and ke kh@red by viewers. Examples

include 0bBraisdeé vliea,sréated for Sungilk hair care, which was viewed
2.8 million times in the two weeks after itwas posted,and fATea Partayo, create
Smirnoffs, which was viewed more than 1.3 milliontimes.1 n t he case of fTea Pal

visitors to the Smirnoff website posted it to YouTube, so nothing was paid to YouTube
by Smirnoff. Companies can also take advantage of the lack of advertising regulation
on the Internet to post edgier videos on their websites.

25. The value that advertisers appear to place on the interactive possibilities of online video
advertising indicates continued growth for this category. Some observers have noted
that there is the potential for an advertising revenue outflow from Canada to other
jurisdictions. The impact of such a trend is unclear as there is currently little
understanding of the source of dollars flowing into such online vehicles as search
keywords, banners and other non-video advertising methods. While current incentives
such as provisions of the Income Tax Act that offer credit for advertising placed with

" Interactive Advertising Bureau of Canada, 2008 Actual + 2009 Estimated Canadian Online Advertising Revenue
Survey.

® PricewaterhouseCoopers, Global Entertainment and Media Outlook: 2009-2013.

® September 2007 research by online ad firm doubleclick indicates that, in 2006, 8% of video ads generated a user
interaction, users click to play a video ad more often than they click banners, and clicks to video ads are five times
higher than for image ads. http://www.doubleclick.com/insight/pdfs/dc_videobench0702.pdf.

10 http://www. clickz.com/3631009.
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29.

30.
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Canadian broadcasters appear sufficient to prevent a wholesale loss of revenue to non-
Canadian sources, there is no guarantee that new forms of advertising that reach
Canadians from off-shore will not divert significant revenues from the Canadian
broadcasting system.

There are clear indications that the Canadian advertising sector has begun to embrace
online video advertising. In November 2008, the Institute of Communications and
Advertising, the Association of Canadian Advertisers and the ACTRA reached an
agreement that, broadly, halves the rates paid to performers for the use made of their
talent on new media platforms and builds in flexibility for creating lower-budget new
media content by, for example, offering a new four-hour session call at the half-price
rates. This temporary, experimental rate card for commercials made for new media will
expire on 1 December 2010, six months prior to the end of the agreement.

As the return on investment for Internet advertising, especially video advertising, is still
unproven, the ACTRA commercial agreement has the potential to accelerate
investment in the mediumd or at least to ensure that performer compensation does not
serve as a disincentive.

Broadcasters have tentatively begun exploring the value of advertising as a support to
the distribution of online, professional programming. Early learning, according to

panelists at the I nteract i WalineAvidgoanrCarnadai n g

event held in April 2009, is that video advertising embedded into segments is more
effective than advertising on the margins of a video player. This bodes well for
broadcasters as the intermediaries of content. Further, consumers seem to be more
open to advertising around long-form content, whic h agai n wor ks i n
favour in terms of attaching revenue to professional content. However, considerable
work remains to be done with respect to measuring the effectiveness of video
advertisingd an issue that will not be settled for at least two or three years as business
models and technology continue to evolve.

Personal Video Recorder (PVR)ll Penetration in Canada

According to a study conducted by Solutions Research Group in November 2008,
PVRs are in approximately 1.7 million Canadian homes, representing a penetration rate
of 13%. This is in line with a separate study conducted in July 2008 by
OmniVu/Television Bureau of Canada study which placed Canadian PVR penetration
at 13.5%." By comparison, the penetration rate for PVR in the U.S. stands at
approximately 25%.

A study conducted by Media Technology Monitor also reveals that 80% of PVR owners
watch a program recorded on their PVR in a typical week and that PVR owners watch
approximately 7 hours on average of PVR-recorded shows per week. Interestingly, of
those surveyed who did not own a PVR, 13% indicated they would probably or
definitely buy or rent a PVR in the next 12 months, compared to 11% in 2007 and 13%
in 2006.™ This trend demonstrates that Canadian consumers have for the most part
been relatively slow but steady in adopting PVR technology. PricewaterhouseCoopers
shows the number of households in Canada with a PVR growing from 2.2 million in
2008 to 6.7 million in 2013, a CAGR of 32.10%, in its Global Entertainment and Media
Outlook 2009-2013 report. The corresponding penetration is 17.7% of households in
2008 growing to 51.9% in 2013. It should be noted that PVRs may be a transitional
technology as more BDUs offer IPTV or IP-based portals to access programming and
as such the growth in penetration of PVRs may be limited.

! personal Video Recorder (PVR) and digital video recorder (DVR) are both used to describe hard drive-based
digital video recorders; in this document the term PVR will be used.
12 www.tvb.ca/pages/faq_htm, Frequently asked questions.

3 www.tvb.ca, SRG Says On Demand TV Viewing Moving Online in Canada, 10 February 2009.
' Media Technology Monitor, Personal TV, Anytime, Anywhere 2008.
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31. Although early adopters of PVRs were heavy users, later adopters have demonstrated
less usage, using their PVRs approximately two-thirds less.

3.2.2 Ad avoidance on PVRs

32. Although it was initially believed that PVRs could deal a fatal blow to advertising
supported television, recent research has demonstrated that the impact of PVRs on
advertising may not be as profound as originally expected. In fact, according to CBS
Research, PVRs have had the effect of increasing pro%ram audiences, demonstrating
that those with PVRs generally watch more television.

33. Live television is still seemingly well entrenched in the television consumption habits of
North American consumers. A study conducted in Canada by BBM Analytics in July
2008 revealed that 99% of television viewing is still done in live mode.'® According to
studies conducted by Turner Broadcasting in the U.S., families with PVRs spend 15 to
20% of their viewing time watching pre-recorded shows."’

34. Not surprisingly, advertisers have responded to the popularity of PVRs by adapting
advertisements to PVR consumption habits, most notably to offset the propensity of
PVR users to fast forward through commercials.

35. Among these adaptive measures, advertisers have developed static advertisements
that convey the desired message at high speeds, as well as putting short programming
segments in the middle of advertising breaks, or even running advertisements that
resemble programs. Another technique used to counter ad avoidance is to overlay the
ad in a crawl or banner along the bottom of the television screen or to split the screen
to concurrently display ads while the program, most typically one that does not naturally
have breaks like auto racing, is broadcast. In addition to these measures, advertisers
have also increased the frequency of product placement within programs.

36. There is evidence to support the thesis that these measures seem to be having the
desired effect, as the BBM study cited above revealed that almost 75% of those
surveyed reported that they were aware of specific advertisers or brands while in fast
forward mode. Furthermore, more than 50% of people surveyed who use their PVR to
fast forward or skip commercials stop and watch relevant or entertaining ads,
particularly in situations where the brand being displayed is of interest to them or if they
find the commercial to be entertaining.18 These findings are similar to those found in the
CBS Research study in the U.S, which also revealed that ad recall among PVR users
was affected by the quality of the commercial and the genre of programming.

37. Going forward, set-top-boxes, which for the most part house PVRs, will undoubtedly
enable innovative advertising capabilities for advertisers such as targeted advertising,
addressable advertising or interactive advertising. These innovations may help offset
the negative impact that recording was expected to have on the television advertising
industry.

3.2.3 The outlook for NPVR

38. A NPVR is generally defined as a service that allows individual consumers to record
programs of their choice. The programsar e st ored in a service provid
facility in order to be accessed at any time by the consumer.

39. NPVRs operate in a manner similar to VOD, with the exception that the consumer
decides what content is to be recorded rather than the content offering being dictated
by the service provider. Although most Canadian distributors offer VOD services, there
are currently none that offer NPVR services.

5 www.tvb.ca/pages/tv-pvr.htm, Television and the PVR.

®www.tvb.ca, Co mmer ci al Ski ppj4Bgptembden2008an | ssued
7 www.economist.com,The revol ut i, d3mprit 2009t wasnot
®Bwww.ivb.ca, Commerci al Ski mpgSeptgmbérRa®8. an | ssue
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41.

42.

43.

44,

45,

46.

47.

The numerous benefits of NPVRs relative to set-top PVRs for both consumers and
service providers suggest a positive future outlook for NPVRs. Set-top PVRs can
account for as much as 10% of capital spending by major service providers, meaning
that network PVR deployment could result in substantial cost savings for providers
while eliminating the requirement to install, maintain and update PVR hardware.
Network PVRs could also allow service providers to customize service offerings and
take advantage of future targeted advertising and dynamic ad insertion opportunities.

For their part, consumers would no longer need set-top PVR hardware but would retain
the benefits and functionality of set-top PVRs, while potentially having increased
flexibility to expand storage capacity without necessitating hardware upgrades. If
configured as such, network PVRs could also allow consumers to record more
programs concurrently, as hardware constraints limit the number of concurrent
recordings for most set-top PVRs.

As Canadian service providers increasingly invest in developing their VOD platforms
and as more content is made available on VOD libraries, there is reason to question the
future relevance of set-top PVRs, particularly where non-live programming is
concerned. Given that most VOD content is made available within 48 to 72 hours of the
original air date, consumers would generally have access to their desired content
without necessarily having to record shows via their PVRs.

As demonstrated in the European and Asian markets where NPVR services are
available, there are many different approaches and business models being explored for
NPVR services. For example, when Italian provider Fastweb initially launched its NPVR
service in 2002, it required that its viewers request the recording of a program.
However, since 2006, Fastweb has made all broadcast programs from the previous
three days available to viewers, making its NPVR service similar to VOD. For its part,
Swiss provider VarioTV offers a model based on consumer use, whereby consumers
receive 4 hours of total storage in the basic cable package, with the option of paying 30
Swiss francs for 30 hours stored for up to 30 days or 60 Swiss francs for 60 hours of
storage for up to 60 days.

Many content providers contend that NPVRs violate copyright rules, making the
contentious copyright implications of NPVRs the largest obstacle to the launch of NPVR
services in Canada. While rights to distribute content via VOD platforms are negotiated
between service and content providers, NPVRs are regarded as a way to circumvent
the negotiated rights process.

In the U.S. in 2006, Cablevision Systems Corp. announced plans to offer a NPVR
system that would allow subscribers to store television programs on the cable
operator's computer servers and then play them back at will. A number of film studios
and major television networks, including Time Warner Inc., News Corp., CBS Corp. and
Walt Disney Co., sued Cablevision Systems Corp. in an attempt to block the new
service on the basis that it violated copyright laws. This has resulted in an extensive
court battle. The U.S. Appeals Court ruled in August 2008 that the NPVR should be
treated essentially the same as a set-top box PVR and that it was not directly in
violation of copyright laws. In June of 2009, the Supreme Court cleared the way for
Cablevision Systems Corp. to offer its service.

In Canada, an Act to amend the Copyright Act (Bill C-61) was introduced to the House
of Commons in June 2008 (and later died on the order paper) which included a
provision to allow personal time-shifting, while specifically excluding network-based
video recorder services from its scope (Section 29(23)5). In the summer of 2009, the
Departments of Industry and Canadian Heritage undertook public consultations as part
of the process to update the Copyright Act, with a view to introducing a new bill.

Although some Canadian providers indicated interest in a future NPVR deployment
during the Commi s s theBDY segubat@r Bamewerk, NeVR o f
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deployment may require partnerships with broadcasters and content providers in light

of Canadian copyrightrules.] n response to the Commissionébés cal
2008 on a proposed regulatory framework for VOD undertakings, most BDUs stated

that technical, business and copyright issues are currently obstacles to the roll-out of

NPVR services. As a result, deployment of NPVR services in Canada remains highly

uncertain in the near-term.

3.2.4 Increasing demand for VOD services

48. As a key differentiator between cable and IPTV providers and DTH television services,
VOD could continue to reshape the competitive dynamic between the two competing
television distribution technologies as DTH providers must rely on distant signals to
provide time-shifting capabilities to consumers. This is due to technical limitations which
currently prevent DTH providers from offering true VOD services to consumers. While
cable and IPTV providers could opt to eliminate distant signals in favour of an all-vOD
platform, DTH providers may have little leverage in negotiating distant signal rights with
broadcasters. However, it should also be noted that some Canadian DTH providers,
Bell Canada for example, are offering Internet VOD to their subscribers.

49. According to a study conducted by BBM Analytics for Media Technology Monitor,
among digital cable and IPTV subscribers, VOD penetration for the Canadian English-
language television market stood at approximately 30% in both 2007 and 2008. This is
a slight increase versus the 24% penetration rate of 2005." However, in terms of the
total 18+ English-language population, Canadian VOD penetration stands at 9%.
Wher e Canad a d4danglagetteldvision marktet is concerned, VOD
penetration among cable and telecommunication company subscribers is slightly
higher, increasing from 28% in 2005 to 39% in 2008. However, in terms of the total 18+
French-language population, VOD penetration stands at 12%.%°

50. However, although growth in VOD penetration among the general population can be
characterized as modestbutnonet hel ess steady, ambmguserer vi ceds p
has increased at a more robust pace. In April 2009, Rogers Communications Inc.
reported that customer demand for its VOD services had more than doubled since
2005, with usage of the service increasing from 50 million views in 2005 to over 100
million views in 2008.% For its part, Shaw Communications Inc. reported a 74% year-
over-year increase in demand for its VOD services, having received 83,000 in one day
during the month of March 2009.%

51. Interms of revenues attributed to VOD, according to PricewaterhouseCoopersé &lobal
Entertainment and Media Outlook, Canadab6és VOD revenues are expec
U.S.$110 million in 2009, with an estimated CAGR of 14.9% into 2013 almost doubling
the mar ket dsUSSMallon’al ue t o

52. Growth in VOD will be driven primarily by an increase in available content as
distributors continue to expand their VOD offerings in order to drive incremental
revenues from the platform. For terrestrial cable providers, VOD also represents a
significant competitive differentiator versus DTH providers as the unidirectional nature
of the satellite architecture prevents satellite providers from offering a true VOD
experience.

53. As part of the 2008 review of the BDU regulatory framework, the Commission adopted
a policy with respect to Canadian distant signals that would require all licensed BDUs to
obtain the consent of OTA licensees prior to distributing their local stations in a distant
market. As such, OTA licensees would be permitted to negotiate payment from BDUs

19 Media Technology Monitor, Personal TV: Anytime, Anywhere 2008.

% Media Technology Monitor, Télévision personelle : en tout temps et en tout lieu 2008.

2 http://cable.tmcnet.com, Personalized TV with Rogers on Demand proves hard to resist, 6 April 2009.
2 hitp://news.moneycentral.msn.com, Shaw Video on Demand is in Demand, 21 April 2009.

2 pricewaterhouseCoopers, Global Media and Entertainment Outlook: 2009-2013, p.186.
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for the retransmission of their local stations as distant signals. While distant signals
have historically allowed distributors to cater to the time-shifting demands of
consumers, the development of expanded VOD offerings would allow them to provide
consumers with almost endless time-shifting flexibility, thus reducing the need to carry
distant signals.

3.25 Cable and IPTV response: targeted advertising

54. Inresponse to the competitive threat by new, interactive platforms and trends towards
ad avoidance, broadcasters and software firms are developing strategies and formats
to increase the effectiveness of the advertising message. Technologies are now
employed or being contemplated by cable and satellite operators that ride on the digital
platform with messages delivered to a specific demographic using set-top boxes.

55. There are three levels of advertising strategies that are being developed today:

i targeted i aimed at households in a specific geographic area or based on the
type of programming delivered. This approach is based on audience
ratings/data collected by companies who provide the advertiser with
demographic information about a served area;

I addressable i involves dynamic ad insertion into programs such that the ads
are directed to a particular household, based on who is watching according to
select characteristics 1 age, gender, income, geography. The set-top box
stores information on the viewing habits, builds a profile of the subscriber,
matches it with other information such as ratings and delivers a more efficient
and effective commercial for which advertisers are willing to pay a premium
(@ddressabl e is often ref,andred to as fisuper t &

9 interactive i enables the viewer to use a remote control to stop the message,
seek more information on the advertised product or participate in a poll or
game. These ads enable advertisers to obtain richer consumer data, fine-tune
their messages and evaluate the adbés effecti
exposure but transactions by the viewer.

56. Targeted advertising has been in use for some time and is being further refined to add
more customized messages. OpenTV24 and Singular Logic (Ads by Choice25) are
examples of software companies which develop targeted advertising solutions.

57. Addressable advertising has been in testing stages in large urban U.S. centers for over
two years. In 2008, Comcast Corp. considered that it may take about three years for
the cable companies and ad agencies to begin to implement this technology as part of
their advertising strategy. In June 2009, DirecTV announced that in January 2011 it will
implement a commercial rollout of an addressable advertising system using technology
from Invidi. This announcementmay accel erate or influence other
technology decisions.

58. Vidéotron Ltd. launched interactive advertising on its lllico digital cable network in 2006.
TVA Group Inc. also uses it in its VOD ads. Both use etc.tv, an advertising-on-demand
network which allows television viewers to link directly to a long form advertisement
from a traditional length television ad.”® Interactive ads have been used by large cable
companies in the U.S. over the last two years, but will be increasingly employed by
advertisers on their websites.

59. Over the next five years advertisers, broadcasters and broadcast distributors will be
placing increasing emphasis on the effectiveness of advertising messages, the value of

2 www.opentv.com
% www.singularlogic.com
% http://www.etc.tv/home.htm
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60.

3.3
61.

62.

these strategies in delivering better returns on investment and determining how to
share in the revenues based on the new advertising technologies.

These new advertising technologies have the potential to challenge current regulatory
approaches in the mid-term, particularly those defining the distributor/broadcaster
relationship. The evolution of the business model for these services is still in the early
stages and there are challenges ahead to determine the role of broadcasters and
distributors in these new value chains.

Continued protection for the rights market

Canadian rightsholders and industry observers have expressed concerns that online
video broadcasting may result in the creation of a North American or even global rights
market for television programming, bypassing Canadian licensees and jeopardizing
distributor and broadcaster contributions to the Canadian broadcasting system.

Building on protection for Canadian broadcasters, foreign producers have generally
found it worthwhile to reach Canadian audiences through the Canadian broadcast
system, treating Canada as a separate rights market. Overall, Canadian broadcasters
spent $1.15 billion on non-Canadian programming in 2008. This does not include the
$281 million paid by Canadian distributors in affiliation payments to U.S. cable and
satellite services. As shown in Figure 5 below, total expenditures on non-Canadian
programming have trended significantly upward in recent years, increasing at a
compound annual rate of 9.4% between 2005 and 2008.

Figure 5. Non-Canadian programming expenditures by conventional, specialty, pay and VOD
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63.

64.

An important consideration is the extent to which technological protection measures
and digital rights management technologies will continue to serve as an underpinning
for the existing rights regime.

To date popular American network programming has generally been geo-blocked27 by
U.S. networks and online aggregators to restrict non-Americans from accessing it when
delivered online. Increasingly accurate geo-blocking technologies are being used by the

" Geo-blocking or geo-gating is the practice of preventing access to websites from visitors in particular countries or
regions by using their IP address to determine their location. Other information may be used to supplement the IP
address such as e-mail addresses, payment/credit card information and registration information.
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U.S. networks on their own portals and on popular U.S.-based aggregators such as

Hulu.com (owned by NBC/News Corp.). AppleInc.6s popul ar i Tunes store ma
separate destinations for American, Canadian, U.K. and other jurisdictions. Television

shows available for download in the U.S. may not be available in Canada if a Canadian

broadcaster has not negotiated the appropriate rights from the producer and an

agreement with Apple Inc.

65. Current approaches to protecting territorial rights by geo-blocking depend on the
successful identificationofvi si t or s 8 ¢ e o isitemgfrom ajurisdctiorafori o n .
which the content provider has not licensed distribution rights are generally either
directed to a page explaining that the content is not available or to a site operated by a
content provider that has negotiated the appropriate rights.”® To date these access
controlshave relied on identifying visitorsd | P addr
origin in order to block unauthorized visitors.

66. The continued effectiveness of blocking access to websites or content based on IP
address is not certain. Proxy software, which ma
increasingly prevalent, if not always effective. The cycle of circumvention technique
development and corresponding anti-circumvention responses will continue for the
foreseeable future. In the mid-term, there is no evidence that circumvention techniques
will become predominant enough or resistant enough to technological responses to
endanger whatever geographic rights market models evolve.

67. The extent to which U.S. producers are willing to make their content available to
Canadians online, either by subscription or supported by advertising, will clearly be a
function of which distribution tools maximize revenues. The existing rules supporting a
separate Canadian rights market for private television have resulted in a market for
foreign programming worth $1.4 billion to those broadcasters and producers between
affiliation payments and program acquisition. A loss of exclusivity that would occur if
Canadians could consume programming content from non-Canadian broadcasters
would likely diminish the value to Canadian broadcasters and distributors of that
content, significantly reducing the price they are willing to pay.

68. To put this into perspective, video/rich media advertising for wired platforms was
estimated by PricewaterhouseCoopers to be worth U.S.$16 million in 2008. This is
forecast to grow to U.S.$45 million by 2013.%° The loss to broadcast content companies
of any significant part of Canadian affiliation and licensing revenues seems unlikely to
be replaced by additional spending by advertisers in this context.

69. Inlarge part, advertising revenues in radio are driven by locally produced and relevant
drive-time programming including news and music. Spending by Canadian
broadcasters on syndicated radio programming could be more easily replaced within
the system, but that the overall effect on contribution to the Canadian system is less of
a concern.

3.4 Alternative programming sources

70. The issue of program rights is related to the growth of new hardware products coming
on stream that provide audiences with programming from various professional and non-
professional sources outside traditional distribution media such as cable television or
DTH services.

71. Multiple vendors now offer set-top boxes that provide television and other programming
delivered over Internet. These include devices such as the AppleTV, the Roku Netflix
box, the Vudu set-top box and ZillionTV. Furthermore, popular game consoles with

®BCanadi an visitors, for instance, to Co nbalyghoCemmenta®l 6s website see
redirected to the Canadian rightsholder for that show i in this case CTV-owned The Comedy Network.
® pricewaterhouseCoopers, Global Media and Entertainment Outlook: 2009-2013, p.186.
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installed bases in the millions worldwide also feature software allowing streaming,
downloading and television playback of programming.

72. These set-top boxes and other hardware devices are increasingly providing television
programming to American users, but the vast majority of this content, especially high-
quality professional U.S. programming, will only be available to Canadians as deals are
struck between the Canadian rightsholders that have exclusive licences for the
distribution of programming in this country and the U.S. content aggregators that
provide the services to these boxes (provided the geographic rights market is
maintained as outlined earlier).

73. Canadian broadcasters will take advantage of these technologies as rights issues
become clearer. CTVglobemedia Inc. and the CBC have both made a significant
quantity of Canadian television programming available throughi Tunes é online store
and various providers of specialty service programming have done the same. However,
there is virtually no mass audience U.S. drama or other programming available through
Internet-enabled set-top boxes at this time. Set-top box vendors typically use a
combinationofgeo-b | ocking and credit card billing addres:
location and to ensure that only content for which the broadcaster has rights in Canada
is available to Canadians.

74. While various broadcasters, licensed and unlicensed, make their programming
available for viewing on demand through web portals, the use of set-top boxes is
generally the only way to purchase high-quality television content suitable for viewing
on a large screen, especially for HD content. In some cases, the set-top box can serve
as a media extender, providing a link between a PC-based library of content and
television screens.

75. In 2008 and 2009, various television manufacturers, including Samsung, LG and
Phillips, announced Internet-enabled televisions, or television sets that have built-in
network connectivity (both wireline and wireless). The TV sets are often able to play
video files that sit on a media server PC in the home network as well. Some analysts
believe that the rising trend of using televisions to access the Internet is resulting in an
increased amount of content being supplied by Internet companies. In the U.S.,
Amazon, Netflix and Blockbuster have all announced additional content from major
entertainment studios, as well as deals with hardware manufacturers to connect their
services to the television.** With the use of home media server and Internet-access
capabilities built into televisions, some consumers may move away from physical,
hardware-based set-top boxes to software-based set-top box capabilities.

3.4.1 Thetrend toward online content aggregation

76. Aninnovative environment for the streaming of high-quality, professionally produced
content is developing south of the border with potential implications for the Canadian
market.

77. Broadcasters are testing the distribution of content online with direct-to-viewer
websites. Thi s st theafragengnyatios of vide@dources) rgakingiit s
increasingly difficult to compete in a crowded online marketplace for professionally
produced content.

78. The decision by large, vertically-integrated Hollywood studios to experiment with online
distribution of content via online aggregators such as Hulu (co-owned by NBC and Fox)
and Google-owned YouTube is an indication that the market may be moving towards
an aggregation model that, in many respects, mirrors the traditional broadcast
distribution model.

%0 http://ww.informationweek.com/news/personal_tech/TV_theater/showArticle.jhtml?articlelD=219100136,
Connected TV Sales Booming.
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79. Still to be proven is the thesis that consumers increasingly prefer a one-stop shopping
model, where content from major networks and content providers is featured on a
limited number of portals. This could simplify the consumer experience by leveraging
the significant drawing power of major content providers such as broadcasters and
packaging that programming on a unified platform. It would allow content providers to
enhance promotional activities by pooling resources under a single brand, as well as
allowing advertising opportunities across different shows or show types by offering
advertising options with similar audience demographics in a network-neutral manner.

80. Although still much smaller than its rival YouTube, which accounts for 41% of all U.S.
streamed video, Hulu now ranks as the fourth most popular destination for online video,
and ScreenDigest predicts that Huludés 2009 ad re
with both drawing in approximately U.S.$120 million in the U.S.*

8l. Hul uds bus irapreserds ametativelyl balanced approach that accounts for the
interests of three major stakeholders: content providers, distribution partners and Hulu.
Specifically, the proposed business model involves a distribution of revenues that
would see content partners keep 70% of gross ad revenues, distribution partners (third-
party syndication sites) 10% and Hulu approximately 20-30% depending on whether a
distribution partner is involved. This model may evolve.

82. There are indications that YouTube plans to migrate away from it roots as a user-
generated content portal by redesigning its portal to clearly distinguish premium content
from user-generated content in order to strengthen its business model by creating a
more advertising-friendly environment.* This is a clear sign that major players in the
industry have begun to identify key success factors that could lead to a profitable
business case for the streaming of professional content via the online platform.

83. The landscape may evolve differently in this country. With 90% of Canadian
households subscribed to a BDU for television se
BDUs and two DTH providers capturing 90% of all BDU subscribers,*Canadaés | ar gest
BDUs possess a substantial amount of leverage in determining content distribution,
regardless of platform.

84. As aresult, BDUs may position themselves to stay relevant in the online distribution
value chain rather than cede the distribution of content to over-the-top third-party
aggregators that may or may not be broadcasters. BDUs are starting to attempt to use
their expertise as content aggregators in the traditional broadcasting arena, their
longstanding relationships with broadcasters (which generally hold exclusive rights to
the most popular video content) and the vertical integration that has equipped many
BDUs with significant Internet capability. Hence, it is possible that in lieu of a U.S.
model that would see aggregators such as YouTube or Hulu delivering streamed video
shows to Canadian audiences, BDUs could offer portals combining aggregated content
from all major broadcasters, thereby retaining control of content delivery as well as
minimizing the threat of competition. In the fall of 2009, Rogers Communications Inc.
and Bell Canada both launched such portals.

85. A major question remains whether Canadian BDUs would come together to offer a
single pan-Canadian portal, or whether each would attempt to offer a portal in its
distribution regions. Current competitive dynamics in Canada seem unlikely to produce
a single portal as two of the largest BDUs, Rogers Communications Inc. and Vidéotron
Ltd., will soon be competing in the 3G wireless arena, and developments in wireless
introduce the potential for out-of-territory competition between the entities.

86. A BDU- vs. broadcaster-led portal environment will likely be shaped by the different
power positions held by each. Whereas U.S. broadcasters are in many cases the

% http://newteevee.com/2009/03/31/analyst-hulu-to-bring-in-120-million-in-09/
%2 http://topics.nytimes.com/top/news/business/companies/youtube/index.htm|
% CRTC, Communications Monitoring Report 2009.
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producers of the content, thereby owning the corresponding rights, Canadian
broadcasters invest substantial sums to acquire these rights and must monetize them
by selling advertising that is highly dependent on distribution to the broadest possible
number of cable subscribers.

87. Asin the case of Hulu, a successful business model for Canada will likely be predicated
upon a revenue-sharing agreement between key stakeholders such as content
providers and distributors. Furthermore, although a business model for Canada
remains undefined, a subscription revenue model, tied to existing BDU services, is
starting to emerge as BDUSs look for ways to retain control of their customer bases and
avoid diluting revenues from traditional distribution platforms.

88. Given its much smaller market size relative to the U.S., there is doubt as to the

Canadian mar ket és abil i tnecedsarytgsepp@tapdatal t he advert
based solely on an advertising revenue model.

89. As for the potential of seeing Hulu or a similar service launch in Canada, the biggest
challenge would undoubtedly be resolving program rights issues. However, the fact that
Hulu is owned by major U.S. content providers can only help its cause in establishing a
potential framework for a Canadian Hulu. If these broadcasters want Hulu to be
available in Canada, they can take the necessary steps when negotiating the Canadian
digital rights to their programming. Canadian broadcasters have long argued that they
need U.S. programming to be profitable on the traditional television platform, meaning
that they have very little leverage when negotiating traditional and digital rights to U.S.
content. Although the limited size of the Canadian market creates uncertainty about the
applicabil ity o-dénlymadél in Eanada, tHyuehastindicatedhtigat it
intends to expand internationally, potentially including Canada.** Nonetheless,
replacing the revenues that Canadian broadcasters are able to offer on the basis of
significant ad sales will be a challenge.

3.5 Radio
90. In 2008, there were 1,191 over-the-air (terrestrial) radio services, of which 681 were
AM/FM commercial radio stations. That year, private commercial radi

advertising revenue rose 5% to $1.6 billion from $1.5 billion over the previous year. *

91. Commercial radio has experienced healthy growth in advertising revenues over the last
five years. Beginning with 2004, advertising revenues of $1.2 billion have had a CAGR
of 7% to 2008. During this period, radio profit before interest and taxes margins have
been in the 18% to 21% range.

92. Technological developments on various media platforms and growth of television
specialty channels and Internet services have brought increased competition for
audiences and advertising revenues. From 2004 to 2008, the weekly hours per listener
have declined 1% annually from 21 hours per week to 20 hours per week.*® In terms of
daily media consumption, it has been found that adults spend a third of their media time
with radio, just over a third with television and a fifth of their time using the Internet.*’

93. However, radio has held its own in terms of its share of advertising revenues relative to
other media sectors. OTAradi o6s mar ket share of total adverti:
all media has been a consistent 10% from 1998 to 2008.% This is in spite of the fact
that Internet advertising revenue share is growing at faster rate than the shares of each

% http://www.hulu.com/about/media_faq and
http://www.mediapost.com/publications/?fa=Articles.showArticle&art_aid=105615
% CRTC, Communications Monitoring Report 2009.

% CRTC, Communications Monitoring Report 2009.

%" Radio Marketing Bureau Presentation to CRTC, 20 January 2009.

% CRTC, Perspectives on Canadian Broadcasting in New Media, May 2008.
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94.

95.

96.

97.

98.

of the major media sectors such as television and print, although much of the revenue
accruing to the Internet is non-broadcasting related.*

Indications are that the economic slowdown in the U.S. and Canada will likely have an
impact on radio advertising growth in the near-term. The Canadian Radio Marketing
Bureau, which monitors 15 major city radio markets in Canada, has reported that from
September 2008 to March 2009, advertising revenues in these markets were $523
million, down from $539 million for the same interval in the previous year, a decrease of
3%."° For the period 2009 to 13, it is estimated that radio advertising revenues will
shrink4lat an average compound annual rate of 2.1%, falling to U.S.$1.2 billion in

2013.

Although the economy will likely have an adverse effect on radio advertising in the
near-term (2009 to 2011), PricewaterhouseCoopers expects that new stations and
radio station collectives will contribute to a recovery in the long run. One of the key
drivers of revenues that will re-emerge will be the sale of advertising by radio station
collectives selling national time across a number of markets simultaneously, enabling
advertisers to reach a large number of people in a single buy.**

The radio industryo6s fdecade was,ingphrt, dueitc geeesals
economic growth, regulatory changes which in 1998 allowed for greater concentration
of ownership to enable it to withstand competition from other media, regional/local
businesses6continued use of radio for advertising (unlike television broadcastersd
reliance on national advertising) and conversion from the AM to the more popular FM
band. In addition, stations are free to self-regulate with respect to the number of
commercial minutes they want to air per hour.

With the growing popularity of the Internet, radio has evolved to become a medium
compatible with and complementary to the Internet. It draws audiences by way of
podcasts, extending its reach to radio audiences on its website and engaging their
views and comments. In addition, the majority of radio broadcasters now simulcast
online and some deliver music on wireless handsets. There are over 600 radio stations
from across Canada streaming live on the Internet, according to Canadian Web Radio
(http://www.canadianwebradio.com/). For advertisers, radio stations provide an Internet
venue for commercial messages and links to local businesses.

Over-the-air radio has stayed relevant because of its accessibility, its connection with
the community it serves in terms of music played, information content (news, weather,
sports), its non-obtrusive appeal (listeners can engage in other activities while listening
to radio) and the fact that it is free. Although the younger demographic is listening to
less radio (see table 2), the Radio Marketing Bureau is of the view that they are
repatriated upon maturing into the next life-phase.

* Ibid.

“? Radio Marketing Bureau Inc., Trans-Canada Radio Advertising by Market (TRAM) Report Year-To Date March

2009.

“ pricewaterhouseCoopers, Global and Media Outlook: 2009-2013.
“2 pricewaterhouseCoopers, Global and Media Outlook: 2009-2013.
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Table 2. Average weekly hours tuned per capita by age group43

2004 2005 2006 2007 2008
Weekly hours per age group

All persons 12+ 19.5 19.1 18.6 18.3 18.3
Annual Growth 0.0% -2.1% -2.6% -1.6% 0.0%
Teens 12 17 8.5 8.6 7.6 7.2 7.2
Annual Growth 0.0% 1.2% -11.6% -5.3% 0.0%

Adults
18-24 15.7 15.2 14.1 13.3 13.1
Annual Growth -3.7% -3.2% -7.2% -5.7% -1.5%
25-34 19.3 18.1 18.3 17.4 17.3
Annual Growth 0.0% -6.2% 1.1% -4.9% -0.6%
35-49 215 21.0 20.6 20.2 19.9
Annual Growth 0.9% -2.3% -1.9% -1.9% -1.5%
50-54 21.6 215 21.0 21.2 215
Annual Growth -0.9% -0.5% -2.3% 1.0% 1.4%
55-64 22.1 21.9 21.1 211 21.1
Annual Growth 0.9% -0.9% -3.7% 0.0% 0.0%
65 + 22.3 21.6 21.3 215 21.6
Annual Growth 0.0% -3.1% -1.4% 0.9% 0.5%

Source: CRTC, Communications Monitoring Report 2009

99. The potential for diminishing audience levels due to fragmentation brought about by the
proliferation of new media choices is not as great for OTA radio as that for OTA
television. Unlike Internet browsing and television viewing which requires dedicated
attention on the part of a user, radio can be listened to by an audience engaged in
other activitiesd driving, working, shopping, etc. Over the next five years it is expected
that radio will endure as a medium available anytime, anywhere to listeners.

351 Outlook for radio

100. Audio broadcasting faces a rapidly changing environment. Today, audiences have
many options in radio listening, across a range of platforms from traditional AM/FM
radio to cable, satellite and Internet. It is likely inthe mid-t er m tdhiaotd fwia | evol ve
encompass an even broader range of listener choices, delivered over a variety of
distribution mechanisms. Some radio broadcasters are defining the evolution of radio
as the addition of video or images to the audio stream, which could see radio evolve to
mobile video.

101. For established broadcasters, these platforms and technologies bring the following new
challenges: investing in new modes of delivery, responding to increased competition for
audiences and generating new revenues. Unregulated audio technologies include MP3
players, iPods, Internet music, radio streaming, podcasting, peer-to-peer file sharing,
downloading and cell phone radio.

102. Although conventional radio is doing well, new audio services and content delivered via
the Internet are drawing listeners. With barriers to entry falling in the delivery of these
services, the question then becomes: whatis contentt he finext 6 radio to del.
how can this content be more tailored to a |liste

103. Developments in personalization (custom audio content) and portability (podcasts, MP3
players) are enabling listeners to shape a more customized audio service. The
following describes some of these developments.

8 CRTC, Communications Monitoring Report 2009.
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104. MySpace, a social networking website launched in 2004 with an interactive user-
submitted network of friends, groups, music and videos, allows artists (and users) to
upload and sell their music to millions of members daily and enables users to create
custom playlists.

105. A proprietary media player application introduced by Apple Inc. in 2001, iTunes, which
is used to organize and play digital music (and video) files available on the Internet, is
now provided on AppleInc.6 s i Pod a Apple usétshcandewnload and organize
iTunes from a store of music (and video applications) on the Internet for free. A
selection of free Internet radio stations is also provided. Other device manufacturers
and content providers are following suit.

106. Among the many radio services available over the Internet, there are audio websites
with a wide range of genres that have evolvedtodel i ver mor e personalized o
content. These audio applications build a profil
recording details of tunes listened to, then logging their characteristics in a database
which provides a playlist that reflects those characteristics and that also relies on the
collective listening habits of its users. Last.fm, a U.K.-based Internet music engine
founded in 2002, is such a service, with 140+ AM and FM stations.

107. Another user-customized music service is Pandorad a recommendation service which
plays selections musically similar to a userd
from user feedback. In 2008, Pandora launched a mobile version on the Apple iPhone
and iPod Touch and blocked access to Canadians due to copyright considerations.

(@)
(7]
—

3.5.2 Web radio: The Business Challenge

108. Historically consumers haveexpe ct ed t hat r a diragitiomalilsoadrast s fAfr ee
radio has been funded by advertising. Web radio, which is innovative, novel and
appealing, is in the midst of experimentation with business models. The question is: will
web radio continued to be offered for Afreeodo or

consumers and enough differentiation from traditional radio that consumers will pay for
it?

109. Web radio is in the process of evolving towards a subscription model but there are still
some providers of f er iSmapthe releasenfeRhone, &dmlefn@ar Afr eeod.
has stopped distributing i Tunes with other manuf
Inc.6 device. Last.fm, acquired by CBS Interactive in 2007, as a potential launch point
for growth into media other than music, initially offered custom audio for free, but has,
as of March 2009, begun charging a monthly subscription in most countries where it is
availablee We br adi o06s business model wildl be heavily de
rights market.

110. The sale of music by subscription is a challenge for these and other audio providers
and draws an audience to consumption of audio outside the conventional broadcast
systemd anaudiencewhi ch has become accustomed to having

111. New forms of mar keti ng haveinwholaudjogpviders fispr ead t
encourage their customers to pass along information about their products or services to
their friends, acquaintances or engage role models/trend setters to influence take-up of
new services using social media.

112. With the advent of the Internet, barriers to emerging talent exposure have come down
and artists now have alternate venues and opportunities to reach a growing audience
accustomed to listening on-line. Artists have been able to use social networking sites
and e-zines to promote themselves and new releases. Montréal-based Arcade Fire, for
example, has had notable success using the Internet, blogs and YouTube to create
buzz for new albums, leaking songs to social networking sites (MySpace) and releasing
entire albums on the Internet. Artists are bypassing radio as a tool to break into the
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industry, using new media such as Internet radio (such as last.fm) and iTunes to
establish a fan base, distribute their music and find mainstream success.

Consolidation of access revenues

Access to content and services is intermediated in Canada by two key industry groups,
cable companies and ILECs offering fixed-line data, voice and subscription television.
Across the country, any given residential market is served by one or both and only
rarely by a third wired-facilities-based provider.

Wireless telecommunications services revenues are largely controlled by three entities
that also control an extensive portion of the overall communications infrastructure in
Canada. Several new entrants will join in the wireless access market as a result of the
Advanced Wireless Spectrum auction which concluded in July 2008. A handful of
MVNOs operate as well, though their ability to pose a competitive threat to the largest
three is limited by reseller agreements that constrain their flexibility to offer attractively
priced services.

As discounts are provided to quad-play subscribers with a contractual arrangement, the
opportunity for new single-play entrants to gain significant market traction is challenged.

ILECs controlled 82.1% of wireline local and access revenues in 2008, with another
18.6% accruing to cable BDUs.** Since ISP services are generally provided over the
same infrastructure owned by those two groups, it is not surprising that just 6% of
residential Internet access revenue is controlled by resellers, utility telecommunications
companies and other carriers.

Television as a network driver

There is a significant opportunity for cable BDUs to capture an increasing share of
landline telephony revenues and customers. Non-incumbent alternative
telecommunications providers saw a 37.3% CAGR in line growth between 2005 and
2008.* Though incumbent telecommunications companies are responding to a decline
in residential landline share (-5.4% CAGR over the same period) with more attractive
bundles, cable BDUs continue to win greater share with each passing quarter. Without
a similar shift of subscription television service subscribers to their telecommunications
c o0 mp a rdronecatde BDU offerings, current shifts in the market tend to favour the
latter. While this is unlikely to change pending a large-scale and expensive roll-out by
telecommunications companies of the next generation networks required to offer a
compelling television service, it should be noted that most large ILECs have announced
plans to or have started to invest in broadband infrastructure that would enable them to
better compete for triple- and quad-play customers.

Nearly all pay television subscriptions in Canada are to either one of two DTH
companies controlled by Bell Canada and Shaw Communications Inc. or to a cable
BDU. IPTV is growing as an alternative, though it is currently offered only by facilities-
based telecommunications companies within their operating territories and is not
currently considered to be a platform for competitive entry by non-incumbents.

Table 3 shows the projected growth in subscription television households. The CAGR
from 2009 to 2013 for the total number of households with a subscription to a television
service is 1.53%. In this same period, PricewaterhouseCoopers expects mobile
television to gain momentum, commencing in 2010. While they do not provide any
forecast of number of subscribers, they do project that the revenue will grow from less
than U.S.$0.5 million in 2009 to U.S.$42 million in 2013.%°

“ CRTC, Communications Monitoring Report 2009.

* bid.

“® PricewaterhouseCoopers, Global Entertainment and Media Outlook 2009-2013.
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Table 3. Subscription television households (millions), 2004-2013

2004 2005 2006 2007 2008p 2009 2010 2011 2012 2013

Analog only Cable 5.3 5.2 5.1 4.8 4.5 4.4 4.2 3.8 3.2 2.2
Digital Cable 2.1 2.8 3.0 3.3 3.8 4.1 4.4 4.8 5.4 6.4
Total Cable 7.4 8.0 8.1 8.1 8.3 8.5 8.6 8.6 8.6 8.6
Satellite 2.3 2.6 2.7 2.7 2.6 2.5 2.4 2.3 2.2 2.1
IPTV - 0.1 0.1 0.2 0.2 0.2 0.3 0.5 0.8 1.2
Total Subscription TV 9.7 10.7 10.9 11.0 11.1 11.2 11.3 11.4 11.6 11.9

Source: PricewaterhouseCoopers, Global Entertainment and Media Outlook 2009-2013

120. The high concentration of residential telecommunications and video distribution
revenue and access points in the hands of largely two main providers in most regionsd
a cable company and telecommunications companyd has potential implications for the
evolution of a competitive marketplace for these services. While the threat of
competition has a disciplining effect on incumbent behaviour, the reality of non-
facilities-based competition is such that for the majority of consumers, alternatives are
not considered compelling. Without the flexibility to meaningfully reduce prices below
those offered by the incumbent facilities-based entities or employ other meaningful
differentiators, alternative providers are unlikely to gain any significant traction in the
short-term.

121. Though the Commission has pursued a regime of facilities-based competition that
unbundles or makes available for resale the telecommunications company provided
and cable company owned network elements which are required to offer competitive
services, it seems unlikely that in the short- to mid-term, the most sophisticated bundles
ofInternet/ phone/ television (the #fAtriple playo) wil
incumbent facilities-based providers.

3.6.2 Internet Bundles

122. As Canadian consumers respond positively to bundled offerings, competitor inability to
offer triple- and quad-play services has the potential to entrench the dominant position
held by incumbent facilities-based providers. At year-end 2008, approximately 25% of
residential accounts included service bundles with at least two of local, Internet, video
or mobile services. This number is relatively unchanged from 2007.*" Bundles are a key
competitive weapon in the effort to secure long-term customers since customers who
subscribe to bundles are at a lower risk of churning than single-customers. Previous
Commission management of the terms and conditions of those bundles and restrictions
on product marketing and pricing are now largely removed across much of the
country.*®

123. Whil e bundles are just beginning to become an
retention strategies and adoption by the addressable market in the mid-term is still a
question, there are indications that the contracts associated with them work well to
mitigate churn, enabling service providers to maintain a level of margin in their access
products.

124. For example, since the implementation of wireless number portability (thought by some
observers to be a precondition to greater consumer dynamism) in the first quarter of
2007 there has been little discernible effect in the marketplace, certainly among the
bulk of customers subscribed to postpaid (contract-based) wireless plans. The chart
below demonstrates the absence to date of any effect on churn levels among the three

47 CRTC, Communications Monitoring Report 2009. In this case, the components of the bundle are phone service,
Internet service, wireless, and television. Service providers may include other items in bundles such as long distance
or calling features, but these are not included in this figure.

“8 At the time of writing, applications had been received for 80% of all network access services (NAS). Forbearance
has been approved in exchanges representing 77% of residential NAS and denied for exchanges representing 3% of
all residential NAS.
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largest providers (note that Rogers Communications Inc. ceased providing a blended
churn figure in 2006, while TELUS Communications Inc. has during the period provided
only a single blended figure).

Figure 6. Average monthly churn, pre- and post-WNP, BCE/Rogers/TELUS

4 )
45
4
35 . /"/)\‘\1\/’ B N X
. o X—y” :M
g 3 /.\
2 s X /
£ 2. / \\0//
1
0.5
0 T T T T T T T T T T T T T T T 1
1Q05 2Q05 3Q05 4Q05 1Q06 2Q06 3Q06 4Q06 1Q07 2Q07 3Q07 4Q07 1Q08 2Q08 3Q08 4Q08 1Q09
—&— Bell Prepaid —— Bell Postpaid —a— Bell Blended —*%— Rogers Prepaid
—&— Rogers Postpaid —#— Telus Blended
< ’ P J

Source: Public company reporting, 4Q08/1Q09 TELUS Communications Inc. reporting of adjusted data due to
analog network shutdown

125. It should be noted that the rise of single service provider consolidation has taken place
in conjunction with rising broadband penetration. While the initial market for dial-up
Internet services was marked by intense competition among a wide variety of providers,
ranging from t he behemotandpdp€d time . hdaovyyi momvest ment
facilities required to offer broadband service or conversely the establishment of a viable
model for re-sale of a facilities-based provider has meant markedly less competition, as
outlined above, for broadband. The decline of dial-up, which now stands at roughly 9%
of Internet-using households, down from 37% in 2003, has been well documented in
conjunction with rising demand for rich media, IP voice telephony and the ability to
transfer large documents. This decline in dial-up has been occurring at a CAGR of 27%
since 2003, with no signs of slowing. Since broadband access is available to 94% of
households in the country and many households will not subscribe at all to Internet
through the mid-term, it can be assumed that dial-up will likely fall further, having the
effect of removing from the market more, primarily small providers who offer only dial-
up access.

126. Although it requires further study, it appears that bundling strategies are having the
effect of enabling service providers to maintain price levels. The following figure
demonstrates that, with the exception of Internet pricing (which has fallen slightly),
telephone and BDU pricing has been on an upward trajectory in comparison with the
overall consumer price index.
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Figure 7. Price indices T telephone price index (TPI), BDU (cable and satellite including pay
television), Internet access services and consumer price index (CPI)
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127. Facilities-based competition may be on the horizon in the mobile wireless sphere.
Established providers in one region will use wireless to compete out of their traditional
incumbent territory. New entrants are widely assumed to have the resources necessary
to provide a compelling alternative to the existing three facilities-based wireless service
providers. With new entrants in the mix, there will be competitive pressure to reduce
prices and offer greater value to consumers. This outcome would fulfill the stated goal
of introducing competition by reserving spectrum for new entrants.”® This is expected to
be mitigated, however, by the continued popularity of bundles and continued contract
provisions.

128. The continued challenge to the ILEC and cable provider dominance of revenue is less
likely to originate from domestic competitors than from over-the—top50 content providers,
and the risk they pose to the incumbents with respect to disintermediating them from
the content value chain. Multiple analysts and observers have noted the potential for
content providers that are also access providersd cable companies are the clearest
exampled to lose valuable content and voice revenues as consumers use those pipes
to build customized content packages using over-the-top content.

129. Observers have asserted that the concentration of broadband revenues accruing to
ILECs and cable providers has the effect of keeping consumer prices higher than they
might otherwise be. This is borne out in cross-OECD comparisons of broadband
pricing. Among the most dramatic of the various comparisons is that of average
broadband monthly price per advertised Mbps as measured in U.S. dollars, adjusted to
purchasing power parity (see figure 8).

“® http://www.ic.gc.ca/eic/sitefic1.nsfleng/04175.html ,15 companies bid almost $4.3 billion for licences for new
wireless services.

% Over-the-top television is television programming, movies, and video clips delivered to the consumer via the
internet (broadband), bypassing traditional cable and satellite providers.
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Figure 8. Average broadband monthly price per advertised Mbps, Oct 2008, U.S.$ PPP
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3.6.3 Threat of disintermediation

130. Disintermediation poses a threat to large communications companies whose revenues
are derived from both the access to distribution networks and the aggregation of
content and voice offerings offered on those networks. Alternative ecosystem vendors
such as Apple Inc. are achieving market success by selling devices, content and
services that are substitutable for some high-value services offered by the incumbent
communications companiesd including voice, audio and audio-visual services. In the
long-term, it is possible that consumers will come to rely less on the aggregation
services offered by cable companies, for example, choosing to subscribe to fewer and
fewer high-value services in favour of simple Internet accessd the oft-cited threat. It
should be noted, however, that the broadcast distributors have foreseen the threat and
are planning to leverage the Internet as an alternative way to distribute programming
content; for example, in November 2009, Rogers Communications Inc. launched a
broadband television portal where subscribers can access broadcast content online
regardless of who their Internet provider is.

131. Television providers, in particular, have identified the potential in the long-term for
audiences to significantly shift their viewing habits, consuming greater levels of
unregulated content travelling over open mobile and Internet networks and not relying
on distributors. For at least the mid-term, however, these service providers may be
mostly a complement to the subscription services offered by incumbent facilities based
providers. As explored earlier, the current rights market provides exclusivity to those
incumbent providers for the provision of high-quality professional content that will
remain in high demand through the foreseeable future. It is likely that Canadians will
continue to rely upon cable and DTH (and increasingly IPTV) to deliver that high-quality
content. Growing demand for HD content will solidify the role of facilities-based
providers as over-the-top delivery of HD content presents many challenges.

132. The following table demonstrates that the largest facilties-b ased #fAquad pl ayo
companies, Rogers Communications Inc. and BCE Inc., have become highly
dependent on access revenues. For Rogers Communications Inc. especially, these
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revenues are largely associated with wireless, but ISP and voice revenues are
nonetheless significant. As access to the Internet, voice and wireless become
increasingly commoditized, these quad-plays could see significant declines in revenue
as consumers seek the lowest pricing. This would have the greatest impact on
companies using access technologies that do not have significant value-added

potential.

Table4.Largefiquad eoommani cati ons

compani eso

revenue

BCE™ \ TELUS™ \ QMm% Rogers
$6,348 $2,637 $286 $514
$4,553 $4,660 $32 $6,335
$4,319 $2,072 $500 $695

N/A N/A $437 $1,495
$1,450 | unavailable $810 $1,669
$17,698 $9,653 $3,730 $11,335
7,436 4,246 852 1,055
6,497 6,129 63 7,942
2,054 1,220 1,070 1,582
N/A N/A N/A N/A
1,852 | unavailable 1,716 2,320

Source: Corporate Annual Reports

3.7 Mobile/wireless landscape and outlook

133. The advent in the mid-to-late 1990s of affordable personal wireless telecommunications

0 specifically first generation-digital-based Personal Communications Services as an

evolution from analog-based networksd ushered in a new era of communications. Early

digital voice technology has evolved over the course of a decade to become a
multimedia offering with rich voice, text and multimedia content. The introduction of
touchscreen smartphones,> that work on very high-speed wireless networks,
commencing in 2007, has the potential not just to further disrupt the business model
created by traditional landline providers for voice service, but also to deliver
entertainment and information content. The combination of always-available, high-

speed data connection, touch-screen technology and mobile applications and stores for
web-based applications is expected to significantly transform the mobile

communications ecosystem. The 2008 Lemay-YatesAs s o c i at ®eportion c .
Mobile Broadband in Canada indicates that close to one third of handsets offered under

the major carrier brands have HTML browsing capabilities. They note further that for
mobile data users, browsing the Internet is the second-most widely used data
application. As these devices continue to evolve, including better software support for
rich Internet applications, and as more websites provide both mobile-specific
applications and better optimization of their websites for mobile devices, the user
experience of browsing the Internet using a mobile handset will improve. Touch-screen
technology, which enables users to interact with what is displayed directly on the
screen rather than indirectly with a mouse or touchpad, may ultimately provide a better

1 BCE reports Bell Canada and Bell Aliant separately. These have been combined as appropriate. The figure noted
for internet revenue was reported as data revenue by BCE and includes data and internet solutions for enterprise

and business customers as well as consumer internet revenues services.
2 TELUS Communications Inc. does not report revenues or subscribers to distribution services. "TELUS TV"

Presumed to be negligible.

%% Quebecor Media Inc. segments Interactive Technologies and Communications separately. Revenues were $89.6
million in 2008. Internet portal revenues are reported under the newspapers segment, and are not included.
% A smartphone is a mobile phone offering advanced capabilities, often with PC-like functionality such as e-mail,

phone, Internet access functions, entertainment, and PDA.
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user experience than a traditional computer with a fixed high speed Internet connection
for some applications. Further analysis of the smartphone market follows below.

134. As of 2008, 74.3% of Canadian households had subscribed to wireless services.>
While subscriber growth has slowed, the growth in data revenue has remained strong.
ARPU grew from $49 per month for wireless services in 2004 to $60 per month in 2008.
Analysts credit much of the growth to increases in data usage for such services as e-
mail, text, web surfing and, increasingly, the delivery of audio and audio-visual content.

Figure 9. Data ARPU as % of ARPU (BCE, TELUS, Rogers blended)
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135. There is room for significant continued growth in data use and penetration.
PricewaterhouseCoopers has projected that mobile Internet access will drive revenues
in Canada from an estimated U.S.$255 million in 2009 to U.S.$1.35 billion in 2013. This
is derived from a subscriber base accessing the Internet using mobile devices that will
rise from an estimated 1.4 million in 2009 to 8 million in 2013. Importantly, the average
monthly spending on mobile Internet access will fall from U.S.$15.01 to U.S.$14.07
over the same period. This decrease in price, reflecting more generous data plans
offered to subscribers, should drive the usage indicated by PricewaterhouseCoopers.
Unlimited data plans have become more common in the United Statesd iPhone users
with AT&T Inc. automatically receive unlimited data with their voice plans (at a price
higher than for voice alone).

136. Data is not available for the Canadian marketplace in isolation, but a study of wireless
service providers globally indicates that data revenue is made up largely of SMS
revenue.

% CRTC, Communications Monitoring Report 2009.
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Figure 10. Postpaid data revenue
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137. Competition in the Canadian wireless arena as a result of the AWS spectrum auction,
which raised $4.25 billion dollars, has the potential to reduce pricing (potentially to the
level of unlimited data options inthe U.S., wi t h muoabklkasgeoffiboi ce minu
than is currently available) and accelerate adoption of mobile data services.

138. Inthe AWS auction, several significant and well-funded new entrants acquired
spectrum that will be used to provide voice and data services, including the delivery of
audio and audio-visual programs. Some observers consider that the wireless industry
will continue to be subject to consolidation and that in the long-term, some of the new
entrants will disappear or be acquired. Despite the introduction of new entrants with
significant wireless spectrum, the largest incumbent quad-plays continue to control a
wide swath of frequencies across all of the most important allocations. One company,
Rogers Communications Inc., controls spectrum in all of the major communications
radio-frequencies (see table 5).

139. There is the potential, supported by anecdotal evidence, that the largest facilities-based
providers may consider using high-speed cellular data networks such as HSPA to
extend their reach outside of their respective incumbent territories. For example,
Rogers Communicationsinc.of f er s a ARocket Sticko that enabl e
cellular network for data access. Early initiatives to provide consumers with PC/cellular
connectivity have not been aimed at replacing fixed access.
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Table 5. Major telecommunications and broadcasting spectrum holdings
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3.7.1 Increased smartphone penetration

140.

141.

142.

143.

144,

Smartphones make up the fastest growing segment among mobile devices, with
worldwide sales reaching 139.3 million in 2008, up 13.9% compared to 2007.%°
According to Juniper Research, worldwide sales of smartphones are expected to more
than double by 2013 reaching 300 million annually,”” representing a CAGR of
approximately 16%.

In Canada, growth is expected to be more modest, with IDC, a market research and
analysis firm, estimating that smartphone sales will increase by only 4% in 2009, the
slowest rate of growth since 2004. A combination of the economic downturn and high
data rates in Canada are seen as key contributors to the slower growth in smartphone
sales. Of note, IDC is also forecasting a 5% decline in the sales of traditional
handsets® in Canada.

The increased growth in smartphone sales relative to those of traditional handsets has
also contributed to increasing overall penetration of smartphones in the Canadian
market.

Consumer demand for smartphones is being driven primarily by increased demand for
multimedia applications in an environment of highly personalized mobile devices, with
software applications evolving as key differentiator between devices.

The proliferation of multimedia applications is, in turn, being driven by the fact that
vendors are increasingly opening up the operating systems on their devices in order to
promote development of innovative applications. This has contributed to high
satisfaction levels among smartphone users, with J.D. Power and Associates reporting

% www.webpronews.com, Global Smartphones Sales up in 2008, 11 March 2009

57

www.comparecellular.com, Smartphone Sales to Reach 300 Million by 2013, 9 March 2009.

%8 www.thestar.com, Rogers ups cost of BlackBerrys, 19 March 2009.
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that smartphone users are generally more satisfied with their smartphone devices
compared to traditional mobile phone users.

145. On the supply side, a study by Infonetics Research released in March 2009 also noted
that market penetration for smartphones in North America is being driven by
accelerating HSPA deployments.

146. Smartphones have also been heavily promoted by wireless carriers, who view them as
a key component in increasing ARPU. To this effect, the J.D. Power survey revealed
that smartphone users spend $97 per month on average for wireless services, almost
double the $51 average per month expenditures of traditional mobile phone users.>

147. Furthermore, according to AT&T Inc., smartphone users spend twice as much per
month on service than the average subscriber. Similarly, a study by research firm
M:Metrics indicated that smartphone owners are more than four times as likely as the
average wireless subscriber to use the mobile web, almost 10 times as likely to use
mobile search and more than 4 times as likely to use mobile social networking sites.*
The result is that mobile web browsing contributes to generating advertising revenues,
making the business models for mobile applications more robust.

3.7.2 Wireless substitution

148. According to the CRTC6 €ommunications Monitoring Report 2009, approximately 8%
of Canadian households reported having a cell phone but no landline in 2008. This is a
more than six-fold increase from 1.2% in 2001.

149. Using forecasts of cord cutting in the U.S. market as a proxy for the Canadian market,
the number of wireless-only households may increase significantly through 2012.
Morgan Stanley Research estimates of cord cutting in the U.S market show that
Canadads December 2a9dtdined irathed).Sodlringithe 8irgt half of
2004, indicating a 1.5- to 2- year lag between the Canadian and U.S. markets.
Furthermore, Mo r g a n S mashcbneeyvétise estimates for the U.S. marketplace
shows the number of wireless-only households in the U.S. at between 18% and 22% by
year-end 2009, climbing to a range of 24 to 32% by year-end 2012. These findings are
in line with the results of a separate study published in September 2008 by Neilsen
Media in the U.S., which indicated that 16.4% of households were wireless-only at
year-end 2007, with an increase to 17.1% in June 2008.°*

150. Several factors specific to the Canadian wireless market may slow the trend towards
wireless substitution. Chief among these factors
particularly when combining local and long distance calling, remain high relative to
those in the U.S. The lack of affordable unlimited voice and data plans on the market
makes cord cutting cost prohibitive in many instances.

151. A key factor that could act as catalyst to the cord cutting trend is the introduction of
additional competitors into the Canadian market as a result of the 2008 AWS wireless
spectrum auction. If a decrease in the average price of voice and data services and
more flexible package options result from a more robust competitive landscape,
Canadian consumers would have additional incentive to replace their landlines with
wireless services.

152. Additionally, as location identification capabilities become available within the wireless
E911 framework, potential concerns over the loss of automatic location identification
available with landline 911 services should help ease safety concerns related to
transitioning to a wireless-only household.

% www.digitalhome.ca, Smartphones: Not just for business anymore, 19 November 2008.
€ www.businessinsider.com, Smartphone Sales to Triple, Good News for Apple, RIM, Carriers, 20 March 2008.
® The Neilsen Company, Call My Cell: Wireless Substitution in the United States, September 2008.
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Figure 11. Forecast of wireless-only households in Canada and the u.s.”?
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153. According to the Morgan Stanley research, the following segments of the population
demonstrate an increased propensity for cord cutting:

1 those with well-below average incomes;

those within the 18-29 age demographic;

students away at college or university;

those who rent rather than own their residence;

those with unrelated housemates without children; and
those who live in urban areas.

= =4 —a —a -

154. According to the Neilsen study, the economic downturn is seen as a key driver of cord
cutting as consumers look to decrease expenses. Although average landline costs are
$40 per month, total savings are slightly offset by the fact that wireless substitutors use
a greater number of wireless minutes and spend more per month on average for
wireless services, leading to an average wireless-only household savings of $33 per
month.

155. Among other interesting findings of the Neilsen study is the fact that wireless
substitutors are greater adopters of wireless Internet connectivity, leading Neilsen to

~ N

considerInternetaccess as the Anext frontiero of wirel es:

156. | nterestingly, Neil sen concludes its st
population who is choosing a different home communications and entertainment
frameworko and that #Atraditional  andl i
cost, but the tide is against them.0They further indicate that the traditional battle for the
phone line, living room and PC connectionisover,and t hat todayds

62 y.S. forecast is from Morgan Stanley Research, Telecom Services i Cutting the Cord: Wireless Substitution Is
Accelerating, 27 Sept ember 2007; Canadian data from 2003 to
Tel ephone Service Survey and the projection is baghed
end of 2015, 20% of Canadian households will be wireless-only.
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relationship wild.l be dictated by seamless connec
holistic understanding of the communications consumer.&”

3.7.3 Location-based services

157. With GPS-enabled mobile device penetration showing considerable growth, the
business case for location-based services is strengthening. As such, wireless device
manufacturers, along with service and content providers, are looking to capitalize on
these key trends by partnering to introduce LBS offerings, of which the most popular
include navigation, geo-social networking, emergency services, location-based
advertising, mobile-commerce and enterprise services.

158. With Assisted GPS, which combines GPS technology and cellular network capabilities
for improved location determination, providing the backbone for LBS, the increase in
GPS-enabled mobile device penetration has been the key driver of growth. According
to In-Stat, mobile devices with integrated GPS are forecast to grow from 180 million
units in 2007 to 720 million units by 2011.%* As a percentage of overall mobile phone
sales, a study by iSuppli estimates that by 2011, 29.6% of all mobile phones shipped
worldwide will have GPS, compared to 11.1% in 2006.%° Other key drivers of LBS
include the popularity and increasing mobility of social networking, investment and
strategic partnerships by major industry players and the increasing popularity of all-
inclusive data service offerings.

159. According to Gartner Inc., the total number of subscribers to LBS is expected to
increase from 43 million in 2008 to more than 300 million in 2011. Revenues associated
with these services are also expected to increase significantly, from U.S.$485 million in
2007 to more than U.S.$8 billion in 2011.%°

160. In order to realize the vast potential of LBS, providers will need to address certain key
challenges, including the protection of private customer location information, offering
advanced levels of customization in order to maximize the relevance of location-based
advertising to customers, as well as overcoming indoor location identification
challenges.

3.8 Business market competition

161. While this report is predominantly focused on considerations in the residential market,
the following is a high-level overview of the competitive environment in the business
market. Within the business telecommunications market, there is a high level of
competition, especially for medium- and large-enterprise business, among incumbent
providers, out-of-territory ILECs, resellers, utility companies and even systems
integrators and information and communications technology providers that offer
managed network solutions. It bears keeping in mind that this competitive environment
exists chiefly among two or three large players and that few, if any, service providers
can serve the largest enterprises with locations across Canada entirely on their own
facilities and must also use leased facilities. Figure 12 shows the distribution of revenue
from data and private line services across different sizes of business customers. It
seems unlikely that this competitive dynamic will change meaningfully in the mid-term
unless corporate convergence occurs. Most business lines have been forborne (68%

% The Neilsen Company, Call My Cell: Wireless Substitution in the United States, September 2008.

% http://gigaom.com/2008/02/06/location-based-advertising/, Are You ready for Location-Based Advertising,
February 2008.

% http://www.informationweek.com/news/mobility/showArticle.jhtml?article|D=202801218, GPS-enabled mobile
ghones to quadruple by 2011.

® http://telecom.tekrati.com/research/10077/, Worldwide Location-Based Services to Grow Nearly 170 percent in
2008, says Gartner, 14 February 2008.
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versus 13% for which forbearance was denied and 19% for which no applications have
been made).

Figure 12. Data and private line service revenue distribution: incumbent TSPs, incumbent TSPs
(out-of-territory) and alternative TSPs®’
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162. Itis interesting to note that non-incumbent TSPs are winning market share in the
provision of newer protocol data services such as Ethernet and IP-VPN (table 6).
Revenue from legacy data services (for example, X.25, Asynchronous Transfer Mode,
frame relay) is shifting to the new protocols, as is the private line revenue. This trend is
expected to continue given the increased flexibility, capacity and interoperability that
the new generation of IP services provide and given that they can cost effectively
replicate the functionality, such as capacity and security associated with private line
services. Newer data protocol service revenues increased 23%, from $1.1 billion in
2007 to $1.3 billion in 2008, whereas legacy service revenues declined 9.2% during this
period, decreasing from $478 million to $434 million. Newer data protocol revenues
have increased to the point where, by 2008, they captured over 76% of the $1.77 billion
in data protocol revenues.®®

Table 6. Private Line and Data services i market share and revenues

2004 2005 2006 2007 2008 | CAGR
Private Line - market share
Incumbent TSPs (excluding out-of-territory) 80% 76% 80% 73% 74%
Incumbent TSPs (out-of-territory) 15% 17% 13% 17% 16%
Non-incumbent alternative TSPs 5% % 7% 10% 10%
Private Line - total revenue $ (millions) $2,041 $1,854 | $1,665 $1,680 $1,715 -4 %
Legacy Data - market share
Incumbent TSPs (excluding out-of-territory) 54% 54% 59% 57% 57%
Incumbent TSPs (out-of-territory) 31% 28% 19% 16% 12%
Non-incumbent alternative TSPs 15% 18% 23% 26% 31%
Legacy Data - total revenue $CAN (millions) $833 $690 $509 $478 $434 -15%

&7 CRTC, Communications Monitoring Report 2009.
68 H
Ibid.
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New Data - market share
Incumbent TSPs (excluding out-of-territory) 70% 63% 57% 50% 61%
Incumbent TSPs (out-of-territory) 14% 17% 24% 29% 13%
Non-incumbent alternative TSPs 15% 21% 19% 21% 26%

New Data - total revenue $ (millions) $585 $664 $931 $1,125 $1,338 23%

Source: Corporate Annual Reports

163. The total number of business lines decreased by 56,000 from 2007 to 2008, resulting in

6.3 million lines. Non-incumbent, alternative TSPs lost the most lines in this time period

(11.1%) falling to 390,000 lines, whereas the incumbent TSPs (excluding out-of-

territory) were relatively flat, gaining 0.3% for a total of 5.27 million lines. Total local
business line revenue decreased slightly from $3.58 billion in 2007 to $3.55 billion in
2008; business long distance revenue also decreased in the same time period from
$1.30 billion in 2007 to $1.19 billion in 2008. Incumbents continue to hold the dominant
share of local business market revenues across all sizes of businesses (see figure 13)
whereas they do not dominate the long distance business market as significantly (see

figure 14).%

164. Unlike the residential Internet access market, where the cable BDUs have the dominant

share, incumbent TSPs have the major share of the business Internet access market.
2008 business Internet access revenues of $997 million are broken down as follows:

1 incumbent TSPs (excluding out of territory)d 46%;
resellers, utility telecommunications companies and other carriersdo 24%;

1
i cable BDUsd 20%; and
1

incumbent TSPs operating out of territoryd 10%."

Figure 13. Local business market revenue distribution, by customer size and type of provider
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Ibid.
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Figure 14. Long7 distance business market revenue distribution, by customer size and type of
provider (2008)"
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3.9  Next generation access

165. Current fixed access networks, including the commonly deployed ADSL and DOCSIS
2.0 transmission protocols for delivering last-mile connectivity, are expected to be
replaced throughout the period under study by higher-bandwidth delivery networks or
NGAs.

166. NGAs are those that provide very high rate broadband access and transport using
means other than ADSL for last-mile delivery. Examples include last-mile delivery via
VDSL, FTTH, FTTN/VDSL and DOCSIS 3.0 solutions.

3.9.1 Telecommunications companies

167. FTTN services deliver Internet services at a very high rate (up to ~50 Mbps in currently
envisioned VDSL deployments) by extending fibre networks to nodes that are within a
limited distance (ideally less than 150 metres) from the home. Last-mile access
continues to be via twisted pair from the node to the home. This remaining copper-
based technology will likely be upgraded to VDSL, a requirement to overcome current
12 Mbps limits.

168. This upgrade to existing VDSL/FTTN facilities will be critical if telecommunications
companies are to compete effectively with their cable company rivals in-territory with a
subscription video offering that has true video-on-demand capabilities and the potential
for interactivity. Satellite television, currently offered by Bell Canada as its alternative to
cable television distribution, is limited by lower capacity than digital cable offerings and
by the lack of an integrated, high-rate return path. ThislimitsBe | |  C aabildtydaa 6 a
offer services such as multi-stream HD IPTV services or much higher-quality Internet
video streams.

169. To this end, it is expected that Bell Canada will resume its initiative to upgrade the large
majority of its physical plant in the Quebec City-Windsor corridor to VDSL/FTTN over
the course of the mid-term, as it had announced it would do (at a cost of around $600
million) in 2006. That roll-out was interrupted by the ¢ o mp a (ugcénspleted) efforts to
privatize. In TELUS Communications Inc.& case, the company has not been as public

"bid.
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with its plans, but there is anecdotal evidence of an upgrade initiative. In July 2009, Bell
Aliant announced that it will roll out FTTH to the entire city in both Saint John and
Fredericton, New Brunswick by mid-2010. A number of small telecommunications
companies and ISPs (such as Wightman Telecom Ltd. and Huron Telecommunications
Co-operative Ltd. in Ontario, XITTEL Telecommunications Inc. in Quebec and Novus
Entertainment Inc. in Vancouver) currently provide FTTH.

170. lItis likely that the companies will continue to build FTTH networks in greenfield
developments, but there is currently no evidence that these will become the preferred
technology for widespread use in the mid-term. Canadian telecommunications
companies will likely keep careful watch of the Verizon FiOS initiative, which will roll
FTTH out across a significant portion of its serving territory in the U.S.

3.9.2 Cable companies

171. Cable companies are currently well-positioned to benefit from expanding consumer
demand for video contentd both by offering greater choice through traditional
distribution networks and providing content over the Internet. Networks based on
coaxial cable are well-positioned to benefit from developments such as Tru2ZWay
technology which delivers server-based video on demand and has the potential for
interactive advertising and non-video uses and upgrades to DOCSIS 3.0 which deliver
very high-speed Internet (50 to 100 Mbps) with much less capital expenditure than is
required for VDSL/FTTN rollouts.

3.9.3 Wholesale considerations in ILEC and cable carrier NGA resale

172. The Commission has had in place, since the introduction of competitive telephony, a
regime to encourage facilities-based new entrants, while supporting non-facilities based
entities with a residential wholesale regime for the delivery of voice and data. This
regime requires wholesale access by competitors to a number of network elements.

173. Telecom Decisions 2008-17"° and 2008-117“r ef i ned t he Commi ssiono6s ap|
line with the recommendations of the TPRP. The Commission determined that ADSL
access service is a conditional essential service and aggregated ADSL (provided by
ILECs) and third-part Internet access service (provided by cable carriers) were
conditional mandated non-essential services. The ADSL services must be offered as
wholesale services at speeds matching those they provide to retail customers.

3.9.4 Digital divide

174. Rollout of NGAs across all areas of the country will not occur at the same rate between
small systems and multiple system operators, or between rural, suburban and urban
areas. According to the CRTC6 €ommunications Monitoring Report 2009, 93% of
Canadian households currently have access to broadband service including virtually all
urban households and 81% of rural households. Internet cable systems can currently
serve 89% of all Canadian households and just 60% of telephone lines can provide
service at 5 Mbps or higher.

175. The current situation, which already demonstrates a significant digital divide, may be
exacerbated as networks are upgraded with attendant heavy capital expenditures.
Facilities owners will prioritize upgrades from existing networks to NGAs according to
where population density creates the highest return on investment for sunk costs,
taking advantage of economies of scale where possible. Telecommunications
companies already serving a smaller proportion of Canadian households with high-

8 Regulatory policy - Revised regulatory framework for wholesale services and definition of essential service,
Telecom Decision 2008-17, 3 March 2008.

" Cybersurf Corp.'s application related to matching service speed requirements for wholesale Internet services,
Telecom Decision 2008-117 , 11 December 2008.
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speed service are faced with additional costs such as re-cabling buried or strung wire to
new nodes much closer to the premises than are currently available.

176. In the mid-term, large portions of rural and suburban populations will be unserved by
VDSL/FTTN telecommunication company services, and there will be a smaller
proportion of rural subscribers to small systems unserved by DOCSIS 3.0 services.
This will have the effect both of removing existing competition in some markets as
customers demand higher-than-existing speed service and new television options, and
of exacerbating the existing digital divide as some (mostly) rural Canadians are unable
to take advantage of bandwidth-intensive applications such as new high-quality
streaming services.

3.10 Corporate consolidation

177. Slicing across the emerging issue of ensuring that broadcast programming reflects both
national and local interests (of which promotion of a diversity of voices and independent
production is an important component) and the issue of access to competitive
telecommunications services, is the issue of corporate convergence in Canada.

178. In its January 2008 Diversity of Voices decision,” the Commission recognized
that:

while this concern is largely an economic issue relating to questions of
competition, issues of dominance also have social and cultural
dimensions The gate keeping powers that can result from market
dominance may affect the diversity of programming within the Canadian
broadcasting system. What is carried, what is commissioned, what is
broadcastd these are all issues that intersect with the question of market
dominance.

179. The largest Canadian communications companies engage in content production,
broadcasting, broadcast distribution and telecommunications access. In 2008, 80% of
communications revenues in Canada were generated collectively by eight
communications companies that provided both broadcasting and telecommunications
services. The radio industry included five large companies that collectively had 70% of
the commercial radio revenues and 54% of the total national listening hours. Four of
these companies (CBC, CTVglobemedia Inc., Corus Entertainment Inc. and QMI) had
between 10% and 21% of the radio revenues and the remaining one had less than
10%. The four companies were also among the eight largest television companies in
Canada, these eight companies directly or indirectly controlled 97% of all television
revenues and had 88% viewing share of all households tuned-in. The broadcast
distribution industry had five large companies that captured approximately 90% of the
broadcast distribution revenues and 82% of all subscribers.

180. The following diagram represents the revenue makeup and relative revenue magnitude
of these companies. The size of the bubble representsthesize of t he companyds
revenues while the bubblebs position shows the e
versus broadcastingrevenues. The c¢cl oser the bubble is to the AB
shareodo axis, the more the company ngaetnites;at es r eve
the closer the bubbl eeshaedaxis, the imae the Commpayc om r evenu
generates revenues through telecom activities.

" Regulatory policy i Diversity of Voices, Broadcasting Public Notice 2008-4, 15 January 2008.
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In-house content production arms produce multiple forms of content that are carried by
television and radio broadcasters owned in many instances by the largest distribution
companies (including DTH, cable and IPTV companies). True vertical integration,
however, is not the dominant form.

Rogers Communications Inc., the largest of the vertically-integrated communications
companies, controls 5.8% of all television viewing (or 8.3% of all viewing in the
Canadian English-language market), has a 21% share of subscribers to a BDU, and a
9% share of national radio listening hours. Rogers Communications Inc. is also a major
player in telecommunications, providing wireless, Internet and local telephony services.

By contrast, CTVglobemedia Inc., the largest broadcasting company, which leverages
news, sports and popular foreign programming, is not controlled by minority
shareholder BCE Inc., and should be considered largely independent of the largest
telecommunications companies. Canwest Global Communications Corp. is its largest
rival, and is also independent of the telecommunications providers. Combined, those
two entities had a total share of 41.8% of Canadian television viewership across both
conventional and discretionary services. These companies are more significant players
in the Canadian English language market, capturing a combined 56.2% share; of the
two, only CTVglobemedia Inc. has a significant shared 8.2%38 of the Quebec
francophone market. Canwest Global Communications Corp. also controls a significant
print business through its ownership of the National Post and the former Southam
newspaper chain.

In Quebec, QMI is significantly more integrated, controlling the large Sun newspaper
chain, the TVA network and several specialty television stations. Its Videotron cable
distribution business has aggressively pursued a fast-growing share of wireline

® CRTC, Communications Monitoring Report 2009.
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telephony customers, in addition to being the dominant television provider in Quebec. It

has also won sufficient spectrum to offer AWS. The companyds television &
services had a 29.7% share of total tuning to French-Canadian services in 2007 to

2008. QM has also launched an online broadcasting portald Sun.TV8 which can be

expected to feature prominently on future wireless platforms.

185. Shaw Communications Inc., a company owned and controlled by the Shaw family, is a
diversified communications company whose core business is providing broadband
cable television, high-speed Internet, digital phone, telecommunications services
(through Shaw Business Solutions) and satellite direct-to-home services (through Shaw
Direct). Corus Entertainment Inc., a separate company also under the ownership and
control of the Shaw family, operates radio and television services in Canada. The
television business also includes Nelvana Limite
|l eading creators, producers and distributors of
Ltd., Shaw Communications (through a subsidiary) also recently won AWS spectrum
that can be used to provide new mobile video and audio services.

186. Whi |l e t he | EnglishBlanguage televesiondbfoadcasting revenues in Canada
are largely divorced from the rest of the content value chain and are in the hands of
Canwest Global Communications Corp. and CTVglobemedia Inc., which are
predominantly content producers and broadcasters, it is difficult to discern the role of
market forces in shaping the current structure. Under current regulatory structures,
there are provisions for minimum levels of independent production for broadcasters and
affiliation rules with respect to carriage of signals by distribution undertakings. As Corus
Entertainment Inc. noted in its response to the Competition Policy Review Panel in
2008, the natural tendency of companies would otherwise be toward vertical
integration.

187. Industry analysts have been speculating about a BCE and TELUS Communications
Inc. merger. With the new wireless carriers resulting from the AWS auctions starting
operations soon, the major ILECs may come together to compete against them. RBC
Dominion Securities Inc.6 s J o nAHlen sai@ m a report on 12 August 2009, that
AFaced with cyclical and-lins webeliwthatpBGES sur es on th
TELUS merger is increasingly likely in the coming year or two as both companies look
to cut costs and sustain margins. There is only so much cost-cutting that can be
achieved individually. The scale benefits from a merger of BCE and TELUS are
substantial.0He stated that synergies would be used to save over $1.2 billion annually.
Analysts also point to their increased co-operation in developing the HSDPA"’
infrastructure and possibly the LTE network as another sign that a merger is possible.

188. Standalone broadcasters may re-evaluate the value of OTA channels. The vast
majority of Canadiansd 90%0d subscribed to a BDU for programming services in 2008.
In the mid-term, it is likely that OTA broadcasters will increasingly rely on distributors for
the widest possible access to audiences. Broadcasters may find themselves better
positioned if they integrate more closely with a BDU or if they take on the role of
gatekeeper to the Internet content.

" High-Speed Downlink Packet Access (HSDPA), which allows networks based on Universal Mobile
Telecommunications System (UMTS) to have higher data transfer speeds and capacity, is an enhanced 3G (third-
generation) mobile telephony communications protocol in the HSPA family (also coined 3.5G or 3G+).
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REGULATORY IMPLICATIONS

It is clear that digitization of content such as voice, data, audio and video combined with
the capability to deliver that content to consumers via alternative or non-traditional
means, such as the Internet, are resulting in the convergence of telecommunications
and broadcasting. The trends outlined in the preceding sections illustrate some of the
impacts of convergence on the Canadian communications landscape. It is difficult to
predict how these trends may evolve over time with any certainty. New technologies,
consumer tastes, business demands and public policy will shape market directions;
current trends could be accelerated, slowed, reversed or otherwise altered by the
evolving communications landscape. The regulatory implications described below are
based on extrapolating the trends as a whole, rather than examining each trend in
isolation.

The Acts governing telecommunications and broadcasting, respectively the
Telecommunications Act and Broadcasting Act, were enacted before convergence and
as a result, each sphere is regulated independently. The changes resulting from
convergence have created areas of overlap and ambiguity between the spheres, as
well as resulting in new communications services for which the Commission has, to
date, chosen to exempt from regulation. Regulation that may, deliberately or not, have
the effect of perpetuating less tenable undertakings while restraining the development
of desirable and innovative alternatives needs to be carefully thought out in order for
the Commission to meet its legislative objectives. Moving forward, a holistic approach
to regulation across both broadcasting and telecommunications will be required or, at a
minimum, a systemic understanding of the impacts, present and future, of regulatory
decisions in one area on other, previously unrelated, areas. Understanding the trends is
critical to achieving such a regulatory strategy.

Taken as a whole, the trends fall into two fundamental themes: fragmentation and
consolidation. Fragmentation, the increasing volume of content, application and
services, is mitigated to some extent by consolidation, the vertical and horizontal
consolidation of service and content providers in the market. At a minimum in the mid-
term, these trends can be expected to compel the regular review of policies and
regulations in light of the changing environment. It behooves the Commission, in
designing its regulatory approach and measures going forward, to seek to identify
where the business interests of Canadian communications undertakings are likely to
naturally intersect with being recognizably Canadian and with spending within Canada.
The Commission needs to understand how its measures stimulate activity in the
communications marketplace. Where business interests and policy interests are
divergent, regulations may need to be revised or created to ensure that the Canadian
communications industry continues to meet the policy objectives.

Fragmentation

Increasing fragmentationd the steady erosion of audiences and customers to multiple
sources of substitutable products, services, content and applications delivered by
domestic and international providers that may be inside or outside of the regulatory
environmentd may require a re-examination of the current ex ante regulatory approach
that balances access to the system with corresponding obligations. This is intensified
by the greater consumption of broadcasting content from outside the regulated system
via the Internet.

Fragmentation and broadcasting regulations

The implications of fragmentation can be illustrated using the current regulatory
approach to the licensing of both radio and television broadcasters. Currently, the
licensing is based on the scarcity of spectrum and gatekept distribution access. The
allotment of spectrum for OTA broadcasting depends on successful application for a
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broadcasting licence from the Commission. In return for access to spectrum and
distribution (and, in some cases, protection from competition), the broadcaster is
subject to several regimes mandating contribution to the system. These sometimes
complex regimes detail minimum levels of Canadian program spending, limitations on
the types of programming that may be carried, minimum levels of Canadian program
exhibition including, in some cases, for news and local reflection programming, financial
contributions to content development funds and benefits packages when there are
mergers and acquisitions.

194. Content from unregulated non-professional sources and professional content from
outside of Canada are increasingly available to Canadian consumers via the Internet in
addition to traditional media. At present, over-the-top content and foreign sources are
not a major threat to broadcastersd Canada remains a separate geographic rights
market for the distribution of high-quality professional content; content available on the
Internet is viewed as complementary to traditionally broadcast content. However, over
time the content made available by unregulated sources and from outside of Canada
may have the effect of depriving the regulated broadcasters of some of the advertising
and subscription revenues that are the basis of many of the contributions listed above,
including Canadian exhibition and expenditure rules. These obligations may become
increasingly onerous if the advertising and subscriptions revenues decrease
substantially; in the mid- to long-term, these obligations may become a major
competitive disadvantage for traditional broadcasters. Any regulatory approaches
adopted over the mid-term must be sensitive to the potential for exacerbating
competitive inequities, depriving Canadians of choice or creating incentives to operate
outside the regulated system.

195. Early signs of pressure may occur first in radio as described in greater detail in
Appendix 2. The relatively small file sizes and streaming rates associated with music
and other audio, the rapidly improving wired and wireless broadband networks and
developments in syndicating localized content, may eventually require the Commission
to find new levers to establish Canadian content and funding obligations on audio
providers. In the near-term, demand for broadcast spectrum is high and there has been
no abandonment of radio broadcasting. For t he ti me being, radiods ex
deliver local content to audiences is a key strength. As a result, the risk of wholesale
avoidance of the contribution regimes is low. However, it is important to continue
monitoring the situation to see if these trends ultimately have a negative impact on
broadcasters and their ability to provide support (financial and other) to Canadian
content.

196. Similar to radio, no mass departure from cable, IPTV and DTH distribution is expected
in the mid-term. In the longer-term, revenue growth for those providers may experience
challenges. Discretionary tiers of programming may come under pressure as viewing
shifts to (wired and wireless) online content and alternatively-available sources. The
introduction of faster and higher capability networks including DOCSIS 3.0, FTTH,
FTTN and wireless LTE may accelerate this trend from both a user behaviour and a
content availability point of view. Incumbent distributors are aware of the potential
threat and are rolling out next generation networks and services, including Internet
portals to access content, which may position them favourably.

197. It may become increasingly difficult for consumers to justify purchasing multiple general
interest services with significant overlap in programming and just a few compelling,
exclusive offerings. The trend toward a la carte consumption may be facilitated by
consumer electronics such as set-top boxes and smartphones that encourage users to
build media libraries and result in new advertising and micro-payment business models.
A migration of revenues out of regulated distributors and toward alternative systems
could have the effect of reducing funding available from contribution regimes for
content production and community television channels. Any reduction in that funding

42



Navigating Convergence: Charting Canadian Communications Change and Regulatory Implications

could have the consequence of making Canadian programming more expensive to
acquire.

198. Regulations, such as buy-through requirements and tiering and linkage regulations, or
obligatory financial contributions such as local programming and production funds, may
have the effect of rendering BDU offerings less attractive in comparison to alternative
unregulated sources of programming. Such regulations must be carefully examined in
the coming years if the unregulated players gain significant market share. Measures
that encourage greater consumption of content distributed by the unregulated sector
may ultimately prove counter-productivet o t he Commi ssi onds policy ob]j

199. Across both broadcasting and distribution, the fragmentation of audiences is likely to
result in an examination of the regulations that seek to maintain specific roles for the
two. Increasingly, there is a tension between vertically-integrated communications
companies and standalone broadcasters. Regulations, such as those governing the
sale of local availabilities by BDUs and of advertising by VOD providers seek to
preserve revenues within the broadcasting system where obligations to provide local
and national Canadian programming, either through exhibition or expenditure
requirements, reside. It is important to note that availability of content from over-the-top
providers in many cases bypass both the regulated distributor and the traditional
regulated programmer; hence a double hit on the funding available for Canadian
content production.

200. Over time, as the impacts of fragmentation become increasingly evident, the
Commission may wish to examine whether Canadian spending and exhibition
obligations should be imposed solely on pure-play78 broadcasters and whether financial
contribution to program subsidies should be solely an obligation on distributors.
Technological advances are likely to increasingly blur the lines between broadcaster
and distributor; obligations should be considered in the context of multi-platform
programming. The large, horizontally and vertically integrated communications
companies that offer television content, distribution, telephony, Internet and wireless
services are increasingly the beneficiaries of shifting consumer spending. Ultimately,
they may be the best-placed to carry the banner of Canadian programming obligations.
Any shift in obligations, however, must be carried-out in the context of the caveats
discussed above. The whole of the obligations must be considered with a view to
achieving the greatest possible symmetry between unregulated and regulated systems.

4.1.2 Fragmentation and telecommunications regulations

201. Inthe realm of telecommunications, fragmentation is demonstrated in a proliferation of
services and providers increasingly offering competition to established services. As
outlined in this report, this has taken two forms: competition to established providers by
facilities-based challengers and over-the-top providers. Voice telecommunications has
become a more complex playing field, with the product market coming to including
6pl ain old tel ephndiP@TSsesdlersi RSEN3engblBd0/6IB 3ervices,
VoIP services that operate outside the PSTN, instant messaging services that include
voice, voice communication within applications such as games and social network
services and more.

202. The traditional regulatory bargain with incumbent telecommunications companies,
struck in the era before competition, includes the obligation to provide universal service
with a basic service objective and price regulation to ensure affordability in return for a
degree of protection from competition. This understanding has already been subject to
considerable pressure as the result of liberalizing traditional local and long-distance
services. Incumbent TSPs, for example, continue to be subject to the obligation to
serve even as new entrants such as cable companies, who are exempt from the

"8 pure-play is a term generally used in marketing to indicate that a company is specializing in one area to the
exclusion of other market opportunities.
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obligation, make significant in-roads into wireline voice with their VolP offerings. Legacy
rules that differentiate between incumbent telecommunications entities and new
telephony providers, such as cable companies, may come under increasing pressure.
As telecom companies lose considerable market share to cable companies for
telephony service with market share approaching parity in some markets and
consumers substituting wireless for wireline, rules that obligate only the ILECs to
provide service may be considered asymmetric and may require re-examination.

The emergence of alternative service providers have also resulted in an asymmetric
regulatory environment. PSTN-based telephony service providers are required to make
contribution into funds to subsidize high cost serving areas and to make emergency
calling (911) available but these requirements are generally not applicable to alternative
peer-to-peer voice application providers. In the mid-term, there is little chance that a
significant number of Canadians will abandon the PSTN as a primary communications
tool, particularly for voice and emergency usage. However, facilities-based
telecommunications entities have already reported declining revenues associated with
such services as long-distanced attributable not just to price drops, but also to
declining actual minutes of use per customer. E-mail, instant messaging, text
messaging and social networking sites have the potential to replace a significant
amount of voice calling as devices and applications become more commonplace. In
turn, this will affect both the price customers are willing to pay for traditional services,
as well as absolute usage. The full assessment of the impact of the alternative services
will likely require new tools such as longitudinal consumer research studies to
determine whether usage is sufficient and important enough to warrant review.

Social policy
Fragmentation should be viewed as an opportunity for Canada and Canadian
companies to better participate in the global marketplace, achieving economic, cultural
and social benefits. Regulatory approaches should therefore further this objective. For
example, the new services and technologies that are developed cannot ignore the
social needs of Canadians, particularly as the population ages and the disability trends
rise. It is important to ensure that Canadians with disabilities continue to have access to
services; the desire by communications companies to control costs could compromise
expenditure on meeting the social needs of Canadians, as these are not necessarily
viewed as profitable services. In addition, it is expected to become increasingly
important to enable emergency services across new platforms as they become more
popular.

Fragmentation conclusion

None of the broadcasting or telephony trends outlined in this report demonstrate that
the traditional regulatory bargain will become irrelevant within the near- or mid-term.
Technology trends driving fragmentation and pressure on traditional systems are
relatively slow-moving. At this point, it may be premature to suggest either the
extension of existing regulatory structures to new services, or the loosening of
regulation on incumbent entities. PSTN, wireless and Internet communications are not
completely substitutable at this time; mass audience for professional content continues
to accrue almost solely to licensed radio and television services. However,
extrapolating the current trends, some revenues will be driven outside the regulated
system with a resulting effect on subsidy and funding regimes.

The Commission will have to watch these trends carefully in order to understand the
extent to which revenue available for subsidy and funding regimes and to fulfill social
obligations is diminishing and so as to recognize the market indicators that show when
the tipping point is nearing. As various communications services become increasingly
substitutable, the Commission needs to ensure that any regulations applying to these
services are technologically neutral and symmetric. New policy decisions must be taken
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with an eye to the future to lay the appropriate regulatory foundation without ignoring
the current realities. The Commission must balance the need to ensure the policy
objectives of both the Broadcasting Act and the Telecommunications Act are met while
not impairing the ability of traditional broadcasters, BDUs or TSPs to compete
effectively and nimbly in a fragmented marketplace.

4.2 Consolidation

207. Increasing horizontal and vertical integration in the communications industry has
occurred both organically through the re-purposing of communications networks to
deliver a range of services and through mergers and acquisitions activity. It likely
occurred as a result of corporate desire to maximize profit by better controlling costs
and attempting to share in the rewards if any new product line takes off. However,
looking forward, it is likely that further consolidation may occur increasingly in response
to fragmentation. A strong domestic base may become critical for both broadcasting
and telecommunications companies as they face an increasing array of over-the-top
services, applications and content. The largest communications companies will
continue to offer bundles of services at reduced prices in return for contractual loyalty.
There will continue to be pressure on both cable and telecommunications entities to
seek further mergers to take advantage of efficiencies.

4.2.1 Theimpacts on competition and diversity

208. Consolidation can have the effect of reducing competition in the marketplace, resulting
in monopolies or oligopolies. This may compromi se t he Commi ssionés | egi sl
objectives to achieve affordable pricing, universal access and a diversity of content
choices.A bal ance bet ween terdencyrowardkirdegrétion, witht ur a l
ensuing benefits for the financial health of the sector, and the requirement to maintain
the necessary conditions for competitive entry, with benefits to consumer pricing,
diversity of editorial sources, and the Avirtuou
competitive dynamic, have led to regulatory policies such as diversity of voices and
common ownership policy rules in broadcasting, as well as various wholesale regimes
in telecommunications.

209. The ex ante requirement for licensing and tariffs for telecommunications services has
allowed the Commission in the past to prescribe a level of diversity and competition
within communications markets. The interplay of priority programming rules and
Canada Media Fund obligations work to limit the potential for full vertical integration by
broadcasters up and down the production/broadcasting value chain.” In the regulation
of radio, rules prescribe a ceiling on the number of stations that companies may
operate in a marketd the common ownership policy that ensures allocations of
increasingly scarce spectrum to a diversity of entities. In television, diversity of voices
rules prescribe a ceiling on audience share that may be aggregated through mergers
and acquisitions, as well as prohibiting cross-ownership of newspapers, radio stations
and OTA television services in a single market.

210. Rules that seek to accomplish a diversity of voices and to minimizet he mar ket 6 s natur
tendency toward integration are coming under increasing scrutiny by stakeholders in
the mid-term. Questions have been raised by stakeholders with respect to rules
underlying eligibility for a broadcasting license in support of a diversity of ownership
entities. Where regulated entities are limited in their growth by those rules, they will
seek unregulated alternatives to achieve scale and scope. As discussed earlier,
movement away from the regulated system implies a loss of revenues supports for
Canadian content.

" Canada Media Fund changes, unannounced as of fall 2009, are likely to at least somewhat change this dynamic.
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