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“Much ado about Nothing?” or Beaucoup de bruit pour rien 

“I	
  have	
  a	
  good	
  eye,	
  uncle;	
  I	
  can	
  see	
  a	
  church	
  by	
  
day-­‐light”	
  (Act	
  II,	
  Sc.	
  I):	
  cord-­‐cu<ng	
  is	
  inexorable;	
  
we	
  should	
  be?er	
  prepare	
  
	
  
	
  
“Done	
  to	
  death	
  by	
  slanderous	
  tongues”	
  (Act	
  V,	
  Sc.	
  
III):	
  this	
  is	
  just	
  a	
  fallacy	
  of	
  extrapolaDon	
  from	
  voice	
  
cord-­‐cu<ng	
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US Pay TV subscribers had been fairly stable between 2009 and 2011, 
but started declining in 2012 

UNITED STATES: PAY TV SUBSCRIBERS (2009-2013) 

Source: Stifel 



●  Recession	
  and	
  unemployment	
  is	
  sDll	
  affecDng	
  low-­‐end	
  incomes;	
  this	
  trend	
  has	
  
affected	
  video	
  distribuDon,	
  broadband	
  and	
  wireless	
  connecDvity	
  

●  Pay	
  TV	
  fees	
  have	
  been	
  increasing	
  above	
  inflaDon	
  for	
  the	
  past	
  15	
  years	
  (although,	
  
obviously,	
  programming	
  opDons	
  have	
  grown	
  as	
  well);	
  this	
  trend	
  represents	
  a	
  
challenge	
  in	
  view	
  of	
  price	
  elasDciDes	
  and	
  presumed	
  consumer	
  surplus	
  

●  Video	
  distributors	
  have	
  been	
  engaged	
  in	
  value	
  chain	
  conflicts	
  for	
  quite	
  a	
  while:	
  
Satellite	
  and	
  telco	
  players	
  got	
  a	
  boost	
  from	
  programming	
  disputes	
  with	
  cable	
  TV	
  
operators	
  (cable	
  has	
  lost	
  5	
  points	
  of	
  market	
  share	
  since	
  4Q09)	
  	
  

●  Broadband	
  is	
  engaged	
  in	
  an	
  ongoing	
  technology	
  subs;tu;on	
  process:	
  Cable	
  
conDnued	
  capturing	
  DSL	
  customers,	
  with	
  the	
  industry	
  capturing	
  512,000	
  subscribers	
  

Cord-cutting is not the only trend at work in the US video 
content distribution landscape 

4 



●  Total	
  pay	
  TV	
  subscribers	
  have	
  declined	
  630,000	
  since	
  1Q13	
  reaching	
  86.8%	
  penetraDon	
  in	
  
the	
  3Q12	
  from	
  89.2%	
  in	
  1Q11	
  (SDfel),	
  380,000	
  in	
  2Q2013	
  

●  There	
  are	
  approximately	
  2	
  million	
  households	
  (2%	
  of	
  the	
  market)	
  that	
  have	
  cut	
  the	
  cord	
  so	
  
far	
  (C.	
  Moffe?)	
  

Nevertheless, cord cutting evidence is apparent 

5 

Source: Company data and Stifel estimates
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Graph 4: Penetration Steadily Declining

Pay TV Penetration Growth Rate

Graph 5: Video Subscriber Growth Continues to Lag Housing Formation. We
note that several companies noted slow, modest improvement in housing in certain
parts of their footprints. According to our estimates, however, pay TV subscriber
results continue to lag housing formation, in general. The Census Bureau reported that
occupied housing increased by 0.1% during 3Q13 (vs. -0.3% for pay TV). We continue
to believe that this trend suggests that there is some level of cord-cutting occurring
among households; however, the number of “cord-cutters” doesn’t suggest an
imminent disruption of the pay TV market. We remain convinced that the trend of
cord-cutting will resemble a “rising tide” of cord-cutting that will get larger, and become
more obvious, over time.

Source: Census Bureau and Stifel estimates
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Graph 5: Housing Occupancy Growth Rates

Housing Occupancy

Pay TV Subscriber
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Source: Stifel 

Pay	
  TV	
  subscribers	
  conDnue	
  lagging	
  
house	
  formaDon	
  which	
  suggests	
  

moderate	
  cord-­‐cu<ng	
  

Source: Company data and Stifel estimates
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Graph 2: Y/Y Growth Remains Negative

Graph 3: Third Consecutive Quarter of Y/Y Declines in Pay TV Subscribers. We
estimate -0.3% y/y growth in pay TV subscribers during 3Q13, representing the third
consecutive negative y/y growth rate, according to our estimates.

Source: Company data and Stifel estimates
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Graph 3: Pay TV Subscriber Growth

Graph 4: Pay TV Continues Gradual Decline. The general trend for pay TV
penetration remains down. We estimate pay TV penetration declined 20 bps to 86.8%
in 3Q13 versus 87% in 3Q12.
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Fourth	
  consecuDve	
  yearly	
  decline	
  in	
  pay	
  
TV	
  subscribers	
  



The key question is whether we can anticipate the future trend: the 
video trend will not look like the voice cord-cutting trend 
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UNITED STATES: WIRELESS ONLY HOUSEHOLDS (2003-12) 
 (in percentage) 

Source: National Institute of Health; Morgan Stanley 



Accelerator I: cost of pay TV services 

●  The	
  monthly	
  rate	
  for	
  Pay	
  TV	
  has	
  been	
  rising	
  at	
  an	
  average	
  6.3%	
  annually	
  since	
  1995	
  
(compared	
  to	
  0%	
  to	
  4%	
  inflaDon	
  rates)	
  reaching	
  $86	
  in	
  2011	
  ($65	
  for	
  pay	
  TV	
  service	
  
and	
  $21	
  for	
  premium	
  channels)	
  

●  The	
  rising	
  fees	
  have	
  been	
  driven	
  by	
  the	
  increase	
  in	
  licensing	
  fees	
  (growing	
  at	
  8%	
  to	
  
11%	
  per	
  year,	
  primarily	
  driven	
  by	
  sports),	
  technology	
  spending,	
  and	
  drop	
  in	
  
adverDsing	
  spend	
  

●  By	
  2015,	
  pay	
  TV	
  monthly	
  fee	
  will	
  reach	
  an	
  average	
  of	
  $123,	
  tesDng	
  consumers’	
  
willingness	
  to	
  pay	
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CABLE & SATELLITE SERVICES 
LONG LIVE THE KING   EXPECT PRESSURE ON DISTRIBUTION 

04.14.10  
   

 Todd Rethemeier | 631.324.6772 | Todd@hsqr.com 
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PROGRAMMING COSTS WILL LIKELY PRESSURE MARGINS 
Programming fees paid by the cable distributors to the content owners have been increasing for years.  It is difficult to get an 
exact number – not all of the companies report programming cost as a separate line item and the increase can be caused 
both by the price going up as well as from more customers taking premium channels.  However, we estimate that more than 
half of the increase is caused by the rising prices charged by the content owners.  For most of the cable companies the 
average programming cost per subscriber has increased 8%-11% per year recently, and we estimate that the price increases 
have been responsible for at least 5%, compared to inflation rates of 0%-4%.  The chart below on the left shows the increase 
over the past several years for all of the companies that we cover that break out these costs separately.  Note that DirecTV is 
showing a much smaller increase – this is because it tends to have a premium customer base that already has more 
premium services (which makes the percentage increase smaller and leaves less room for upgrades). 
 
In the past, the cable companies have been able to increase the price charged to consumers to make up for these 
programming cost increases.  The FCC reported that cable rates have increased by a CAGR of 6.3% from 1995 to 2008 for a 
total increase of 122% (of course, the number of channels available on an average cable system also increased significantly 
during that time). 
 
Going forward, we expect that it will be much more difficult for the cable companies to raise rates at those same levels.  Not 
only is the competitive environment likely to get worse (telco video growth slowed in 2H09, we believe it is only a matter of 
time before these companies get more aggressive on price), but new technology could also lead to more customers “cutting 
the cable” and using alternative sources of video content.  This is already starting to play out – Comcast discussed on its 
fourth quarter conference call that it raised rates for only 6.8 million customers (about 29% of its total video customers) in 
4Q09 compared to 16.2 million (67%) in 4Q08.  We believe that Comcast’s experience will be similar to other providers over 
the next few years. 
 
As a result of these increases in programming cost and a tougher consumer pricing environment, we are forecasting that 
margins contract slightly at most of the cable companies over the next few years.  The chart below on the right shows the 
gross margin (ARPU less programming costs) for all the companies we cover that break out the details.  Note that the gross 
margin per subscriber already started to decrease for Comcast in 2009, and we expect it will be down in 2010 for both 
Comcast and Time Warner Cable.  Again, DirecTV is an exception because of its premium customer base (although notice 
that the rate of increase in gross margin per subscriber has slowed considerably). 
 
Figure 1: Impact of Programming Costs on Cable & Satellite Operators 

Programming Costs are Increasing… …and Margins are being Squeezed 
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PROGRAMMING COSTS 

Source: Commpany Reports 



Accelerator II: Netflix and Hulu represent a gateway to OTT 

●  27	
  million	
  Neclix	
  and	
  40	
  million	
  Hulu	
  Plus	
  subscribers	
  	
  in	
  2013;	
  54	
  million	
  global	
  Internet-­‐
enabled	
  set-­‐top	
  boxes	
  (Xbox,	
  PS3,	
  TIVo,	
  Slingbox,	
  Vudu,	
  Roku	
  +59%	
  Y/Y	
  	
  

●  Consumers	
  begin	
  supplemenDng	
  their	
  pay	
  TV	
  service	
  with	
  Neclix	
  and	
  Hulu	
  (of	
  all	
  pay	
  TV	
  
subscribers	
  27%	
  also	
  subscribe	
  to	
  Neclix,and	
  46%	
  also	
  pay	
  for	
  a	
  premium	
  channel	
  

●  Of	
  all	
  pay	
  TV	
  subscribers,	
  24%	
  watch	
  movies	
  via	
  paid	
  and	
  free	
  VOD	
  
●  73%	
  of	
  Neclix	
  subscribers	
  streamed	
  video	
  for	
  free	
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MEDIA & TELECOM INDUSTRY 
THE HOUSE WINS: UPGRADING PAY TV 
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THE DEMAND FOR ALTERNATIVES EXISTS… 
Despite its missteps, Netflix, which offers consumers unlimited catalog television and movies for as little as $8/mo has 
doubled its domestic subscriber base over the last two years to 26.5M.  Hulu with an offering of catalog and current season 
television shows also for $8/mo. has attracted a base of more than 2M subscribers.  We estimate Apple has sold some 9 
million Apple TV devices, which enables consumers to easily access a myriad of content offerings including from Apple, Hulu, 
Netflix, and YouTube.  While none of those services offer a complete package of video – and in particular lack live 
programming like news and sports, they can be used to augment basic cable, or even free over-the-air broadcasts. Nielsen 
estimates that households subscribing to pay TV had declined 1.5 million from CY10 to CY11 (though our estimates show 
subs were flat.)  Either way, the once steady growth of pay TV subs has stalled.  We believe some consumers embrace 
these over-the-top services to reduce their costs, but others do so to for the convenience – the content is easy to access, 
available anytime, and on virtually every device.  Further, we believe a large part of the shift we have seen in viewing habits 
is generational.  College students today watch content on other devices, using services other than cable and satellite.  We 
believe many of these students simply never subscribe to pay TV service when they enter the working world.  Indeed, in our 
2011 annual back to school college dorm survey, just 32% of students brought a TV to school vs. 73% in 2010. 
 
Figure 1: Netflix US Subscribers and ARPU 
 

 
 

Source: Company data 
 
 

Figure 2: U.S. PAY TV VIDEO SUBSCRIBER NET ADDITIONS 
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NETFLIX US: SUBSCRIBERS AND ARPU 

record (4Q10), according to our estimates.

Source: Company data and Stifel estimates
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Pay T.V. Subscriber Growth

Graph 4: HULU Plus Adds Approximately One Million Subs in 1Q. Although Pay
TV posted near record low trends during 1Q13, HULU Plus added approximately one
million new subscribers. HULU Plus and Netflix are often considered an alternative
bundle to cable and satellite Pay TV packages.

Source: HULU company blog

Graph 5: Pay TV Continues Gradual Decline. Although Pay TV penetration
benefited somewhat from 1Q seasonality, its general trend remains down. We
estimate that Pay TV penetration declined to 87.2% in 1Q13 versus 87.8% in 1Q12.
While the trend has been easy to see, we find it interesting that Tom Rutledge, Charter
CEO, noted the trend in the Q&A portion of the company’s most recent earnings
conference call.
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HULU PLUS PAYING SUBSCRIBERS 



Brake I: OTT is not for everyone: resilient non-adopters (older, 
wealthier and sports fans) 

●  A	
  growing	
  percentage	
  of	
  newly	
  minted	
  graduates	
  and	
  young	
  professionals	
  are	
  
foregoing	
  cable	
  and	
  satellite,	
  and	
  merely	
  ge<ng	
  broadband	
  at	
  home	
  

-  Rather	
  than	
  paying	
  $50	
  to	
  $80	
  per	
  month	
  for	
  video,	
  these	
  consumers	
  are	
  opDng	
  
for	
  broadband	
  at	
  $40	
  /	
  month	
  and	
  cobbling	
  together	
  video	
  from	
  a	
  variety	
  of	
  
sources	
  

-  While	
  Internet	
  delivered	
  video	
  largely	
  lacks	
  access	
  to	
  news	
  and	
  sports	
  
programming,	
  the	
  technology	
  does	
  enable	
  1)	
  the	
  potenDal	
  for	
  cost	
  savings,	
  2)	
  
anyDme,	
  anywhere	
  on	
  demand	
  access	
  and	
  3)	
  vastly	
  be?er	
  Dtle	
  search	
  and	
  
discovery	
  features	
  

-  But	
  older	
  households	
  are	
  more	
  reluctant	
  (media	
  consumpDon	
  behavior	
  is	
  different;	
  
complexity	
  of	
  technology	
  interface)	
  

●  Analogous	
  to	
  voice	
  cost-­‐cu<ng:	
  The	
  percentage	
  of	
  adults	
  living	
  in	
  households	
  with	
  
only	
  wireless	
  telephones	
  decreased	
  as	
  age	
  increased	
  beyond	
  35	
  years:	
  39.1%	
  for	
  
those	
  aged	
  35–44;	
  25.8%	
  for	
  those	
  aged	
  45–64;	
  and	
  10.5%	
  for	
  those	
  aged	
  65	
  and	
  
over	
  	
  

●  Rural/urban	
  split?	
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Brake II: Traditional Content Distributors have prevented the 
development of a complete OTT substitute 

●  OTT	
  is	
  not	
  a	
  one-­‐to-­‐one	
  subsDtute	
  to	
  pay	
  TV	
  (no	
  availability	
  of	
  all	
  popular	
  shows,	
  no	
  
live	
  programming	
  (sports	
  or	
  news)	
  

●  Pay	
  TV	
  operators	
  have	
  been	
  successful	
  in	
  keeping	
  content	
  agreements	
  for	
  live	
  
programming	
  exclusive	
  to	
  tradiDonal	
  systems	
  

●  Cable	
  TV	
  networks	
  have	
  retaliated	
  with	
  TV	
  anywhere,	
  and	
  will	
  implement	
  metered	
  
bandwidth	
  pricing	
  (regulatory	
  issue),	
  and	
  the	
  aggregate	
  fees	
  will	
  not	
  increase	
  as	
  much	
  
as	
  in	
  the	
  past	
  

●  The	
  stock	
  market	
  conDnues	
  rewarding	
  pay	
  TV	
  players	
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UPSIDE FROM HERE SEEMS HARDER TO FIND THOUGH 
Since April 2010 when first published our concerns that rising competition and content costs would put pressure on pay TV 
operators, the group has risen 71.4% vs. 48.7% for entertainment companies, negative 17% for broadcasters, and 20.6% for 
the S&P 500.  With the group trading at 6.3-7.4x on EV/EBITDA, vs. 5.2-6.9x for telecom carriers, it is difficult to recommend 
investors get too aggressive, as many of the positives may already be priced in.  Thus, we are only upgrading two stocks 
from Hold to Buy – DIRECTV (trading at 6.3x EBITDA, and with strong Latin America growth) and Time Warner Cable (6.9x 
EBITDA). 
 
Figure 4: Relative Performance of Pay TV Stocks 
 

 
 

Source: Bloomberg 

 

RELATIVE PERFORMANCE OF PAY TV STOCKS 

Source: Hudson Square 



What is the outlook like? Value chain differentials could lead to 
extrapolation fallacies, particularly in the medium term 
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Artist Record Label Retailer Consumer 

15% 60% 25% 

Programs Cable COGS Margin Consumer 

46 % 33 % 20 % 

$ 15 

$ 86 

53 % 

ORIGINAL MUSIC VALUE CHAIN (CDs) 

VIDEO VALUE CHAIN 



What is the outlook like? Winners and losers in the long run 

●  While	
  not	
  everyone	
  will	
  cancel	
  (e.g.	
  sports	
  fans	
  probably	
  won’t),	
  it	
  doesn’t	
  take	
  much	
  to	
  
impact	
  the	
  industry:	
  each	
  1%	
  of	
  households	
  that	
  cancel	
  their	
  cable	
  in	
  favor	
  of	
  over-­‐the-­‐
top	
  video	
  will	
  destroy	
  $1.5-­‐$2.5	
  billion	
  in	
  value	
  for	
  the	
  industry	
  

●  Winners:	
  High	
  speed	
  broadband	
  providers	
  
–  Telcos	
  (Verizon	
  FiOS,	
  ATT	
  U-­‐verse):	
  defending	
  high	
  bandwidth	
  is	
  easier	
  than	
  voice	
  
–  Cable	
  MSOs	
  (with	
  DOCSIS	
  3.0)	
  
–  Companies	
  providing	
  Dme-­‐sensiDve	
  programming	
  (Sports	
  (ESPN,	
  regional	
  sport	
  
affiliates);	
  Cable	
  news	
  (CNN,	
  Fox	
  News,	
  MSNBC);	
  Providers	
  of	
  very	
  specific	
  original	
  
programming	
  broadcast	
  at	
  certain	
  Dmes)	
  

–  The	
  transport	
  players	
  that	
  facilitate	
  streaming	
  	
  
●  Losers:	
  Pure	
  play	
  video	
  providers	
  

–  Satellite	
  operators	
  (Direct	
  TV,	
  and	
  Dish)	
  (if	
  they	
  do	
  not	
  succeed	
  in	
  unbundling	
  sports	
  
programming)	
  

–  Producers	
  of	
  niche	
  programming	
  that	
  get	
  squeezed	
  out	
  in	
  an	
  “a	
  la	
  carte”	
  
environment	
  

–  Cable	
  networks	
  dependent	
  on	
  syndicated	
  programming	
  (e.g.	
  Seinfeld	
  reruns,	
  Law	
  &	
  
Order)	
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