Movies.com


“Movies.com will provide consumers an unequalled level of flexibility, quality and choice, and we are excited to be at the forefront of this new entertainment medium.”









-Michael Eisner, Disney CEO


“The visions bandied about by proponents of VOD are fanciful, to say the least. In reality, the future they extol is a decade or more away.”







-The Economist


“As consumer broadband use multiplies, so do predictions that it is going to revolutionize television and video entertainment.  Probably it will at some point, but television and cable networks would be risking a repetition of their experience with the narrowband internet if they invested heavily in programming for interactive TV or video on demand just yet.”








-Scott A. Christofferson & 

Michael A. Gatzke [McKinsey Quarterly]

On September 5, 2001 Michael Eisner returned to his office full of new doubts.  He had just announced the creation of a joint venture with News Corp. called Movies.com through which the companies hoped to distribute movies electronically.  Despite his initial enthusiasm for the idea, he couldn’t help but wonder if there was some truth to the many articles he had read.  He wondered what broadband technology platform would become the standard and how many obstacles would have to be overcome.  Would adoption rates increase quickly enough?  How many customers would embrace this new technology, and how much would they be willing to pay for it?  With the recent downturns in the economy there was increased pressure for the company to return to more traditional business models, but the company couldn’t just stand by and watch competitors take control of the opportunities video on demand might present.

What is Broadband?
Broadband technologies transfer sounds and images into a series of numerical values so that the data can easily travel at high speeds between users.  Based on the technological infrastructure available today, broadband enables either one-way or two-way communication.  As a user of one-way broadband technology, digital information can be sent, but can not be received.  The end user must use another method (typically an analog modem or phone line) to send information back to the originator.  Two-way broadband technologies, however, allow a user to send and receive digital information through the same equipment.

Overview of Transport Services

Broadband service today is available through four technological infrastructures; Digital Subscriber Lines (DSL), Cable, Satellite and Wireless.

DSL.  DSL relies on digital coding techniques to switch regular telephone lines into high-speed data transfer lines.  Thanks to this technology, the user can enjoy simultaneous voice and data service.  In other words, the user does not have to log off the internet to use the phone; both services are always available. 

Cable.  The current cable infrastructure that was designed to transport television signals can now also connect users to the internet thus providing an “always-on” connection.  To add internet capabilities, cable operators install new modem equipment and establish a cable networking infrastructure for each community.  For cable, however, unlike DSL, the bandwidth is shared by all the users.  When a subscriber sends an email, they can only use the bandwidth that is available at that moment.

Satellite.  Satellites only provide one-way broadband technology.  In satellite networks, the television channel provider sends programming and data services to a satellite in space which in turn sends the digital signal to the satellite dish on the user’s home.  For the user to respond, they must use a different technology.  

Wireless.  Wireless cable technology modulates digital data signals to radio frequency channels.  The signal is sent from a broadcast tower to a special antenna attached to a business or house in a local market.  There must be a direct line of sight between the transmitter and the antenna for the signal to be received.  Often obstructions such as trees or tall buildings prevent the signal from reaching its destination.  Distance is also an important factor as wireless cable signals can only be received within a 30-mile radius of the transmitter.  Until recently, cable modem technology was limited to one-way as the end user had to rely on a telephone line to return information to the originator.  Recently, however, the FCC has approved the use of several wireless spectrum blocks to be used for upstream and downstream broadcasts for cable television and the internet.  It is difficult to upgrade wireless cable systems to support two-way transmission, but it won’t be long before several companies transition to two-way wireless delivery.

The advantages and disadvantages of the different broadband platforms are summarized in Exhibit 1.

The Value Chain for Videos on Demand
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Unlike television broadcasting, with streaming video over the Internet, costs increase with the size of the audience (diseconomies of scale). The interesting thing about this value chain is that there is a battle in each segment of it, however, some players are only fighting one battle while other players like Sony, AOL- Time Warner and Microsoft are fighting a war.

Content providers.  In the VOD market the major content providers are the movie studios: Warner Bros. (AOL-TW), Sony Pictures, MGM, Paramount Pictures, Disney, etc.  Some cable companies like HBO and Showtime are also entering the fray. 
Video compression software.  In order to stream video to a house, it needs to be digital so that it can be compressed to save storage space and bandwidth. The main companies in this segment are Microsoft with MPEG, Real Networks’ Real Video and Apple’s QuickTime. Most of the content providers want to have more than one compression standard so that they are not held hostage by only one supplier. Apple’s QuickTime the number 3 player has joined Cisco Systems, Kasenna Phillips and Sun Microsystems to form the Internet Streaming Media Alliance. 

Storage and Streaming Servers.  The video files are compressed and stored into a server that  runs an operating system. In this segment the same battle that went on with the web servers is going to be repeated, only this time Microsoft is battling RealNetworks rather than Newscape. The story is practically the same. Microsoft is not only giving the software away, but they are paying some companies to use it. 

There is also a subgroup of companies that are dedicated to media hosting. The biggest players in this segment are Akamai Technologies-InterVu, Inktomi, Level 3 Communications, Exodus Communications, Digital Island and iBeam broadcasting and Webcasts. These companies help the media get closer to the user to decrease the bandwidth uncertainty problem. 
Websites. It appears as though Movies.com and moviefly.com are going to step in to this part of the value chain, replacing video stores like Blockbuster and Hollywood Video. However, the relationship between the customer and the video rental store can provide the studios with the information necessary to better profile their customers. For this reason, Viacom may be well situated as they own 80% of Blockbuster.
Internet Backbone.  The internet backbone in North America has been built by companies like MCI WorldCom, Williams communications, Sprint and Qwest. This backbone has a bandwidth of 500 gigabits per second which is not enough to deliver VOD to houses when we consider a large audience. Even if we look at streaming the lowest quality of video with a 3 inch by 3 inch screen at 20 frames per second (300kbps), with an audience of only 100,000 people, it will require 6% of the entire Internet backbone. This quality of streaming is far from VHS quality (500 kbps) and much lower than DVD quality (750 kbps). If VOD wants to reach a large audience, there must be a considerable investment to upgrade the internet backbone.

ISP and Local Loop.  This group is composed of the classic internet providers like AOL and the new cable operators that offer broadband like Time Warner, AT&T, Comcast and Coax. The uncertainty over which technological platform will become the standard in delivering VOD has forced some of these companies to invest in several technologies at the same time: satellite, fiber optics, DSL, etc.

Hardware Device.  In 1993, SGI and Time Warner tried to develop Top Boxes for VOD, and the appliances cost around $4,000. The project was a failure. There is a lot of uncertainty over what device is going to become the standard that enables VOD. The complexity of the billing system and the protection of the movies so that the industries does not get “Napsterized” is making this step difficult for the potential providers. The list of candidates that can provide VOD is long: PC manufacturers, TV manufacturers, set-top boxes manufacturers  such as TiVo and even video game boxes like PS2 or Microsoft Xbox (already internet enabled). These devices can provide the content providers with ratings that are more accurate than ACNielsen. TiVo collects all the information needed to create individual profiles based on viewing habits. TiVo lets users skip commercials and record programs, and it gathers much more precise data than ACNielsen. It could be used to track viewer habits.
Operating system.  This is an ongoing war including Windows NT, Unix and Linux among others.
Browser.  AOL Time Warner vs. Microsoft. Is the browser war over yet ?

Viewer.  The most popular viewers are RealNetworks, Microsoft Media player, and Apple’s Quicktime. Real Networks player has taken a step forward offering the content providers with a new standard that allows them to protect their movies xMCL. This system will make the proprietary protection systems like Microsoft’s Windows Media obsolete. The digital video is compressed to minimize the space required to store it and the bandwidth required to transport it. 
The Residential Broadband Market

A "broadband home" has both a broadband connection to the outside world and broadband distribution within the home. A "broadband connection" provides continuous (always on) megabit-per-second communications between the home, the local Internet Service Provider (ISP) and the Internet. "Broadband distribution" is a home network capable of supporting multi-megabit-per-second communications among home devices and between these devices and the broadband access network. This is intended for media (audio and video) as well as data, although it has started principally with data.

The once red-hot market for residential high-speed Internet access has cooled in the past few months. Companies have failed to demonstrate why the typical household needs these services that cost about $50 a month. “It hasn’t yet been proven that broadband is an essential service” comments Cynthia Brumsfield, president of Broadband Intelligence, Inc.

There has been and will continue to be only a handful of players.  The latest casualty is Rhythms NetConnections, which shut down its network on Sept. 10. Other casualties include, Teligent, Winstar Communications, Northpoint Communications and Bluestar, which had been acquired by Covad Communications and later closed.  The paradigm is that new technologies languish without the programming needed to drive consumer demand, and companies with programming won’t make it available unless consumers are equipped to receive it.

Cable dominates the residential broadband market with 70% of subscribers vs. 30% for DSL. Four companies (Time Warner, AT&T, Comcast, and Cox) control 75% of the Cable market and two companies (SBC and Verizon) control 60% of the DSL market (see Exhibit 2).  Cable has grown at an annual compounded growth rate of 26% while DSL has grown at 32% (see Exhibit 3). By 2004 cable will claim 16 million vs. 14 million for DSL (see Exhibit 4).

Although cable continues to dominate the market, satellite subscriptions continue to grow, providing the television signal path to 70% of America’s 100 million homes. The country’s largest satellite broadcasting company DirecTV, has 10 million subscribers, the No. 2 EchoStar is growing even faster and claims 6 million customers. DirecTV plans to offer high-speed Internet service called Direcway by this fall. The service will cost between $59.99 and $69.99 a month and the customer will need to buy a new satellite dish.

Disney and News Corp. Form a Joint Venture

On September 5th, 2001, the Walt Disney Company and News Corporation announced the formation of a 50-50 joint venture to provide on-demand movies and entertainment to U.S. consumers via the Internet and enhanced cable television systems.  The joint venture, Movies.com, plans to charge $3.99 to download a movie, which can be viewed at leisure by the consumer.  The venture is expected to launch in early 2002.  According to current estimates, there are about 10 million homes in the U.S. with broadband web access and approximately 1 million homes with enhanced cable television systems that are sufficient to deliver films from Movies.com.

The primary purpose of Movies.com is to distribute old and new films created by the companies’ studios – News Corp’s Twentieth Century Fox and The Walt Disney Studios and Miramax Films.  Disney’s library of animated movies is not covered by the Movies.com agreement.  Movies.com will have the exclusive rights to all new, non-animated films from the two companies for a period of time after the movies are available at the video store but before they appear on any cable, satellite or broadcast TV service.  The site will also license and sell downloadable movies from other studios.  The studios believe that this venture will provide a larger portion of the video-on-demand revenue than is currently received from their pay-per-view contracts.  

The recent flurry of activity in video-on-demand stems from the studios’ desire to avert the piracy of digital movies.  The studios believe that providing legitimate content via the internet will prevent what occurred in the music industry with file-swapping networks such as Napster.  Movie studios also want more control over the adoption of technical quality standards for movie downloads and the security technology that prevents piracy.    

The most noticeable challenge the Movies.com venture faces is reaching an agreement with the cable operators on the delivery of the content.  Disney has long had shaky relationships with the cable operators, but Disney believes that the Movies.com availability before the traditional pay-per-view window encourages participation by the cable companies.  However, the ability to come to agreement with AOL Time Warner, one of the largest cable providers in the country and a member of a rival on-demand venture, is questionable. 

Competitive Analysis
The Movies.com deal comes on the heels of an announcement from five Hollywood studios who have formed a joint venture to deliver feature films on demand to consumers, over the Internet.  The studios involved in the joint venture are Sony Corp.'s Sony Pictures Entertainment; AOL Time Warner Inc.'s Warner Bros.; Vivendi Universal SA's Universal Pictures; Viacom Inc.'s Paramount Pictures; and Metro-Goldwyn-Mayer Inc. Each owns 20% of the venture and will contribute an equal, undisclosed amount to its development.   Sources indicate that the studios have collectively pledged to commit as much as $150 million to the venture. 

The venture, for now known as Moviefly, will charge consumers a fee that will probably on par with the $3.99 typically charged by cable and satellite operators for pay-per-view movies. Users will download an encrypted, digitally compressed file to their hard drive, where it can remain for as long as 30 days.  Once the downloaded file is opened, consumers would have a 24-hour period in which to view it.   New releases will likely be available about the same time they are offered on pay-per-view-services offered by cable and satellite companies; that typically comes about 30 or 45 days after a film's DVD and video release. 

The main difference between the Movies.com and the Moviefly deals are that studios involved in the Moviefly venture offer their content on a non-exclusive basis.  This frees the studios to make separate deals to offer films through the cable system.  Also, the Moviefly venture has stated it plans to deliver content via the internet and has not confirmed its intention to deliver via the high-speed cable networks. 
AOL Time Warner is also approaching the market through cable.  InDemand, a cable pay per view network which is owned by AOL Time Warner, ATT Corp, Comcast Corp, and Cox Communications Inc, has signed deals with both Universal Studios (Vivendi Universal) and Sony’s Columbia TriStar International Television division.  InDemand plans to offer video on demand to its digital cable subscribers earlier than the films will be available through its normal pay per view service.  

AOL Time Warner’s cable company (Time Warner Cable) also has digital cable video on demand service called iControl.  This system is essentially an enhancement to its pay per view service.  iControl allows users to order a movie at anytime (unlike PPV’s fixed start times).  Once the film is ordered, the user has just eight hours to view it before it loses access to the film.  The other new feature is VCR-like controls that allow the viewer to stop, start and rewind.  The major studios have severely limited the content for iControl, however, and the library today boasts only about 100 films.  

Indeed, it already appears as though at least two big players may have moved too fast.  In April 2001, Enron Corp and Blockbuster unexpectedly ended their exclusive 20-year relationship to deliver movies on demand via Enron’s fiber-optic networks, just eight months after announcing the alliance.  Both companies said they wanted to have more than one partner.  

“Almost” Video on Demand Competitors
The Disney and News Corp. venture puts these studios in direct competition with some of the powerful middlemen who currently own the customer relationships.  While the technological and economic challenges of VOD still remain to be overcome, several alternatives to video on demand may run away with some of the market.

The powerful middleman Blockbuster, for one, is not going quietly.  It is attempting to use the internet to ease the customer experience and retain its huge share of the rental market.  Its first venture is an online ordering service which is currently available in four cities, with plans to roll out nationwide.  Customers browse DVD titles online, place an order with a credit card, then wait ten minutes for an e-mail confirming that the film is ready to be picked up at the local store.  

A new entrant is also attempting to get a foothold as an intermediary.  Netflix CEO Reed Hastings says his service is "ideal for people who love movies and hate Blockbuster. That's a pretty big segment of the population."  Netflix allows customers to order DVDs for twenty dollars a month (and no late fees).  Consumers can have up to three films at a time.  Orders are placed through a password-protected account on www.netflix.com.  The first DVDs available are sent via snail mail.  When the user has viewed the film, a pre-addressed stamped mailer is provided to send the DVD back to Netflix.  When it receives a DVD, it automatically sends the next available title you requested.

Another feasible “almost” video on demand service is to combine a digital video recorder (such as TiVO or ReplayTV) with the dozens of premium movie channels available through digital cable and satellite providers.  The economics for the consumer may be prohibitive still, but there are hundreds of movies available in any week and storage capacity of the DVDs is rapidly expanding.  
The Future of Broadband


Later that day, as Michael Eisner headed out of his office in Burbank, CA he continued to wonder about the future of broadband.

He knew that fiber optic lines were getting cheaper and cheaper to install
, but he also knew that the telecoms weren’t going to remove their copper infrastructure anytime in the near future. He understood the appeal of fiber.  “It is reliable, long lasting, impervious to storms and lightning, and a “future-proof investment” that can accommodate increases in bandwidth for decades to come,” he thought to himself.  “Stretching fiber to people’s homes will no doubt solve the last-mile bandwidth problem and open up opportunities for countless services such as super-fast Internet access, digital TV, video-on-demand, and software-on-demand.
”

“The world’s telephone and cable companies see the “last mile” between their networks and their customers as the last scarcity, the best place to extract a premium from ownership of the network. In Stockholm, residential customers can buy a ten-million-bit-per-second Internet connection for about $25 a month.” Eisner did not expect old-style phone companies to ever bring this kind of service. They were too dependent on their cash cow to let it be slaughtered. He also didn’t expect cable-TV companies to bring it either. The owners of the old video entertainment business would not build the infrastructure to destroy it. The answer lay in new network service providers that are not tied to past technologies and obsolete business models, like Cogent, Telseon, Yipes, and VDN.

“All of the broadband home industry sectors must collaborate to fully realize the potential of the broadband home. Applications must be designed with knowledge of the features, functions – and costs! – of home devices. Home networks must be devised to meet the needs of appliances – both those which exist today and those on the drawing board. Access networks must meet the needs,including willingness to pay, of application providers and consumers.” 

“Yet the broadband home industry seems more divided than united, between cable companies and telephone companies competing to provide broadband access; between many forms of home networks with different players promoting different communications media and standards; between "home appliance" advocates and PC defenders.”

Michael Eisner did not know what the future would bring, but he was confident that a venture with News Corp. was the right step for now.

Exhibit 1

	Type of Service Provider
	Advantages
	Disadvantages

	Digital Subscriber Line (DSL)
	· Uses existing telephone lines

· Infrastructure is already established

· Line is dedicated so the data transfer rate is more reliable
	· The speed and quality of information flow is affected by how far you are from the base station

· Installation can be complicated

	Cable
	· Large capacity

· Easy to install
	· The fiber-optic cable infrastructure is expensive to develop

· Limited availability

· The cable is shared so increases in users slow the speed of transfer

	Satellite
	· No telephone or cable infrastructure required

· Immediate universal availability
	· One-way transfer only

· Customer must have a receiver dish

· Slow upstream bandwidth



	Wireless
	· No telephone or cable infrastructure required

· Where available – data transfers at consistent high speeds


	· For “line of sight delivery”- An aerial has to be set up to receive the signal

· Limited availability

· Telephone must be used for upstream transmission, limiting two-way transfer


Exhibit 2

Residential Broadband Subscribers
	North America Residential Broadband Subscribers
	

	
	
	
	

	2001 Statistics
	DSL
	Cable
	Total

	Real 6/30/01
	 
	 
	 

	US Subscribers 6/30/01
	2,313,750 
	5,445,858 
	7,759,608 

	Canada Subscribers 6/30/01
	541,814 
	1,211,988 
	1,753,802 

	N. America Subscribers
	2,855,564 
	6,657,846 
	9,513,410 

	Market Share
	30.0%
	70.0%
	100.0%

	Estimated 9/1/01:
	
	
	 

	US Subscribers
	2,484,789 
	5,955,876 
	8,440,665 

	Canada Subscribers
	591,594 
	1,285,648 
	1,877,242 

	N. America Subscribers
	3,076,383 
	7,241,524 
	10,317,907 

	
	
	
	

	
	
	
	

	Cable Subscribers as of 6/30/01
	
	

	Company
	Cable Subsc
	Market Share
	

	Time Warner Cable
	1,409,000 
	25.9%
	

	AT&T
	1,346,000 
	24.7%
	

	Comcast
	675,600 
	12.4%
	

	Cox
	668,038 
	12.3%
	

	Charter
	419,400 
	7.7%
	

	Cablevision
	367,800 
	6.8%
	

	Adelphia
	253,185 
	4.6%
	

	RCN
	94,735 
	1.7%
	

	Insight
	82,300 
	1.5%
	

	Mediacom
	79,800 
	1.5%
	

	Others
	50,000 
	0.9%
	

	Total
	5,445,858 
	100.0%
	


Exhibit 2 Con’t

	DSL Subscribers estimated as 9/1/01
	

	Company
	Cable Subsc
	Market Share

	SBC
	1,037,000 
	33.6%

	Verizon
	840,000 
	27.2%

	BellSouth
	381,000 
	12.4%

	Qwest
	360,000 
	11.7%

	Covad
	333,000 
	10.8%

	Rhythms
	83,000 
	2.7%

	Broadwing
	51,000 
	1.7%

	Total
	3,085,000 
	100.0%
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� Installation: Hybrid fiver-coaxial HFC $1,907; Fiber $2,385; DSL $2,484


� Business 2.0, April 20, 2001, Erick Schonfeld


� Fortune, October 2000, David Isenberg
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