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Executive Summary

Digital media has been highly disruptive to the Canadian media industry. While
creating challenges for traditional media companies, digitally enabled media has
created many new opportunities including the formation of the interactive media
industry. “Interactive” is the distinguishing attribute of new media.

Media has moved to a business that is increasingly audience centric as the
audience now commands the power to choose. Bandwidth considerations are
becoming less of an issue for delivery and computing power for consumers
continues to progress in its capability. Media consumption is gravitating towards
increased use of interactive platforms that are not tied to a single location or
confined to the display of a single type of media. Media programming is being
promoted and distributed across a wider array of platforms. As the reliance on
single platforms and channels decreases, the reliance upon quality storytelling,
information, design and promotion increases.

Canadians who are users of the Internet now spend an average of 13.5 hours a
week online. This is 2.2 hours longer than they spend watching television.
Some spend time creating content themselves and are discovering new ways of
connecting with each other through online communities.

Consumers are headed towards reaching a state of ultramedia, a condition
whereby all media is accessible at any time from any location.

Media production is no longer a business that occurs in discrete silos as
producers need to consider the array of channels open to them to reach an
audience. Conducting regulation of the media environment has become
increasingly complex (and irrelevant).

Traditional media packagers and distributors continue to be disintermediated as
producers find new ways to go directly to market.

Much can be learned from studying the history of media developments. The
games industry is the only mature interactive medium and the music business is
the harbinger of issues for other electronic media facing continuing disruption of
their business models from digital technologies.

There are currently 30,000 Canadians working predominately in SMEs,
generating $4.8 billion dollars of activity in interactive media that is primarily
intended for an export market. The vast majority of this work is in fee-for-service
work for Canadian corporate interests (e.g. Web activity) and foreign interests,
primarily those involved in the gaming business.
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Canadian companies are particularly challenged in trying to access capital,
maintaining a senior talent pool with technical, creative and management skills
and in growing businesses for participation in a global market for media.

Digital enterprises need to pay particular attention to how they construct their
business models. It is a highly accelerated business environment and requires a
great deal of specialized input. A large part of the input needs to come from
research, which is used to construct what are largely experimental business
models. It is a very high-risk business to create original content products as
companies are now in the full-time business of addressing change and their
audiences have complete and immediate say over the success of programming.

Canadian producers of interactive media are organizing to improve themselves
through the association of associations, the national Canadian Interactive
Alliance.

Developing a knowledge-based economy by definition includes creative
undertakings in media. The federal government can do a great deal to assist
what are primarily smallish companies with limited resources.

Current assistance programs, particularly production funding programs, should
be reassessed. This should be done in close collaboration with industry.

Initiatives that should be considered include market research services, research
into the industry in Canada for planning, export support, training initiatives
including support to attend conferences and through facilitating new business
through partnerships.

Emphasis for government support should be towards a prime objective of
building profitable Canadian media companies. These companies will become
cornerstones of the knowledge-based economy.

Measures must be taken to engage private capital in the business of media. If
this cannot be done Canada will squander any competitive advantage and
become a fee-for-service production backwater.
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1. Introduction

In this report we will provide commentary based upon FAD Research’s twenty
years experience dealing with digital media issues and working closely with
Canadian independent producers. We will provide an overview of developments
in technology as applied to the various media platforms that Canadians use. We
will discuss trends in current usage and provide some context as to how it affects
digital media production. We will deal primarily with interactive media business
and outline some of the disruptive effects upon traditional audiovisual media such
as feature film, television and the music industry that digital technology and
distribution has caused.

The CRTC has asked contributors to the Fall 2006 public hearings to review
changes in Canadian audio-visual technologies since the year 2000 and to
suggest strategies for coping with them. The main force effecting changes as
they relate to audio-visual communications is the same one that is affecting
changes in many places today - “digital technology”. Digital technology has
spawned digital media, which allows interactive media and as a result of these
changes the way in which Canadians communicate will never be the same.

Since the mid-90s the exercise of saying “things will never be the same” is
perhaps the only thing that has remained the same. This phrase has been used
as lead-ins to reports such as this one that attempt to chronicle and provide
some insight into the continuing changes in media. While it remains a bit of an
exercise in “fish studying water”, as we are in the midst of a wave of change,
there is still perspective to be gained from studying the history of media and
technology and the influence that this technology has had upon media
consumption habits and therefore the business of media. The changes have
touched every traditional media platform, created some new ones, and
transformed the acts of distributing, producing and consuming media in near
every way.

Since 2000, we have experienced the tail end of the first communications
business boom created by digital media, more of a stalling really, with the event
now referred to in popular parlance as the “dotcom bust” of 2001. This was a
relative non-event in Canada® as we did not have an excess of investment in
domestic dotcoms or in digital media creation (outside of the games industry).
The bust did, however, bring about a chill in the air for any business related
projects associated with digital media enterprise such as e-commerce initiatives.
For a number of Canadian telecommunications and media businesses, ever late
out of the gate compared to their heavily invested U.S. counterparts, the use of
the word “convergence” did tend to cool the boardroom air a couple of degrees

! Not to say that the depreciation of companies like Nortel were “non-event” but we are focusing our
discussion on content companies in the business of digital services and mainly digital media content
production. These are the stuff of the classic dotcoms.



post-2001. Many projects went on hold, but from 2001-2004 the chill did more to
collapse investments on the U.S. NASDAQ exchange than it did to stop
Canadians from using digital media®>. Canadian service sector businesses
continued to follow these consumer attentions, albeit more slowly®, by creating
new services and by continuing to achieve cost efficiencies for their clients
through the use of digital media applications on the Worldwide Web.

“New media is dead, long live new media.”

Since 2004, markets have regained most of their composure and considerations
regarding investments in new technologies and, most particularly, those involving
digital media enterprise, have proceeded forward with some important lessons
learned. New media didn’t go anywhere except perhaps temporarily away from
the hype-filled columns of the business press at the peak of the last boom.

There are three major attributes of digital media that underlie the entire
discussion in this report:

1. Digital technologies allow for digital media devices and
transmissions which in turn allow for ALL traditional electronic
media devices and messages to be smaller, more efficient,
faster, more portable, easier to use, accessible and cheaper to
produce. All these attributes arrive at once.

2. The digital technologies, that brought us digital media and allow
for digital interactive media®, are highly disruptive as they bring
relentless and ongoing change to traditional consumption
behaviours and media business practices.

3. The most obvious attribute of digital new media is that it has the
distinguishing characteristic of being “interactive”. The idea that
the user/audience now drives their own choices is fundamental
to understanding what works and what does not work.

Since last year we appear to be experiencing a new round of heightened activity
in media business and investment in new media. We will describe, from our
perspective, the challenging nature of modern media and share some of the
insights we have gleaned towards better serving Canada’s media producers and
creative talent in a digital world.

2 From 2003 to 2005 the percentage of Canadian homes using broadband connections went from 31% to
49% and as of mid-2006 Canada continues to lead the G7 industrial nations in broadband penetration
according to the Organisation for Economic Co-operation and Development (OECD).

% «“Canada is a country one-ninth the size of the US: yet in 2005 Canadian consumers spent $4.6 billion
online—Iless than one-thirtieth the amount spent by US consumers.” From “Canada eCommerce”,
eMarketer report by analyst Jeffrey Grau, September 2005.

* Interactive media is digital by definition. Interactive media is new media and the terms will be used
interchangeably in this document.
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Complexity is the byword of the current mediascape. We are dealing with both
elaborate technology systems AND human behaviour. In this complex and
changing media world everything traditional is being challenged at once,
channels and platforms continue to change and to proliferate; new types of
programming and storytelling are still emerging. There are lessons to be
remembered and lessons to be learned as they occur. One constant in this
seeming chaos remains: the native ability of Canadians to rise to challenges
related to mass media communications with innovative thinking and creativity.

The goal for FAD Research in this report is to describe some of the evolving
changes in digital and interactive media in the climate of continuing change..
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2. Networks and Bandwidth, Platforms and Screens

When discussing digital media it is instructive to gain appreciation for the pure
technological changes that have occurred in terms of “more, better, faster” which
is the hallmark of the tech industry proper. In the world of digital media
production and consumption it is these changes that have an impact on every
aspect of what is done and what is possible. Since 2000, the raw speed of a
typical consumer desktop computer (still the place most people deal with much of
their digital media consumption) has tripled in its raw computing power. The cost
of storing media is 300% cheaper and a typical data connection to the home
receives information 40 times faster. It has been observed that if these
capabilities had been available at the time of the last bubble’s bursting, many of
the wildly optimistic start-ups may have had viable business models.

Screens are everywhere and many of them are interactive and connected to
networks. Costs continue to go down to produce and access media. One recent
example in the film world where this technology is being applied is in the
relatively new area of digital distribution of film to theatres. Using regular film
stock a typical single print can cost over $3000 to create and $200-300 in courier
fees and insurance to get it from a distributor to a theatre. A digital “print” costs a
fraction of this to produce and once you have one, it becomes a relative non-
issue to send identical copies anywhere via an internet or satellite connections.

The same technologies that allow this enterprise level activity are the same ones
that allow high quality digital films/programming to be streamed directly to the
home. The week this report was drafted a company announced the capability to
transfer individual films to consumers’ homes, enabling them to watch films on
their computers or burn their own DVD to play on their DVD players. A number
of major studios have announced that they will be making films available using
this system, works on an average PC with a typical connection.® This becomes
yet another way for consumers to get VoD or NoD®. More and more as
technological capabilities increase, distribution becomes less of an issue and any
particular channel (TV, theatre, internet/computer, game system or even mobile
phone) becomes less important for any particular media use.

Without belabouring specifics of technology, it is readily apparent that the
changes here are allowing new things to be tried. It is less of an exercise in
imagination in 2006 to appreciate the eventual shape that media products and
services may take on. The basic digital capabilities of consumer delivery
platforms have surpassed the demands of most of the applications available.
This moves the use of innovative (now better designed) media related
applications out of the domain of “geeks” and early-adopters and into the grasp

® The service is http://www.cinemanow.com/, the technology is http://www.fluxdvd.com/index.html .
®Video on Demand or Near on Demand (used to describe services where a download or program queuing
is involved that may entail a short delay)




of more casual users. As far as bandwidth requirements go, more is obviously
better but broadband services to the home are adequate for most of what
consumers are spending their time with (email, chat applications, transferring
music and still pictures).

Hardware-related technology developments allow software, in the form of
applications, to follow with a built-in time lag for development and testing. For
our discussion of media the software that has the most impact would include
computer operating systems, Internet backbone software, standardized Internet
applications (browsers, media languages [such as Flash]), compression
technologies, encryption software, graphics drivers/engines for display and
rendering 3D environments, search engines and databases, and last but not
least, advances in interface design. These are all enabling technologies for
digital media.

One technological bottleneck that has been a focus of discussion related to
delivering digital media to the home is what is called the “last mile”. The last mile
refers to the size of the data “pipe”, the capacity of the connection of the Internet
delivery method to the home. Originally this discussion centred on a physical
wire that connected the home to telco and cable TV systems providing Internet
access. Nowadays it can refer to optical fibre, satellite, Internet access via power
lines, and a number of other wireless systems currently in development. WiFi
networks’ seem to be getting a good share of the attention now. These networks
not only allow portable PCs to connect to the Internet, but also allow new WiFi-
enabled phones, which normally rely on cellular networks, to complete calls via
Internet protocols.

The U.S. and Canada appear to be on the verge of building out public and
private WiFi network capacity in many urban centres including Toronto and
Fredericton®. WiFi has large implications both for access costs and portable
Internet enabled media access® on a citywide basis. Essentially, connectivity
and proximity to an Internet connection are becoming less of an issue for higher
bandwidth demands (like audiovisual media) than they once were.

It has been 25 years since the PC was introduced in 1981, but it appears that it
and an assortment of other technologies are only now beginning to fulfill the
promise of digital media. Technology has created a “flattening™®” effect upon
media production and the presentation of media. Business is now very much

"WIiMAX is also included in our reference here. WiMAX allows connectivity at longer ranges than WiFi.
& There is currently a WiFi trial on VIA Rail passenger trains in the Toronto-Montreal corridor.

° Publicly accessible Internet bandwidth in urban areas would completely disrupt the mobile phone
business and further disrupt broadcasting, radio (including satellite delivered radio) would be first to feel
the pressure.

19 Meaning that participation in media is less exclusive an undertaking than it once was. As in Friedman’s
book the “World is Flat” referring to the idea that knowledge industry jobs are no longer the exclusive
purview of the Western economies so too media is no longer the exclusive terrain of large conglomerates
and technically savvy users.
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more about content and promotion than about tools, technology and distribution
access.
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3. The Rise of Interactive Media — User Driven Media

Aside from the “physical” attributes that digital media convey through their
technological characteristics, the attributes of smaller, faster, portable, easier to
use, often times with network connected devices, there is another primary
attribute conveyed through digital technology. It is the attribute of Interactivity.
This allows the user of an interactive media device a high degree of control over
the content of the messages that they choose to be exposed to. Interactivity is
the distinguishing feature of new media from traditional media forms.

Interactivity can be described as a “lean forward” versus “lean back” engagement
with media. Interactive is a medium unto its own and making the change to
incorporate it into traditional media business models is challenging for what have
been directionally “one way” media®. Interactivity is what has tipped the
balance of control over to the audience for media. Giving a voice to the audience
has proved very disruptive.

A bi-product of digital technology and the companion of user control is the
amount of choice that has become available. User control and choice arrived
with the global move to store information of all kinds including media on
computer controlled storage systems. For practical planning purposes the
Internet, a network of computer controlled storage systems, can be thought of as
an infinite choice system in many ways. It is media agnostic in that it does not
discriminate in the kinds of media it stores and provides access to. It works
equally well with text and graphics, still images, moving pictures, and animation
and audio with some minor, and diminishing, allowances for file sizes/bandwidth.
Canadians who are users of the Internet now spend an average of 13.5 hours a
week using the Internet. This is 2.2 hours longer than they spend watching
television.*?

So we have an open interconnected media system with almost no controls over it
and very little oversight. It is an un-regulated medium, a Pandora’s Box. The
system allows extreme user control over the material they wish to access. It
allows the transmission (and mutation) of all formats of traditional media and then
some. It allows relatively easily created user-generated media to be melded with
already created media (in spite of ownership concerns) and for it to be used by
the audience themselves for the purposes of their own communications.
Interactive media allows all media to be mutable and feedback and choice to be
near instantaneous. These aspects are having a tremendous impact upon how
business is done and how media institutions operate.

1 Also referred to as “one to many” media while Internet media is delivered point-to-point with the user
driving selection of the program.
12 From “Canada Online!” a report from the Canadian Internet Project, page 70, October 2005.

WWW.cipic.ca



The main impact upon traditional media enterprise from interactive media is the
loss of control over how their business is conducted and the previously
predictable nature of their revenue models. Interactive media is playing havoc
with traditional advertising supported media like radio and television. This is
particularly true of Canadian enterprises operating in regulated business
environments receiving governance from the CRTC.

The main impact upon established media’s traditional audiences from interactive
media is the emergence of a continuing desire for more control and a manifest
impatience with traditional ways of consuming media. Naturally consumer
electronics and digital services companies have stepped in to accommodate this
desire with devices and programming that allow consumers continued
engagement with and access to their media of choice.

“What we're moving towards is having any content, anywhere, anytime, on whatever device
is available to you.”3  Gartner Group Analyst

In the extreme we are moving towards a state of ultramedia -a condition whereby
connected digital media audiences will be able to access any media, anytime and
from anywhere. This is likely a fair description of the audience’s desire for the
future.

It is often said that a new media technology does not replace an existing
technology but rather it causes changes to occur within it. The radio didn’t
eliminate record players; TV didn’t eliminate radio or movie theatres; interactive
media delivered via Internet hasn't eliminated radio, television or film. Digital
media in the form of interactive games on PCs have been with us for 25 years
and the Internet has been a mass medium in Canada for the last 10 years™®.
Each media development brings new challenges and opportunities. Each new
delivery platform, content option, and killer application has a multiplying effect on
the possibilities for digital audio-visual media. Each individual area of significant
new media technology development has a ripple effect on the others. The main
difference from changes in the past is that today the changes occur much more
quickly. Things associated with digital media are very often “here today,
changed tomorrow”. It is likely that while digital media will not necessarily
replace the traditional mediums it will overlay its attributes (technical expedience,
interactivity and choice) on all media and they will in turn be changed.

Each area of media content/programming has their associated delivery devices,
and while we have said that the devices matter less and less, in some cases they
are synonymous with a shift in media behaviour (e.g. the iPod) and are worth
noting. We will examine a few of the most influential areas of development in the

13 van Baker of Gartner Group quoted in “television’s Next Big Shift”, The Economist, March 9, 2006
141996 marked the year that over 50% of Canadians had an Internet connection to their homes.
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next section and describe their effects on the media ecosystem. Canadian
producers are actively addressing opportunities in all of these areas. Many are
addressing multiple areas simultaneously in multi-platform initiatives designed to
reach consumers in their traditional haunts. Many Canadian producers are
leveraging new technologies designing media products and services in every
imaginable format™. The business models, in many cases, are as emergent as
the products themselves as producers try to anticipate audience consumption
patterns that are, as yet, not established.

1> One example of this might be the broadcast of short codes through television. These allow the audience
to access media content and make transactions through their mobile phones. Media elements (audio, video,
pictures, text offers and information) are then forwarded to user’s phones and or PCs.
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Sidebar - IBM predicts new business model

In 2004, IBM Business Consulting Services released a report called “Media & Entertainment 2010” in
this report they predicted the characteristics successful media companies will share in the future.*®

The report foretold of major changes — especially for TV and film entities, warning of shifts in technology
and consumer consumption habits. Like the music sector, industry and market forces are propelling TV
and film companies to become more accepting of business partners, customers and consumers -
opening content reserves and formatting, production processes, packaging and sales options - without
subjecting the company to increased vulnerability.

While consumers have limited attention, it has also become clear that they want to manage their own
entertainment experiences. Consumers have demonstrated a desire to increase their involvement in
media creation, production and distribution, all of which builds on the blogging and basement-produced
video-streaming increasingly seen today.

Technology is required to make this work. As consumer budgets for media remain limited and the
number of media choices expand, it will continue to be difficult to keep the attention of consumers - but
not impossible.

According to IBM, there are four things media companies need to do in the next five years to compete:

Embrace open standards: Give consumers the ability to customize, tailor, change, overdub or
repurpose content. This will allow media companies to sell increasingly smaller elements of their content
- including music tracks, individual clips or ring tones, and video clips over cell phones - using
technology. Open industry accepted standards allow media companies to deliver multiple packages
with variable pricing and ‘always on' customer service.

Provide sophisticated content management and distribution systems: Media companies can't play in the
game if they don't have their content in digital form. Once there, they will have to manage the content for
optimum flexibility and asset value. This means having it digitally stored to include Meta tagging,
cataloguing and content management capability. Open standards access will give consumers the
freedom to experience content as they wish.

Use advanced business intelligence and data analytics: This will help media firms focus on key
initiatives, satisfy their customers, and make ongoing evaluations of where there's value. Media
companies need to determine what to do with that intelligence, listen to consumer feedback and create
new business models that respond to the data.

Develop a strong ‘Attention Loop'; This concept is based on how IBM expects customer and consumer
experiences to evolve, and how media companies will transform their businesses to serve them, as well
as to restructure for the changing media landscape.

16 Shortreed, Sarah, “Insider Trading: Future Proofing Made Simple—What media companies can do new
to be competitive tomorrow,” RealScreen, September 2005, pg. 24



3.1 Videogames - The Original Digital Interactive Medium

Videogames, computer games, interactive entertainment are all names for the
original interactive digital medium. The history of game development is quite
interesting. It has been proclaimed since 1995 that the sector’s revenues are
greater than those of the first-run feature film business. Attracting its business
has become “the new film industry” for economic development offices in many
jurisdictions with corresponding labour and investment credits (see Appendix 1)
to go along with these initiatives.

The range of skills necessary to produce games includes all of the same skills
required in both software development and other audiovisual media
undertakings. There are roles for project managers and programmers, 3D
mathematicians and computer animators as well as directors and cameramen,
sound designers and writers. This wealth of highly educated creative talent
required for game production makes it a highly desirable enterprise for cities
looking to expand their knowledge-based industries.

Videogames are an area of digital media where competitive advantage is very
much dependent on “new and improved” products. Consumer hardware
developments and sales are driven by the capacity to bring new incremental
advancements to the interactive experience encountered in games. This is
particularly true in improvements related to the display of graphics. Toronto-
based'® ATI Technologies (www.ati.com) is involved with manufacturing graphics
processors. This is a $2.2 billion business annually that is in large part driven by
consumer demand for ever-richer entertainment experiences related to games.
The business appeals to the insecurity of early adopters that hardware imbued
with incrementally more processing cycles or pixels in a display will make an
entertainment experience that much better and it succeeds very well in driving
sales. The same is true of genre-based games software reflected in titles like
Madden Football, which has been re-released every year since 1991.

In the spirit of “new and improved” many new ideas are tested within the context
of game media first. Areas such as interface design and artificial intelligence
routines as well as some of the earliest insights into the virtually connected
experience and connecting game players to each other via modems are all
results of game development. Some of the early-connected games brought
glimpses of what we have today with Internet enabled massive multiplayer
experiences. The original interactive entertainment medium games epitomize
the changes in media experience in the last decade.

YThis was first heard by the current author at the CGDC in San Jose, California in 1995. While is a matter
of some interpretation whether the statistic then professed included both hardware and software revenue,
suffice it to say, that games are a very large media business.

18 Between drafts of this document we have another example of change. This paragraph was written on
July 22 and on July 24™ ATI was sold to California-based AMD for $5.4 billion.



It has only been in the last 10-12 years that the games business has been
legitimized by attention from Hollywood and other major media. Up until this time
game companies operated in their own digital world with a bit of an inferiority
complex. Media has become more connected (both literally with the Internet and
figuratively in the transformation of all media) to digital since the mid-90’s and
games play an increasingly prominent role - particularly in driving the idea of
interactive experience. Games are now purveyed across a number of hardware
platforms that include PCs, game consoles, portable game devices/media
players, mobile phones and even Personal Digital Assistants (PDAs). This
demonstrates our point about the ubiquity of capable delivery platforms. Digital
media for the consumer is now less about hardware and gadgets and more about
programming/content. The point being that you can select a game experience
from a large selection of devices.

The game software industry has been dealing with distribution, piracy and Digital
Rights Management, various rights, licensing models and experimental business
models in a digital world longer than other media. Perhaps the characteristic of
how each shade of digital media programming is distributed is worth mentioning
in this brief overview of the effects of the digital way of doing things. In games,
content is definitely king. Publishers controlling rights to popular titles distribute
versions across an array of gaming platforms. The delivery platform remains
subordinate to the content in a world of many platforms. Platforms fulfill the role
of media players.

Games companies are the original “disintermediators*®”. Faced with a few key

publishers and retail outlets controlling access to retail shelf space, game
developers came up with innovative ways of getting their products out even
before the connectivity of the Internet was an option. They would distribute
“freeware” versions of their games to entice players to try the game. Once they
tried it and became hooked on the game experience the developers would
provide 1-800 numbers for direct mail ordering from the company. These types
of arrangements have translated nicely to an online environment with games
(along with other software, books and CDs) being amongst the most purchased
items via the Web. Games and other media are now sold and transferred to a
customer completely without physical media. Games were likely the earliest
entertainment media selling their wares directly online as their earlier audiences
also tended to be more computer literate. All this activity was occurring as
people realized that other media besides software could be readily transferred
through connections with increasing rates of transfer.

It is instructive to look at the history of the game industry as it relates to the pains
being encountered by current traditional media silos as they are subjected to
their own digital transformations.

¥ The elimination of intermediaries in a supply chain. Also referred to as "cutting out the middlemen."
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Games are a sophisticated, well developed content business worth $28 billion
CDN?® annually and are the biggest money makers in interactive entertainment
media. This figure is without counting gaming that involves gambling, estimated
at $12.5 billion CDN in 2005%* and, politely put, ignoring “mature content” sites, in
which Canadian based operations figure prominently, estimated to be a $60-80
billion CDN business annually®?>. Canada is home to a number of large and small
games software developers and publishers. These are mainly, though not
exclusively, located in the “gaming clusters” in Vancouver and Montreal. The
largest by far is US-owned Electronic Arts with global revenues in 2005 of around
$3.5 billion CDN?,

To date, the majority of the videogames business’ revenue has come from a
system that resembles that of any hit driven media industry like those of Feature
Film or Music. Far and away the majority of the revenue is earned by a very
small percentage of the “Top 10” charting releases. The videogames business is
a mature media business in many respects but opportunities still exist for
Canadian producers with the proliferation of niche markets, the creation
eLearning applications involving games, continued growth in online game
environments, casual games and in what are known as serious games.?* Many of
these are being made possible through further developments in the digital media
world fueled by a demand for more connected games and the realization that the
game experience can be applied more broadly. It can be applied in calling
attention to products or in being used to promote learning. This is particularly
true for generations raised with electronic games as fixtures in their
entertainment milieu.

3.2 Music Industry — The Canary in the Coal Mine

The first industry from the traditional media to go digital in a big way was the
music business. Digital media at first was a godsend. Introduced in the mid-80s,
music delivered via CD all but eliminated vinyl and the pre-recorded audio
cassette by 1991%°. A new medium that was physically smaller to merchandise,
sounded better and was cheaper to produce than vinyl, CDs allowed the music

20 «A Whole New World”, Wall Street Journal, December 2005 Classroom Edition,
http://wsjclassroom.com/archive/05dec/medi_disney.htm

L eMarketer, “US Cracks Down on Online Gambling”, Ben Macklin, July 19, 2006

22 Bloomberg.com, “Apple Should Succumb to iPod Porn temptations”, Mark Gilbert, April 10, 2006

%% For context purposes FAD Research performed some calculations based upon the expenditures for R&D
activities described in the EA annual report. The company spends $16.75 million CDN per week on this
activity. We would caution production funds about getting engaged in project funding for developing “Top
10" title games when their money could perhaps be applied to greater effect in industry development
activities.

2 See http://www.seriousgames.org/index2.html & http://www.seriousgamessummit.com/

% A debate still rages amongst some as to whether vinyl has been replaced in sound quality.
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industry to fatten their margins significantly?® and to get consumers to re-
purchase their catalogues.

We refer to the music industry as the “canary in the coal mine” because it was
the first of the electronic media to bear the full brunt of the effects of digital media
transformation. The record industry has never quite been the same since digital
copying and distribution arrived in the hands of consumers. The big label
industry has lost approximately 20%?’ of its revenue in Canada since the turn of
the century. With that go layoffs and a failure to make sustained investments in
developing new Canadian talent. These developments occurred at the same
time digital media technologies were becoming accessible (CD burners dropped
in price and a little enterprise called Napster started in 1999) and bandwidth to
the home was increasing making it easier to share larger files.

The many challenges that arose for the music industry were harbingers of the
challenges now faced by all of electronic media today. Many questions of rights,
fair compensation and fair use remain unresolved to this day. The absence of a
widely accepted framework for some of these issues has mired creative
enterprise in the negotiations and machinations of lawyers. It is not the purpose
of this report to get into any great detail on these issues? only to say that digital
media technology and the consumer ability to “drive” their own experience while
demanding more choices has severely impacted the music business. Music
labels have been very “old school” in their approaches in dealing with these
changes. These are companies that had controlled the entire value chain for
their product since they started. Creating inertia in the face of change, suing
your own customers, creating blocks to trials of new business arrangements,
these are not the way to make a smooth transition, to go with the digital flow as it
were. Many players in the music business are to blame for the inertia that keeps
consumers from getting what they want at the speed at which they want it. They
are paying the price in reduced business.

While industry heavy weights are forging ahead at their own speed, digital
consumers will have the last word in the direction the business will go. Thisis a
lasting lesson for the electronic media as they transform themselves through the
effects of digital. Ignore the customers’ needs at your peril. Digital interactive
media have empowered a consumer in a way that has never been experienced
before. What is happening to the music business is being followed very closely
by executives of some film and television companies. The same issues
experienced in music are now current affairs for other media companies.

%6 An added bonus was the new and improved price point. Consumers were actually prepared to pay $16-
20 per unit instead of $8-10 per unit for a product that was cheaper to produce.

2" Numbers from the Canadian Recording Industry Association (www.cria.ca). Year end gross revenues
were $608 million in 2005 versus $761 million in 1999.

% For a detailed discussion of the impact of digital technology on the Canadian music industry see the FAD
Research report listed here under the “Studies” section: http://www.pch.gc.ca/pc-ch/pubs/esm-
srm_e.cfm
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Here is the distribution challenge in music (and media). Digital distribution
changes everything about models that previously were in place for selling or
providing access to media products/programming. Music is the first traditional
electronic media to face the challenge of digital distribution. If a program isin a
digital format, it can be copied and transmitted to anyone, almost anywhere at no
cost. The problem is obvious, without rights protection the material has no
value. Rights can only be enforced by controlling access to the material.

The music industry creates and possesses material that audiences find highly
desirable but they are apparently no longer willing to pay for it in the way it was
being packaged by the major labels, nor are they willing to agree to the price
point labels they are used to charging. Digital media systems provided a
consumer solution from the consumer’s point-of-view. With the help of a format
called “MP3” and some very creative insights into file searching, database
construction and the workings of the Internet, systems emerged which made it
possible to access an incredible amount of copyrighted material for free. Free is
a tough price point to beat if the only alternative is a $20 item that comes with a
lot of tracks you don't even like. It doesn’t make it any more legal certainly and
the industry is faced with a massive image problem which runs counter to its own
star system PR which centers upon vast sums of money to be made and excess
in all its forms.

High profile legitimate alternatives to theft have emerged in the likeness of
iTunes, the new Napster (now completely above board), and the Yahoo! Music
Engine®®. Digital downloads still comprise only a small part of sales revenue.
The music business has been temporarily bolstered® by some DVD business,
explorations into other realms like placing music in videogames and a renewed
interest in the film soundtrack business. New business arrangements with music
acts themselves are being struck. Perhaps most significant to the future of the
digital music business, there is a move into successful new media like ringtones®!
which, along with a very small amount of video material and track downloads, are
being targeted at mobile phones. The traditional players in the music business
are destined in the near term to continue to be revenue challenged unless they
can adapt to a new way of doing things.

One medium that is nearly completely dependent upon the music production
industry as one of the key distributors of music experience is radio. With the
proliferation of platforms and commercial free user driven music systems, radio is
severely challenged and will become something quite different in the next 10
years from what it has been for the last 80. The “iPod phenomenon” of
exceedingly capable portable media platforms will continue to challenge

% Canada has its home-grown Puretracks and Archambault services.

% Current retail revenues globally for music are estimated by the IFPI to be about $37 billion dollars CDN
based upon March 2006 numbers from the IFPI, http://www.ifpi.org/site-content/press/20060331a.html
% Ringtone, ringtunes, ringbacks and other customized products actually represented 10% of the European
music industry revenues in 2004-5.
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broadcasters (of radio) whose historical role is of packagers of content. When
the audience is packaging their own media on their own terms the broadcaster’'s
role is much more diminished. This business, in order to save itself, will have to
invest more in original content production if it is to remain viable. No amount of
protective regulations can save an enterprise whose audience has gone
elsewhere and whose original premise for being regulated® has disappeared.
Audience follows desirable programming and advertising money follows
audience.

3.3 TV - Déja View

The main mass medium for visual entertainment in terms of audience and affect
remains to be television. Television will face the same challenges as the music
industry and radio as bandwidth increases, re-distribution schemes abound, and
regulatory systems based upon geographic boundaries of states disassemble
themselves. There have been a number of notable schemes that herald the
change that will come. Back in 2000 a Canadian entrepreneur tried to fly iCrave
TV, which streamed live prime time television shows to a near postage stamp
sized viewing window. It was shut down by legal action from US interests after
only a couple of months of operation. Today it appears that some television
executives have been paying attention to their audiences. After observing the
popularity of Internet video access sites such as Google Video and Youtube and
while considering legal action against the latter for copyright infringement, NBC
executives decided to instead start posting promotional materials®* on the
Youtube site. ABC has incorporated new thinking as well into their distribution
strategies. They are currently “disintermediating” their local broadcast affiliates
by posting current episodes of their most popular shows within hours of their
prime time broadcast on normal channels to the network’s Web site at no charge.
Additionally many producers of TV are making shows available on iTunes for
download on a pay-per-view basis.

Large media companies and broadcasters, like many other companies engaged
in modern commerce are discovering that interactive media is a major additional
channel to engage customers through. Quality content becomes a key
component of this conversation and represents sizable competitive advantage.
US TV network sites are filled with digital paraphernalia associated with their
properties. Much of this material is available for direct sale through downloads
and directed at PCs, mobile phones and media players. Canadian broadcasters,

*2 These premises have been spectrum allocation and promoting a Cultural mandate through content
regulations. There is now unlimited spectrum for all practical purposes allowing every channel that wants
to exist a path to consumers. Promoting a Cultural mandate through content regulations in this
environment only remains viable if those people who are the subjects of such remedies choose to
participate in it.

* “NBC Strikes Deal with Youtube”, c/net news, June 26, 2006
(http://news.com.com/NBC+strikes+deal+with+YouTube/2100-1025 3-6088617.html ). Current
estimates of the monthly traffic to Youtube are as high as 20 million unique visitors.
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most of which rely upon repackaging American programs, are noticeably
uninvolved in this type of digital marketing.

The television industry seems particularly sensitive to the number of viewing
options available. They have been dealing with systems with incrementally more
choice over the years as over the air broadcast moved to cable and then to
digital cable and other DTH and VoD systems have come along. Viewer choice
is something they know about®*. Perhaps the addition of more complete user
control in the form of “timeshifting®” systems like TiVO and increased choice
beyond the 500 channel universe with IPTV® are more conceivable progressions
for larger producers of TV shows.

This leaves TV broadcasters (and cable companies) a bit “in the lurch”. They
remain predominately re-packagers and producers of localized content mostly in
the form of news and public affairs programming. Digital distribution changes
them as they in turn are “disintermediated” by producers going direct to
audiences and using new channels. The subsequent flight of advertising dollars
will change them much more. Finally, both producers and packagers of
television remain at the mercy of a fickle audience with a fixed amount of media
attention time to spend and an increasing array of distractions to spend it on.
Innovation is fundamental to the changing ways of producers and it remains to be
seen whether it is possible for broadcasters to follow suit as their audiences
begin to evaporate.

It is likely only a matter of time before direct “television” programming sales
through the Internet catches on in a larger way. Ease of use is usually what
convinces a consumer to “tip” into a new way of doing things. Once such a
service arrives, as it will, Canadian re-packagers of U.S. content will become just
another channel to acquire programming. They will have to figure out new ways
to maintain audiences.

3.4 Film

The film industry has weathered changes to their business since 2000. The
changes brought about by digital technologies for them have been most dramatic
on the production side of the equation. Computer generated digital effects,
digital audio and non-linear editing have had a tremendous effect on how films
are put together®’. Many believe that 2006 is the year of digital cinematography.

% «Grey market” satellite systems are still abundant in Canada proving yet again that people will go to
great lengths to get media served to them the way in which they desire it.

% Is the notion that people no longer set aside set times to view media & la prime time. They have the
programming come to them through devices that record shows for later consumption at convenient times
for the viewer. The same recording machines bring digital attributes the analog VCR never had. They are
simple to program and allow for instant “zapping” of commercials.

% IPTV - Internet Protocol TV or “broadcasting” delivered via Internet to PCs and TVs

37 «studios Shift to Digital Movies, but Not Without Resistance”, Scott Kirsner, New York Times, July 24,
2006.
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In a recent article the CEO of Panavision, Robert Beicher, said that a typical big
budget production could save $600,000 USD alone on film and processing costs
using digital cameras. Aside from production, the film industry has used digital
media mainly in the form of DVDs to replace the VHS analog delivery medium in
retail and rental distribution.

Previously we mentioned that only recently has wired distribution of film to the
home been started commercially and theatres have been moving to
interconnectivity to allow digital projection and direct distribution. In some ways
film has been granted time to adapt over the music industry by virtue of sheer file
size. Large files mean laborious downloads. This and perhaps the fact that
audiences appear to have been quite happy to rent or buy film wares for use with
home theatre systems from numerous outlets. They have maintained their value
proposition, in other words, through meeting their customer’s needs.

Another factor to consider that is a fundamental difference between the media
businesses of music and film is the level of rights control. A typical music deal in
the year 2000 likely wouldn’t cover all aspects of digital media applications that
have arrived since that time. They would likely cover uses of the recording
associated with traditional retail, using likenesses for promotion, music video,
and sales of whatever tracks for use in commercials and movie soundtracks.
Since then any number of digital permutations on new platforms have come
along. Any one of these would be grounds for a complete renegotiation of a
label’s contract with an artist. In the film world it is very straightforward. If you
produce a film property, you own the property and anything that you want to do
with it after that is yours to decide. Clear title has a tremendous advantage when
considering embarking on new enterprises with your content.

We can't stand in the way and can't allow tradition to stand in the way of where the consumer can go or
wants to go. Windows in general need to change. | don't think it's out of the question that DVDs could
be released in the same window as the theatrical release. All the old rules should be called into question
because the rules of consumption have changed so dramatically. - Robert Iger, CEO, Walt Disney
Company3s,

The most recent challenge for film to their core business of first run movies in
theatres appears to be that people just aren’t that interested in going to the
theatre as they once were. This could be due to a number of things, some of
them may have digital roots and may also be related to the number of media
choices that people have. Likely the experience price point is relatively too high
and therefore the first run value proposition is fading®. This shift of market is
being addressed in some interesting ways including one that would have been

% Walt Disney Company also owns the ABC television network.

% An often heard criticism of the movie experience particularly in urban areas is that dinner and a movie
can cost a couple well over $100 with all the peripheral charges factored in (parking charges, babysitting,
the cost of a meal).
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considered movie marketing heresy until it was announced. Disney has
announced an intention to explore multi-platform simultaneous release dates.
This would place a first-run film in the marketplace on DVDs, available for
download and also have it in theatres the same day. This would have a
tremendous impact on the 100 year old movie theatre business.

MovieBeam versus Cinemanow
The Making of a White Elephant or The Limitations of Proprietary Systems

The MovieBeam (www.moviebeam.com ) concept was first unveiled in 2003 in a few trial markets.
Developed by the Walt Disney Company it is a proprietary movie to home rental system. Shelved in
2005 it was revitalized after a technology upgrade and re-launched in early 2006 after raising $48.5
million USD in investment. The system is a special box like a set-top box that cost $199 US at retail. It
has restricted availability in 29 US urban areas, it is a wireless service that also requires a connection to
a telephone line to confirm pay-per-view bilings. The box stores 100 titles at a time that are refreshed at
the rate of 10 per week over the airwaves which suggests an addressable mobile phone like device or
perhaps a broadcast to all devices at once arrangement. The drawbacks and critics are many it seems.
Film selection is small and not as current as DVDs at a local rental outlet. It is functionally little different
from any pay-per-view service available through a digital cable system, perhaps with even less choice.
Launching in 2006 this device was obsolete before it hit the stores.

Consider this alternative service launched in early July, 2006:

Cinemanow ( www.cinemanow.com ) is a distribution site that distribute films and a software-
based player that can be installed on any Internet connected PC. It can deliver over a thousand titles
for a set monthly or annual subscription fee. They can be played on a PC or burned to a DVD for use in
any DVD player. The benefits to the consumer are obvious. There is much greater choice. No
additional hardware or connections beyond your usual Internet connection are necessary and an all-
you-can-eat subscription model is available. The only drawback to the user experience might be that it
requires a 30 minute wait on movie downloads.

This company got user control, convenience and value proposition exactly right. No expensive
hardware manufacturing or hardware distribution, no expensive arrangements to handle the wireless
transmissions to the set-top boxes, no difficult sales proposition as to why a consumer needs yet more
hardware.

Cinemanow -type systems are the way of the future that has been indicated for some time now.
MovieBeam, according to one analyst's estimates, is not much more than a $100 million tax write down
waiting to happen.

3.5 Mobile Phones - Constant Connectivity

Mobile phones have been with us for a while now. It is difficult for an urban
dweller perhaps to remember a time when they didn’t have the electronic fetish
status they do now. Next to the PC they are likely the other indispensable
platform of the aspiring digital media maven. Feature and capability rich, they
are an interactive device that has transformed global communications thanks
again to digital technologies. In countries where there is no landline

FAD Research  August 10, 2006

124



infrastructure they have provided a communications infrastructure where none
existed*®. While only a portion of mobile phone users use the device's
multimedia capabilities, they do represent an intriguing platform for commerce
and media consumption. They already are a major contact point with the Internet
in places where portable PCs aren’t as prevalent.

A sizeable slice of newly found revenue has come to media owners who are
focusing on mobile delivery channels. Newer phones are capable of performing
all of the multimedia functions of a PC and they are naturally smaller and
portable. They can serve as communications platforms transmitting and
receiving text, voice, stills and video. They can also handle incoming streaming
media** and act as a media player with stored media such as MP3s as well as
perform as a simple gaming platform. They are secure transaction devices. The
“mobile phone” category also includes more expensive specialty devices such as
PDAs and BlackBerries which tend to excel in one particular function, are also
phones that have subsequently added all the other multimedia functions of more
general purpose media devices. Kitchener, Ontario’s Research In Motion
recently announced*? plans for the beloved “crackberry” to become more of a
media platform to handle more than voice and email.

One attribute that is worth noting about mobile service providers in Canada is
that they operate “walled gardens”. They are closed systems in that services
provided to Rogers’ customers are only available to Rogers’ customers. If you
are a media producer attempting to provide content and/or services you must
apprise yourself of a whole new way of bringing media product to market. You
must be prepared for the service provider to take a substantial share of the
asking price for your product. Also, an intermediary in the form of a digital
services provider or aggregator must be involved to prepare your content product
for use in this closed system. Aggregators and, in some cases, handset
manufacturers can be instrumental in connecting producers to opportunities with
services providers. It is a complicated undertaking and is reminiscent of trying to
get content produced for the Web in 1994*. There are only minimal standards,
complex systems, no refined business models, and a lot of talk about all the
money to be made providing content and services to consumers. Much of this is
being made by foreign service providers in Canada who have developed
products for more sophisticated mobile markets such as the ones found in
Europe and the Far East.

%% China has a 375 million handsets in operation according to eMarketer

*! Rogers’ and Telus (and to a lesser degree Bell Mobility) offer streaming and downloading media
services. Services include satellite radio services and video sports highlights.

%2 “RIM sees media features building BlackBerry market”, Reuters, July 18, 2006.

*% For instance, there are over 200 individual handsets that must be considered when formatting content for
use on mobile phones. There are a great number of other technical considerations when planning to launch
a mobile based service.
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There is currently a bit of a global gold rush mentality reminiscent of the World
Wide Web activity during the mid nineties. There is a great deal of Canadian
development activity directed at mobile opportunities. It remains to be seen
whether there are many viable business models for producers. This market
presents many interesting challenges in attempting to figure out what works and
what doesn’t with the mobile audience®. It has spawned some interesting
content formats and services that include things like mobisodes which are short
films designed specifically for the mobile phone**and streamed video highlights
for events like the FIFA World Cup Tournament.

Development in North America for mobile phones tends to lag behind other parts
of the world such as the Far East and Europe where customers have a heavier
daily reliance upon the devices for their communications needs. We are in the
very early days of development of these devices. Likely they represent the early
prototypes of what will eventually become a person’s digital companion, a device
that is capable of connecting a person to communications networks as well as
their personal dataspheres*®, conduct transactions and to relay all manner of
media. Currently the mobile phone is one of the premier enabling devices for
digital media though what that may mean to media businesses long term remains
largely undiscovered.

3.6 Internet Applications - Killer Apps

Without a doubt the most dramatic changes in media programming and services
for Canadians since 2000 have been delivered courtesy of “The Internet”. Itis
the most well known and heavily used manifestation of interactive digital media.
The 