Team Project - Pro Forma Income Statement (Excel Spreadsheets).

A Pro Forma Income Statement is a projected income statement. For our purpose, your team is
expected to project income for a 5-year period based Cases #21 and #22: SIRIUS/XM RADIO
information.

The cases end in Fiscal Year (FY) 2014. However, your with 5-year projection should begin with
FY 2017. Your team will need to research beyond the textbook case material for this
assignment.

The Pro Forma Income Statement needs to clearly delineate the appropriate assumptions,
Calculations, “exit strategies,” and logical competitive positions determined from your analyses.
It is critical that this assignment be properly formatted and easy to follow.
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SATELLITE RADIO (A):
XM VERSUS SIRIUS

-

More than anyone else, Canadian-born David
Margolese was the key player in the creation of
the satellite radio business. In 1978, at the age of
20, Margolese dropped out of college to create a
Vancouver-based paging company. He scon turned
his attention to the nascent cellular telephone busi-
ness. When he tried to obtain funding to establish
a cellular telephone business in Canada, he was ini-
tially rebuffed by venture capitalists who told him that
the industry would never amount to much. At best,
they said, eellular phones would only be used by a
few CEOs and diplomats. Undeterred, Margolese
persisted in his fundraising efforts, In 1980, when cel-
lular was still little more than a dream, he convinced
Ameritech to invest in his company, Cantel,

Using these funds he acquired licenses to cellular
phone rights in Canada. Along the way, he joined
forces with others, including Ted Rodgers of Rodgers
Communications, to create what became Rogers
Wireless, which by 2001 was Canada’s largest cellular
telephone company. In the late 1980s, while he was
still just 31, Margolese sold his stake for 52 billion in
cash and set himself up as a venture capitalist.

It'was in that capacity that Margolese met Robert

riskman, a former NASA engineer and the opera-
tions chief at Geostar, a satellite messaging company
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that went bankrupt in 1991, Briskman had designed
the core technology for satellite radio, called the uni-
fied S-band. He and other former Geostar emplovees
had established a company named Satellite Radio
CD to commercialize the technology, but they were
without funding and needed to overcome numerous
regulatory hurdles.

Initially, Margolese invested just 51 million in the
business (its name was changed to CD Radio), but he
soon decided that this was the best business he had
ever seen. What attracted Margolese was the fact
that radio programs beamed from satellite using the
unified S-band technology and digital signals could
deliver nationwide coverage and CD-quality sound.
Established radio was local, the quality of the ana-
log signal was often poor, and it faded quickly out-
side of its area. Moreover, the local markets served by
established radio businesses were too small to support
niche programming such as stations devoted to jazz,
classical music, or reggae, but this might not be the
case for a radio company that could serve a nation-
wide market.

However, numerous hurdles stood in the way of
establishing a viable satellite radio business. It would
be very expensive to put satellites into space, easily
several hundred million doliars. The Federal Com-
munication Commission (FCC) had to be persuaded
to allocate radio spectrum to satellite radio. Receiv-
ing the radio signal from space would require special
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radios, and how could potential customer be persuad-
ed to purchase these when they already had radios in
their cars and at home? Moreaver, it would be difficult
to get advertisers to support a service that initially
had no listeners—it was a classic chicken-and-egg
problem: without the advertisers, how would the ser-
vice generate revenues?

By 1994, Marpolese was estimating that satellite
radio would be operational by 1997 and cost some
5500 million, but CD Radio faced substantial road-
blocks. Despite lobbying from Margolese, the FOC
had not yet decided if it would license radio spec-
trum for satellite radio. Fierce opposition from the
MNational Association of Broadcasters (NAR), which
represented existing radio stations, was slowing things
down. Among other things, NAB filings with the FCC
argued that satellite radio would lead to the demise of
local radio service, hundreds of which would close, to
the detriment of local communities that relied on AM
and FM radio for important local news,

It wasn't until 1997 that the FCC finally auctioned
off the spectrum for satellite radio. There were four
bidders for the spectrum. The FCC decided to license
two providers, creating a duopoly. CDd Radio and
XM Radio won the auction, paying $83.3 million and
589.8 million, respectively. Established in 1892, XM
Radio was a development-stage company backed by
American Mobile Satellite Corp, which was owned
by Hughes Electronics (then a subsidiary of General
Motors) and MeCaw Cellular. With spectrum in hand,
CD Radio (which, in 1999, changed its name to Sirius)
and XM Radio now had to deliver on their promise to
establish a nationwide satellite radio service, If they
did not, the FCC would not renew the licenses when
they came up for review in 2007. If not renewed, the
licenses would expire on February 14, 2010.

4

The radio industry dates back to 1921, when the first
radio station was licensed. Radio involves the trans-
mission of sound waves, which are sent from ampli-
tude-modulated {AM) or frequency-modulated (FM)
stations. AM radio operates on relatively low fre-
quencies and was the earliest broadcast service. FM
radio, which was first patented in 1933, operates at
much higher frequencies but was very slow to catch

on because of heavy investment by stations and listen-
ers in AM equipment.

Radios are ubiquitous; they can be found in 99 out
of 100 American households. The average number of
radios per household is 5.6, including radios in cars
(there are approximately 150 million radios in vehi-
cles). Some 95.4% of radio owners listen to the radio
during any given week. The typical adult listener tunes
in for 3 hours and 12 minutes every weekday, and
5 hours 30 minutes on weekends. On a typical week-
day, the average person of 12 years or older spends
41.7% of radio listening time in a car or truck, 37.3%
while at home, and 21% at work or other places. On
weekends, car listening jumps to 47.3%, home listen-
ing to 40.5%, and listening elsewhere falls to 12.1%.
On average, some I3 to 17% of airtime every hour is
devoted to advertising on FM/AM radio stations.’

Encouraged by broadcast deregulation, the num-
ber of radio stations in the United States increased
from 10,500 in 1983 1o roughly 13,000 by the end of
2001.7 In 1994, the Telecommunications Act removad
limits on the number of radio stations that a company
could own in a given market (a “market” is generally
defined as discrete geographical area such as a city or
county). Prior to 1996, a company could only own
two FM and two AM stations in any one market, no
matter how populated that market. Under the new
regulations, 4 company may Own or operate up to
eight stations in any one market, with up to five in one
service (AM or FM). These new rules have facilitated
consolidation in the industry and led to the growth of
large radio broadcasting companies that own many
stations. The leader among these, Clear Channel
Communications, owned 1,182 U.S. radio stations at
the end of 2003, reached an audience of 180 million,
and penerated 53,70 billion in revenues from radio
advertising.” The next largest radio broadcasting
company in terms of revenues, Infinity Broadcasting,
owned 80 radio stations, which were concentrated in
the most populated markets in the United States, By
2002, the 10 largest broadcasters owned about 17% of
all U.S. stations and accounted for over 40% of radio
industry advertising revenues (the largest broadcast-
ers are focused on the largest markets where advertis-
ing revenues are greater). Most analysts believe that
the industry will continue to consolidate over the next
few vears.

Due to the limited range of their signal, radio sta-
tions focus on the market in which they are located.
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Figure 1 Radic Advertising Spending [$billion
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Radie stations earn their revenues from advertising.
Advertising rates are a function of a station’s ahility to
attract an audience that has certain demographic char-
acteristics. Stations offer programs of a specific format
inorder to attract the demographic that advertisers are
targeting. Popular formats include newsltalk radio,
rock, oldies, sports, country, and jazz. The ability of
radio to offer different programs that target different
demographics is a big selling point, attracting advertis-
ers pursuing narrowly defined audiences. Also impor-
tant are the number of other stations and advertising
media competing in that market, Advertising rates are
normally highest during morning and evening drive
time hours,

1n 2002, advertising revenues for radio stations was
$18.6 billion, an increase from $12.41 billion in 1998
(see Figure 1). Advertising revenues dropped by al-
most 52 billion in 2001 compared to 2000 dus to a week
national economy and the impact of September 11,
2001. The cost structure of radio broadeasters is
largely fixed, making the profitability of radic stations
sensitive ta the overall level of advertising revenues,

4

The Business Case

The business case for Sirius and XM was based on
the argument that the number of radio stations in
lecal markets is limited, most of these stations focus
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on the same five formats, and the geographic range
of service is also limited with the signal fading out-
side of the market area. According to market data,
over 48% of all commercial radio stations use one of
only three general programming formats—country,
newsftalk/sports, and adult contemporary, and over
71% of all commercial radio stations use one of only
five general formats—the same three, plus oldies and
religion* The small number of available program-
ming choices means that artists representing other
niche music formats are likely to receive little or no
airtime in many markets. Radio stations prefer featur-
ing artists they believe appeal to the broadest mar-
ket. Meanwhile, according to the Recording Industry
Association of America, recorded music sales of
niche music formats such as classical, jazz, mavie and
Broadway soundtracks, religious programming, new
age, children’s programming, and others comprised
up to 27% of total recorded music sales in 2001.

Both Sirius and XM planned to offer around
100 channels. Sirius planned to keep 50 channels of
music commercial free, while selling advertising spots
on the remaining news, sports, and information chan-
nels. XM planned to have 15 to 20 channels commercial
free, while limiting advertising sports to just 7 minutes
an hour on other channels The channels would focus
on a wide range of different music formats and news/
informationitalk formats. For example, XM planned
to offer music channels focusing on each decade from
the 1940s to the 1990s, plus contemporary music chan-
nels, several different country formats (e.g., bluegrass,
Nashville), Christian rock channels, numerous news
formats, information formats, and so on. Both Sirius
and XM alo planned to enter into agresments with
established broadeasters to offer satellite radio formats
of their services. These formats included MTV, VHI,
CNN, the BBC, ESPN, Court TV, C-Span, and Playboy.
XM also partnered with Clear Channel Communica-
tions, the largest owner of FM and AM stations in the
nation, to offer Clear Channel program formats, such
as the KISS pop music station, over XM Satellite radio.

To generate revenues, in addition to advertising fess
both Sirius and XM decided to charge a subscription-
based fee for their services that would run about 10
1o 312 per month. When it was pointed out that exist-
ing radio is offered for free to consumers, executives
at Sirfus and XM noted that the same is true for tra-
ditional broadcast TV, but nevertheless consumers have
been more than willing to pay 2 monthly subscription
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fee for cable TV service and satellite TV service, Penetra-
tion data relating to cable, satellite television, and pre-
mium movie channels suggest that consumers are will-
ing to pay for services that expand propramming chofce
or enhance quality. There were more than 22.9 millian
digital cable subscribers and 22.3 million satellite televi-
sion subscribers in early 2004, As of 2004, some 69% of
TV households subscribed to basic cable television, and
20%% of TV households subscribed to satellite television,”

Infrastructure

Although the technology used by Sirius and XM
Radio differs in important ways, both companies fol-
lowed the same basic business plan. Sirius and XM
decided to place satellites in orbit to serve the United
States. Sirius planned to put three satellites in ellip-
tical orbits 23,000 miles above the earth, while XM
planned to put a pair of more powerful satellites in
geostationary orbits at 22,300 miles. The satellites
were expected to have a useful life of up to 15 years.
Both Sirius and XM planned to keep a spare satellite
in storage that could be launched quickly in the event
of failure of one of their satellites. If an orbiting satel-
lite were to fail, it would take approximately 6 months
to get a replacement into space. Service would be par-
tially interrupted during this time. Initial plans called
for Sirius to launch its satellites in 1999 and XM in
2000, with service starting soon thereafter,

The satellites broadcast a digital signal that can
be converted into CD-quality sound by radios fit-
ted with the appropriate chip set and receivers that
decode, decompress, and output digital signals from
a satellite. The 5-band signal used by both companies
can be picked up by moving vehicles and will not be
“weathered out” by dense cloud cover. The radios
were expected o cost between 5200 and $400. The
digital signal cannot be picked up by a standard radie,
requiring customers to invest in new equipment.

At least initially, a radio with a Sirius receiver
would not pick up XM Radio, and visa a versa. On
February 16, 2000, XM and Sirius signed an agree-
ment to develop a unified standard for satellite radios
enabling consumers to purchase one radio capable of
receiving both Sirius and XM services. The technology
relating to this unified standard was jointly developed
and funded by the two companies, who share own-
ership of it. The unified standard was mandated by
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the FCC, which required interoperability with both
licensed satellite radio systems. Radios based on the
unified standard became available late in 2004.

To ofter truly seamless nationwide coverage, satel-
lites alone would not be enough. To receive a satellite
signal, a clear line of sight is needed. In tunnels, build-
ings, and the urban canvons of American cities a clear
line of sight is not available. To solve this problem,
both companies had plans to build a nationwide net-
work of terrestrial repeaters, Sirius initially planned
to put 103 repeaters in 42 cities, and XM some 1,700
repeaters in about 70 cities. Sirius could deplay fewer
repeaters because the orbits of its satellites allowsd
for a better coverage of the United States—but it had
to put three satellites in space, not two, placing them
in figure-eight orbits that have two of the three satel-
lites high in the sky over North America at any time
during the day. In contrast, XM Radio’s two satellites
are in geostationary orbits. Consequently, the chip
sets required to pick up Sirius signals are more expen-
sive than those for XM Radio.

In addition to satellites and repeaters, the third
infrastructure element required to offer the service
is recording studios. XM established three recording
studios, one in Washington D.C., one in New York
City, and one in Nashville. Taken together, the three
studios compromise an all-digital radio complex that
is one of the largest in the world, with over 80 sound-
proof studios of different configurations. Sirius built
a single studio complex in New York City.

By mid-2000, Sirius was expecting to spend
£1.2 billion and XM Radio $1.1 billion to develop
this infrastructure. These estimates had increased
considerably from the initial estimates made in the
mid-1990s, which were around 3500 million. Given
the infrastructure, operational, and advertising costs,
the companies estimated that they each needed 2 to
3 million subscribers to make a profit. In 2000, fore-
casts by market research agencies and securities ana-
Iysts suggested that, in total, satellite radio could have
as many as [5 million subscribers by 2006, 36 million
by 2010, and around 50 million by 2014.

Distribution

Both Sirius and XM believed that installation in cars
and trucks was likely to drive early growth for satellite
radic. In the early 20005, 17 to 18 million new cars and
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light trucks were sold in the United States each year.
Some 30 million car radios were sold, either installed
in new cars or in the aftermarket. In total there were
over 210 million vehicles on American roads. Both
companies made deals with major automobile man-
ufacturers to install satellite radios in new cars as
optional—and ultimately standard—equipment. Plans
called for satellite radio to be offered as an option on
certain models, with the offering to be increased to
more models over time. The price of the radio is fold-
ed 1nto the price of the car, with the customer sign-
ing up for service at the time of purchase. XM has an
exclusive deal with General Motors and Honda, and
Sirius with Ford and Daimler Chrysler. Both com-
panies have now entered into an agreement with the
FCC under which they pledpe to refrain from making
further exclusive deals.

The exclusive deals with automobile companies
do not come cheap. As part of its arrangement with
Daimler Chrysler, Sirius reimburses the automaker
for some advertising expenses and hardware costs,
and has issued to DaimlerChrysler a warrant to pur-
chase 4,000,000 shares of Sirius common stock at an
exercise price of $3.00 per share. The deal with Ford
was very similar. The deal between Sirius and Daimler
Chrysler expires in October 2007, while the Ford deal
expires May 2007,

The agreement between XM and General Motors
requires XM to guarantee annual, fixed payment
obligations to GM. However, the agreement is subject
to renegotiation if General Motors does not achieve
and maintain specified installation levels, starting
with 1,240,000 by November 2005 and installations of
600,000 per year thereafter. The GM agreement expires
September 201 3. Forits part, Honda has committed to
shipping 400,000 cars with XM Radios in 2005.

The companies also lined up manufacturers of
aftermarket car receivers and signed retail arrange-
ments with the Best Buy and Circuit City chains to
distribute thern.

Capital Requirements and Investors

Financing these two ventures was not trivial. XM
Radio raised some 52.6 billion in equity and debt pro-
ceeds through January 2004 from investors and stra-
tegic partners to fund its infrastructure build out and
operations. Strategic investors in XM Radio included
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General Motors, Hughes Electronics/DIRECTV, Clear
Channel Communications, American Honda, and
Hearst Communications. Financial investors in XM
included Columbia Capital, Madison Dearborn Part-
ners, AEA Investors, BayStar Capital, and Easthourne
Capital. XM Radio went public in late 1999, Honda
and General Motors are major investors in XM Radio,
with stakes of 13% and 8.6%, respectively, in late 2004.7
Similarly, Sirius, which went public in 1993, had raised
around 52.5 billion by 2004.

Much of the financing went into building out the
infrastructure, At the end of 2003, XM Radio reported
that it had spent $470 million to put its two satellites in
arbit and purchase a spare satellite, $267 million to set
up a system of ground repeaters covering 60 cities, and
3130 million on satellite control facilities and studios.
Sirius is believed to have spent similar amounts.

Competition

Satellite radio faces competition from three main
sources. Traditional AM/FM radio stations are obvi-
ous competitors. The big advantage of AM/FM radio
is local content such as news, sports, and weather,
which listeners do want. Although AM/FM radio is
predominantly local, the emergence of consolidatars
such as Clear Channel Communications is beginning
to change this. Clear Channel has made an effort to
realize scale economies by developing a nationwide
branded format for radio shows, most notably its pop
format that goes under the KISS brand. KISS offers
standard programming developed in a national studio.
Local content such as news, weather, sports, and some
dialog is spliced into KISS programming to make it
seems as if the broadcast is local.? There are also signs
that traditional AM/FM radio will ultimately move
toward digital broadeasting, although doing so will
require that consumers purchase radios capable of
receiving a digital signal.

Internet radio is a second potential competitor.
A pumber of FM and AM radio stations are now
broadcasting digital signals over the Internet that can
be accessed anywhere in the world for users with the
appropriate equipment (a computer, an Internet con-
nection, and a media player).

A third competitor comes in the form of satellite
TV and cable TV systems. Both satellite and cable TV
providers offering digital radio services as part of a
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package of digital services, with the radio being bun-
dled with TV service, typically at no additional cost
to the consumer.

Initially, Sirius was thought to have the lead aver XM
Radio, but this changed when technical problems with
their chip sets delayed the launch of Sirius’ service for
2 yeass (the receivers, which were built by Lucent, did
a poor job of picking up the digital sipnal and had to
be redesigned).

1 XM Versus Sirius in 2003

Radio cost

$325 factory installed radio,
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XM Radio had delays due to problams with the
Boeing rockets that were to launch its satellites, but
was able to launch its two satellites—named “Rock™
and “Roll"—in early 2001, more than a vear behind
its initial schedule. XM started offering national ser-
vice in November 2001 for a monthly fee of 59.95.
XM Radio’s launch was supported by an advertising
campaign that cost in excess of 3100 million.

Beset by technical problems, Sirius did not launch
its final satellite until early 2002, and did not start
offering service until July 2002. Sirius charged $12.95
a month, justifying its price premium over XM by the
fact that all of Sirius’ 60 music channels run without
commercials. XM has limited commercials of about
2 minutes per hour on 35 of its 70 music channels (see
Table ! for a comparison between XM and Sirius).

$1295 e
$400-$500 for dealer installed radio

$400-$500 for dealer installed Mo home radio
$200-8299 for home radio
Programming 101 channels 100 channels
. gﬁnm ‘ . 60 music & .
O talk, sports, news - 40 sports, tolk, news
; ‘ ' 4%—}':;5@@:%1&:’111&1{?5&%%; o .
Commercials MNone en 35 music channels Mene on music channels
Limited commercials on rest
{obout 2 minutes per howr]
Key formats Classical (3 channels) Classical [3 channels)
, . PonB0chonneld ~ Pop [? channels) ;
.  lozz/Blues |7 charmels} . Jozz standards {5 channels)
- Country {6 channels] Hip Hop {5 channels)
Rock (12 channsls) Counfry {5 chonnels)
lotin (5 chonnels] =~ Dance {6 channels)
~ Fronks’ Ploce RE&B I4 channels]
The Joinf freggas] ~ Rock {13 channels}
Broodway Broodway
CldTime Radio Classics Radio Classics
News Fox, CHM, CNBC, ESPN, Cthers Fox, CNN, CNEC, ESPN, Cthers
 Automolive partners - p ,,Gl\e\,yﬁmda k  Ford, ﬁ;ﬁmﬁr Chrysler, BMW
Subscribers as of mid-2003 692,253 105,186
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Sirius has stated that it will depend upon subscriptions
for about 85% of its revenues. XM initially expected
to rely somewhat more on advertising revenues.

By the end of 2003, Sirius had 133 terrestrial
repeaters in 92 urban markets where high buildings
interfere with line of sight. XM had some 800 repeat-
ers in 60 markets,

The %-month lead that XM pained as a result of
Sirius” problems proved to be invaluable. By the end
of 2002, XM had 347,000 subscribers, while Sirius
had just 30,000. XM passed the 500.000-subscriber
milestone in April 2003, and was projecting that it
would end 2003 with over | million subscribers. This
rapid subscriber accrual helped XM Radio sell faster
than CD and DVD players did in their first year on
the market.” Sirius, meanwhile, was aiming to end
2003 with same 300,000 subscribers and had Just over
100,000 by mid-year. Both companies were now esti-
mating that they needed 2 to 3 million subscribers to
break even, with XM predicting that it would be cash-
tiow positive by late 2004,

In addition to XM’ 9-month lead in the market,
analysts attribute much of the company’s early pains
ta an aggressive push by General Motors. GM rolled
out XM s satellite radio as optional, factory-installed
equipment in 25 of its 57 car, light truck, and sports
utility models, including the entire Cadillac line. GM
planned to increase that fipure to 44 models for the
2004 model year, and the company expected to sell
some 800,000 cars autos with XM’ radio installed
during 2004, and 1.1 million during 2005, The GM
installed radio, which is built by GM supplier Delphi,
costs $325 and is bundled into the price of the vehi-
cle. In addition to being a shareholder of XM, GM
is belisved to receive about 5100 from XM for every
radio it installs,

In early 2003, Honda stated that it planned to
include XM radios as standard equipment in the
2004 Acura RL, and as a factory-installed option
in the 2004 Accord. In September 2003, Honda
anpnounced that XM radios would be installed
as standard equipment in certain Honda Accord
models. An XM Satellite Radio spokesman said
that between the Accord, Pilot, and 52000 models,
Honda will release about 200,000 automohiles that
have the XM radio as a factory-installed feature dur-
ing the 2004 model vear, and 400,000 during the 2005
model year.™ In addition to GM and Honda, XM
radios became available as dealer-installed options
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on certain offerings from Toyota, Volkswagen, and
Audi, among others,

In contrast, Sirius’ main partners were not as
far along putting Sirius radios into their vehicles.
Daimler and BMW offered Sirius radios as a deal-
er-installed option, as opposed to factory installed,
meaning that a buyer had to request that the dealer
install the equipment. In 2004, Daimler committed
to factory-install 550,000 radios by mid-2007. Ford
reportedly planned to offer factory-installed radios in
select models for the 2004 model year, but that did
not transpire. Ford announced that it would begin
factory-installing Sirius Radios in the 2006 model
vear and would be factory-installing Sirius radios in
20 of its 21 car lines by 2007

The wild card in the industry, Toyota, had not
aligned itself with either XM or Sirius by late 2004
although Toyota did offer XM Radio as a dealer
installed option on some models. Nor had Nissan
aligned itself with either company; but it offered either
XM or Sirius radios as a dealer-installed option.

Both XM and Sirius offered an array of satel-
lite radios for home use. The bestselling of these
in 2002 and 2003 was the Delphi XM SkyFi radio,
which was made by Delphi for XM and sold through
major consumer-electronics chains for hetween $199
and $230 a unit. By mid-2003, some 80,000 Delphi
XM SkyFi units had been sold, and Wal-Mart, the
nation’s largest retailer, stocked the item. The SkyFi
radio could be used at home, where it slotted into an
audio player, and also be adapted for use in a car. In
late 2004, XM Radio and Delphi announced that they
would start selling a handheld portable radio, The
Delphi MyFi, in December 2004,

Early surveys suggested high customer satisfaction
with satellite radio. Surveys carried out by GM report-
edly a 90% satisfaction rate among customers who
chose satellite radio as an option, with 70 to 75% say-
ing that they were likely to order satellite radio for their
next vehicle.* Several consumer products reporters gave
satellite strong reviews, although some complained that
the sound quality was not quite CD quality.

Sirius’s late entry into the market and relatively
low traction left it in a very shaky financial condition.
In October 2001, CEQ David Margolese abruptly
resigned, presumably a casualty of the company’s fail-

re to launch its service on time. Margolese continued
as nonexecutive chairman of Sirius. The delay in the
launch of its service resulted in Sirius running down
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its cash reserves, and by mid-2002 it looked almost
certain that the company would default on debt pay-
ments and file for Chapter 11 bankruptey protection.
However, at the last minute, in October 2002, Sirius
was able to pull of something of a coup, converting
$700 million in debt and $525 million in preferred
stock into common equity. In addition, three of the
original investors in Sirius agreed to supply the com-
pany with another 5200 million in cash. As a result
of the recapitalization plan, the existing holders of
the company’s common stock ended up owning just
8% of the recapitalized company. It remained to be
seen whether these funds would be sufficient to see the
company through to profitability.

XM Radio also returned to the capital markets
in early 2003, lining up an additional $475 million
in funding, Of the 3475 million, $223 million came
from new investors, and the remainder from General
Motors in the form of deferred payments and credit
facilities. Critical to the deal’s success was the agree-
ment by more than 90% of the holders of $325 million
in XM bonds to swap them for newly issued debt that
pays no interest until 2006,

Although XM did launch on schedule, is too
experienced technological problems that represented
a potential cloud on the horizon. XM's two satellites,
“Rock™ and “Roll,” are experiencing unexpected deg-
radation of their solar-power panels. The degradation
prompted XM to cut their useful life to 2008 from
2015, However, XM believed that it would be able to
Iaunch additional satellites by the time the degrada-
tion impacts signal strength. XM felt that its insur-
ance policies covered this problem, and that it would
be able to claim sufficient funds from insurance to be
able to launch additional satellites,

By mid-2003, some analysts remained very bullish
about the potential of XM Radio, although the future
of Sirius was somewhat hazy. A May 2002 study by
the Yankee Group projected satellite radio would
achieve 15 million subscribers by 2006. Other market
studies conducted for XM Radio projected that as
many as 30 million people might subscribe to satel-
lite radic by 2012. More conservative investment ana-
lysts were suggesting that satellite radio might garner
4 to 5 million subscribers by mid-decade, and that
the ultimate total would be closer to 40 to 50 million.
According to some projections made in early 2003, if
XM hit 10 million subscribers in 2007, it could sam
$500 million, or 51.50 a share. If XM Radio were
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ultimately to garner 30 million subscribers, it could
earn 57 or more a share, ™

V

As 2004 drew to a close, subscription data supgested
that XM Radio was continuing to capitalize on its
early lead over Sirius in the industry. Analysts were
now expecting XM to end 2004 with 3.11 million
subscribers versus around | million for Sirius (see
Figure 2). During 2004, XM Radio’s net subscriber
additions {gross additions less cancellations) were
.75 million, versus 0.76 million for Sirius. XM was
forecast to have 5.3 million subscribers in 2005,
versus 2.14 million for Sirius.

Sirius tried to differentiate itself by agpressively
signing valuable branded content. In December 2003,
itsigned a 7-vear, exclusive deal with the NFL to broad-
cast football games, beginning with the 2005-2006
season. The deal cost Sirius $188 million in cash over
the course of the contract, plus $32 million in war-
rants. In early October 2004, Sirius signed up “shock
Jjock” Howard Stern to an exclusive, 5-year deal for
3500 million, which would start to air an January 1,
2006. The branded content was used by Sirius to jus-
tify its premium subscription price.

XM Radio responded to these moves with deals
of its own. In October 2004, XM signed an 1l-vear,
£650 million deal with Major League Baseball (MBL),
giving XM exclusive rights to the satellite broadeast
of MLB games heginning 2003, including the World
Series. Also in October 2004, XM launched a premium
channel dedicated to shockjocks Opie and Anthony,
who had previously been removed from the air due to
profanity. The Opie and Anthony channel will cost
subscribers an additional $1.99 a month.

By late 2004, the business models at XM Radio
and Sirius were starting to crystallize, It was now clear
that earlier statements reparding breakeven subscrip-
tion levels were too low. A detailed research report on
XM Radio by Salmon Smith Barney suggested that
the company would not start to generate positive earn-
ings before interest, tax, depreciation, and ameortiza-
tion (EBITDA) until 2007, when the subscriber base
was forecast to be around 11 million (see Table 2).
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Figure 2 Forecasied Subscriber Growth (Millions)

25

Sowrce: Salmon Smh Bam

On the same basis, Sirius was not expected to start
generating a positive EBITDA until 2008.

The key variables in analysts’ estimation of break-
even volume were subscription revenues, fixed costs,
variable costs, customer acquisition costs, and customi-
er churn rates. For 2004, Smith Barney estimated that
XM Radio would have revenues of $243 million, with
only 36 million of thoss being attributed to advertising
revenues, Fixed costs—which included costs related to
equipment, broadcasting, programming and content,
and customer support—were estimated to be around
$175 million, Variable costs—including revenue shar-
ing with partners such as GM, royalties paid for the
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right to broadcast songs, and customer care costs—
amounted to $96.5 million, The average cost of acquir-
ing a customer—including advertising, marketing, and
subsidies given to equipment suppliers—was pegged
at §130/customer, and forecast ta hit $279.9 million in
2004. In its 2003 10K, XM Radio estimated that 1.3%
of its paying customers left the service every month.
However, if nonpaying customers who gt the service
an a trial basis through automobile companies are
counted, the churn rate rises to 3.5% per month,

Sirius had a revenue and cost structure similar to
that of XM Radio, although accounting differences
make a direct comparison difficult (see Table 3). The
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largest difference was that Sirius still charged a pre-
mium price for subscriptions, but was also commit-
ted to paying higher fees for content on an annualized
basis. In 2006, for example, forecasts suggested that
programming costs per subscriber would be $3.88
at Sirius, and 51.31 at XM Radio.'” Sirius also had a
larger customer churn rate than XM Radio in 2004,
around 1.7% a month, and larger customer acquisi-
tions cost, which were forecast to be around $247 per
customer in 2005. The higher customer acquisition
costs relative to XM Radio were because Sirius paid
a larger subsidy to equipment manufacturers, and it
had a small base over which to spread its marketing
costs. In Table 3, customer acquisition costs are bun-
dled in with marketing expenses.

L. Standard & Poor’s Industry Survey, Broadcasting
and Cable, July 25, 2002,

2. Tbid.

3. Clear Channel Communications 2002 10K Form.

4. XM Radio 2003 10K form.

5. wwwincta.com and www.skyreport.com.

6. XM Radio 2002 10K Form; Smith Barney, ¥M
Satellite Radio Holdings, October 26, 2004,

7.Smith Barney, XM Satellite Radioc Holdings,
October 26, 2004,

8. A. W Mathews, “From a Distance,” The Wall
Street Journal, February 25, 2002, p. Al

9. Anonymous, “Outstanding Subscriber Crowth
for XM.” Dealerscape, June 2003, p. 5.

10. Anonymous, “XM Satellite Radio to Be Standard
Equipment on Honda Accord Models,” Dow
Jones News Wire, September 9, 2003.
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October 26, 2004,

12, A, Barry, “A Sound Idea,” Barrons, February 17,
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aweek, March 25, 2003, pp. 22-30.

14, A, Barry, “A Sound Idea.”

15. Bmith Barney, ¥M Swtellite Rodio Holdings,
October 26, 2004,

16. Smith Barney, Sirius Satellite Radio, October 26,
2004,

gt AT Cengape Lesneag, AL Reghts Biseresd May nit be comicd, seainsd, of dugiestad in wlols of m et Dl wseisetest o o ghits, st tourd pacty conient sy e Ssmmesal om e bk salice el apves)
IS TS e TR Ry SRRSO St LOmS mak gty Aot I enerall Teaenici: Sxperce, Cergae Loneniny arseross The bt T runone sl <oeneat ol any e o Sanequenl mits restchons st it

https://bookshelf.vitalsource.com/?gclid=ClglrO6RVNQCF YkBaQodm G8B5Q/#/books/9781 30585627 1/7gclid=ClgirO6RVNQCFYkBaQodm G8B5Qcfi/631Y4/... 1010




6/13/2017

PRINTED BY: mmhouston34@gmail.com. Printing is for

Strategic Management: Theory &mp; Cases: An Integrated Approach

publisher's prior permission. Violators will be prosecuted.

https://bookshelf.vitalsource.com/?gelid=ClqlrOBRVNQCF YkBaQodm G8B5Q/#/books/9781 305856271/?gclid=CloirO6RVNQCF YkBaQodm G8B5Qcfi/B31/4/4@... 1/6

CASE

SATELLITE RADIO (B):

THE SIRIUS XM

MERGER AND [TS

AFTERMATH

V

As 2005 unfolded, good times seemed to be Jjust
around the corner for the satellite radio business. XM
Radio ended 2005 with almost 6 million subscribers,
and Sirius with a shade over 3.3 million, both sur-
passing forecasts made a year earlier. Moreover, with
churn rates only 1.5% a month—the lowest for any
major subscription business—both companies could
argue that their users clearly placed a high value on
the product offering, Mel Karmazin, CEO of Sirius,
argued this was because, “Our programming is so
compelling, so strong, and so sticky.™’ Forecasts now
called for the two companies to have a combined sub-
scriber base of 44 million by 2010, divided more or
less evenly berween the two companies, For 2006, the
subscriber bass was expected to reach 15 million.

Late 2005 proved to be the high point of expectations
for satellite radio. As 2006 progressed, the prowth
rate started to decelerate. The two companies ended
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the year with 14 million subscribers, one million less
than forecast (Sirius had 6 million and XM Radio
8 million subscribers). Moreover, both companies
continued to lose money; Sirius lost $513 million in
2006, and XM Radio lost §719 million. As inves-
tors fretted about whether the companies would ever
gain enough subscribers to cover their fixed costs, the
stock prices of both fell sharply. Despite subscriber
growth throughout 2007—XM ended the year with
9 million subscribers, and Sirius with 8.3 million—
losses continued to mount. Sirius lost $327 million in
2007, and XM $682 million. The 44 million subscrib-
ers forecast for 2010 now seemed out of reach. One
analyst forecast 32 million subscribers for the two
companies by 2011,

Various reasons were offered to explain the slow-
ing growth rate. One was competition from ather for-
mats for listening to music. By 2007, some 57 million
Americans were listening to some form of Weh ra-
dio every week, and analysts worried that in the near
future, Web radio might be streamed to cars using
WiMax technology. Of more immediate concern was
that, increasingly, people were listening to music us-
ing iPods, over 200 million of which had been sold by
2007. Many cars were now fitting with racks for iPods
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{about 40% of cars sold in 2007 came with sound
systems that were compatible with iPods).

Another problem: The core demographic for sat-
ellite radio seemed to be middle aged. Many younger
people would rather listen to their own playlists down-
loaded from iTunes and played on iPods, While satel-
lite radio offered music programming, people with
iPods preferred to program their own music. A study
by Forrester Research estimated that only about 13%
of the population actually wanted satellite radio, and
that the percentage would shrink significantly if satel-
lite radio channels started to run advertising,

Compounding matters, the auto business was fac-
ing a sharp downturn. Since auto dealers were the
major distribution channel for satellite radio, as car
sales shrank so did the number of new subscribers,
What was a slowdown in sales became a major crisis
in 2008, as tight credit in the United States led to a
sharp contraction in auto sales. Auto sales for 2008
werg expected to total only 13.5 million, down from
16.1 million in 2007,

In February 2007, Sirius and XM Radio announced
plans to merge, Under the merger agreement, Sirius
offered 4.6 of its shares for each XM share, leaving
each side with 30% of the new venture. Sirius closed
on the day before the announcement at $3.70 a share
while XM was at 513.98. The merger valued the
combined companies at S13 billion. The stock price
of both companies dropped following the merger
announcement, knocking 32 billion off the market
capitalization of the combined entity.

The main benefit claimed for the merger was cost
reduction, particularly marketing and programming
costs. About 34% of XM’ revenue in 2006 went to pro-
gramming and marketing expenses, while 47% of Sirius’
revenue was eaten up by these costs, many of which
were fixed. The costly war for content between the two
companies, exemplified by Sirfus’s $56-million deal with
Howard Stern, would also come to an end. Ongs analyst
estimated that the combined company could save up to
4 billion through cost reductions over 6 vears.

The merger would also enable the new company
to offer a wider range of channels. Duplicate channels

would be eliminated; no longer, for example, would
the National Foothall League be exclusive to one pro-
vider, and Major League Baseball to another. This
could help with subscriber retention and growth.

Implementation problems included making radia
receivers that were compatible with both satellite
systems—something that the companies had already
been working on under a Federal Communications
Commission (FCC) mandate—and in the long run,
rationalizing the satellite system. From a practical
point of view, many subscribers might balk at having
to replace their radios with ones that can receive sig-
nals from both satellites, which could stretch out the
implementation over years.

The proposed merger faced two regulatory hur-
dles. The Department of Justice had to agres to the
merger, which created a monopoly in satellite radio,
and the FCC also had to sign off, The FCC would
have to reverse its mandate in 1995 (when it allocated
satellite radio spectrum) that “one (satellite radio)
licensee will not be permitted to acquire control of
the other remaining” one,

Opposition to the merger quickly emerged from
the National Association of Broadcasters (NAB),
which represented conventional radie broadcast-
ers. The NAB argued that a national satellite radio
monopoly could overwhelm local broadcasters. They
claimed that the new company might win additional
business in the biggest markets by offering channels
with local news, weather, and information.

Intheend, the key issues centered on the definition
of the “relevant market™ for Sirius and XM Radia. If
the relevant market was defined narrowly as the mar-
ket for satellite radio, then the merger seemed doomed
on antitrust grounds. Alternatively, the satellite radio
companies argued that the relevant market was all
broadcast radio, of which satellite radio was just a
small segment. The satellite companies pointed out
that 240 million people listened to conventional radio,
and that satellite radio in total comprised less than
5% of the combined satellite and terrestrial broadcast
market. They also argued that their service was com-
peting with Internet radio and other ways of consum-
ing music, such as the iPod.

In March 2008, the Justice Department gave the
gao-ahead to the merger, and the FCC followed with
a preen light in July 2008. Both government bodies
agreed on a broad definition of the relevant market.
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However, as part of the price for allowing the merger
0 proceed, the FCC required the new company to
offer @ la carte pricing schemes, with lower-priced
subscriptions for access to limited content and higher
priced subscriptions for access to premium content.
This raised the possibility that many subscribers
might opt for a less-expensive monthly subscription
rate, which could materially impact the revenues of
the new company, The FCC also mandated that there
be no increase in the price of the base subscription
plan, which stood at 812.95 a month, for 3 years.

The Immediate Aftermath

The merger was consummated on July 29, 2008. The
new company was called Sirius XM. Mel Karmazin,
CEQ of Sirius, became CEQ of the combined
entity. In early September 2008, Sirius XM esti-
mated that the net synergies from the merger would
total $425 million, 525 million more than original-
Iy thought, and that the company would generate
positive cash flow in 2009, Sirfus forecast that it would
end 2008 with 19.3 million subscribers, and 2009 with
21.5 millien. However, rapid contraction in the 115,
automobile industry, a result of the 2008 U.S. finan-
clal crisis, raised questions about the attainability of
those goals. Some 80% of all new subscriptions came
though sales at auto dealers in 2007, and sales of new
cars were imploding.

Having lost some 34 billion between 2005 and
2007, and with no prospect of becoming profitable
soon, Sirius XM faced substantial funding issues. The
company had $1.05 billion of debt that was due in
2009. Its cash on hand, which stood at 5442 million in
September 2008, was forecast to fall substantially in
2009 as it paid down debt and spent $100 million on
new satellites. Karmazin pledped to not issue new eq-
uity to pay down debt, so a significant partion of the
debt coming due in 2009 needed to be refinanced—
not an easy prospect piven the credit crunch in US.
financial markets at that time.

By October 2008, the stock of the new company
was trading at under 50.40 a share, down from a high
$3.40. The market capitalization of the new company
was down to $1.2 billion. If the stock traded at un-
der S1 for 30 consecutive days, Sirius XM would face
possible delisting from the NASDAQ stock exchange,
which would have adverse consequences on its ability
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to raise capital. To avoid this possibility, in December
2008, following shareholder approval Sirius XM ex-
ecuted a 10-for-1 reverse stock split. At the same time,
shareholders approved a proposal to increase the
number of authorized shares by nearly 80%, giving
the company some flexibility as it sought ways ta refi-
nance the §1 billion in debt that was due in 2009,

v

On February 17, 2009, with bankruptey looming, the
media conglomerate built by John Malone, Liberty
Media, stepped in with emergency financing. Liberty
Media pledped to loan $530 million to Sirius XM,
3280 million of it immediately, enabling Sirius XM
to pay off 5172 million in debt that had come due on
February 6. The remaining 5250 million would be
paid later in the year to the XM subsidiary, enabling
it to meet its short-term debt commitments. The loan
from Liberty Media was set to mature in December
2012 and carried a 15% interest rate. Liberty Media
also received 40% of Sirius XM’s common stock and
two seats on the company's board of directors.

While these loans would help keep Sirius XM
afloat for the time being, analysts still saw signifi-
cant risks of bankruptcy down the road. However,
most also acknowledped that Liberty Medias John
Malone was a shrewd dealmaker. Perhaps he saw val-
ue where others did not? In any event, the 15% inter-
est rate attached to the Liberty Media loan to some
extent mitigated the investment risks here, assuming
Sirius XM could stay solvent until December 2012,
It was also probably true that as the largest single
shareholder, Liberty Media would have more protec-
tion than other shareholders should Sirius XM subse-
quently file for bankrupicy.

Early 2009 proved to be a low point for Sirius XM.
With its short-term finances stabilized, the company
was able to focus once more on building its subscriber
base and improving its average revenue per subscriber,
both keys to the long-term viability of the enterprise.
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Sales of new cars and light trucks in the Unitad States
bottomed out in 2002 at 10.4 million, down from
16.1 million in 2007. Despite this sales implosion in
its major distribution channel, Sirius XM ended 2009
with 18.8 million subscribers, Between 2010 and 2014,
sales of new cars and light trucks improved every year,
reaching 16.5 million units in 2014, the best number
since 2007.

Subscriber numbers at Sirius XM followed the
recovery in auto sales, prowing from 20.2 million at
the end of 2010 to 27.31 million at the end of 2014
(see Table 1). Moreover, Sirius XM was able to in-
crease its average revenue per subscriber from a low
of 511.58 per month in 2011 to $12.38 per month in
2014, Meanwhile, the monthly churn rate {the num-
ber of subscribers who leave the service every month)
remained relatively stable at around 1.9%. The growth
in average revenue per unit (ARPUY reflected both
the introduction of more pricing plans and program-
ming choices, and the ability of Sirius XM to initiate
increases in annual subscription prices. For example,
Sirius XM was able to increase its base subscription
rate from $12.95 a month in 2011 to $14.49 a month
in 2012, and the company still witnessed a steady rise
in the number of subscribers.

These improved operating metrics drove a financial
recovery in the company: Sirius XM recorded a small
net income before tax in 2010 of 343 million on revenues
of 2.8 billion. By 2014, the company was generating
$830.8 million in net income before tax on revenues of
34,181 billion. Moreover, free cash flow had increased
from 5210 million in 2010 to $1.157 billion in 2014,

improving the financial position of the enterprise. The
improvement in Sirius XM’s financial performance
was also helped by reductions in operating costs and
improved efficiency. For example, when Sirius XM re-
newed its contract with Howard Stern in 2010 for an-
other 5 vears, Stern took a $400-million fee, as opposed
to 3500 million the first time around.

V

The bullish case for Sirius XM going forward is that
the company still has only 27 million subscribers, and
there are 260 million cars and light trucks in America.
Sirius estimates that, by 2018, over 100 million cars
will have radios capable of receiving Sirius XM sig-
nals, up from 350 million in 2012. The key is to get
owners to activate those radios through subscriptions.
If the company can grow its penetration rate from the
current 1 to 15%, that would represent another [3 to
14 million subscribers. To do this, Sirius XM has been
pursuing a number of strategies.

First, the company continues to expand its re-
lationship with major carmakers, which preinstall
Sirius XM radios in new vehicles. By 2014, Sirius XM
claimed that it had relationships with every major
company selling cars in the United States. Second,
since the merger Sirius XM has gone aggressively
after the used car market, seeking to get customers
to activate the Sirius XM radio in their preowned
vehicles. The company has been targeting used car

Year
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buyers with a 2-week free subscription and low intro-
ductory prices. It also has a program that authorizes
dealers to offer Sirius XM subseriptions to used car
buyers. In 2010, there were only 100 dealers enrolled
in the progrant. By mid-2014 this number had swelled
to 12,500

Third, Sirius XM continues to distinguish itself
from free radio and streaming Internet radio al-
ternatives by the lack of advertising on many of its
channels, including music and news (Sirius XM does
now have advertising on some non-music and news
channels). Fourth, Sirius XM’ key selling point re-
mains its diverse, unigue content spread over numer-
ous channels including music, sports, talk shows, and
news stations. While Internet radio offerings such as
Pandora, Beats Music, Google Play, and iHeartRadio
do offer free streaming music customized to a lis-
tener’s tastes, they do not offer the broad range of
content that can be found on Sirius XM. Moreover,
some of this content, such as the Howard Stern show,
is exclusive to Sirius XM. The company has also
made efforts to target customer segments that are not
well served by established AM/FM radio, or Internet
radio, creating channels targeted at Hispanics and
women among others. In 2014, it added shows from
Ellen DeGeneres, Jenny McCarthy, and Hoda Koth
is an effort to woo female car buyers, Also, Sirius has
developed apps that enable subscribers to listen to
Sirius XM content an smartphones, tablets, laptops,
and desktop computers,

Challenges

On the other hand, Sirius XM continues to have
challenpes. Internet radio offerings such as Pan-
dora are gaining traction and are potentially potent
competitors. Pandora has 250 million registered us-
ers worldwide, 76 million of which are active sach
month. Many carmakers are now integrating Pando-
ra’s app into their in vehicle entertainment systems,
allowing drivers to listen to Pandora radio as long as
they can pet a wireless signal. Since 2009, Pandora
has partnered with 26 auto brands, By 2013, at least
145 wehicle models had Pandora software accessible
their dashboards. Some 7 million Pandora nsers have
now listened to music though an integrated app in
their car—and that doesn’t count the users who sim-
ply plug in their smartphone to listen to streaming
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ntusic. In 2015, only about 8% of wehicles of 1S,
roads have any Internet capability, but that projected
to grow to 22% by 2020, making Pandora and its ilk
stronger competitors to Sirius XM, at least for music
listening.

Recent Events

By 2014, Liberty Media had increased its ownership
stake in Sirius XM from 40% it gained in 2009 to 53%,
effectively giving the company a controlling interest
and making Sirius XM a subsidiary of Liberty. The
Liberty Media investment had been a major success.
Liberty's stake was initially worth less than $1 billion;
by 2014, it was worth more than 510 billion.

In January 2014, Liberty announced an all-
stock deal valued at more than $10 billion to pur-
chase the remaining shares in Sirius that it did net
own. The idea was to facilitate the creation of two
tracking stocks for Liberty Media, one of which,
the “Liberty Media Group,” would include Sirius
XM as well as various other entertainment busi-
nesses owned by Liberty Media. Liberty Media
stated that the deal would simplify Liberty’s capital
structure, clear up questions about its commitment
to Sirius XM, and increase the financial flexibility
of both companies.

In March 2014, Liberty Media dropped its bid
to acquire Sirius XM's remaining outstanding shares
after a lukewarm reception from investors and ana-
Iysts who guestioned whether this was the best use of
Liberty’s stock. Many questioned the long-term vi-
ability of Sirius XM, despite recent successes, given
the growing threat from in-vehicle Internet radio in
connected vehicles. The market reacted positively to
the March announcement, sending Liberty Media's
stock up 7%.

Far its part, Sirius XM claims it is fully aware of
the threat posed by Internet-enabled cars and claims
it is already positioning itself for a future where all
cars will be fully Internet connected, In 2013, Sirius
paid §530 million to purchase the connected-vehicle
division of automotive services company Apero,
which makes software that constantly updates driv-
ers on roadside assistance or tracks stolen vehicles, for
example. The motivation behind the acquisition is for
Sirius XM to build the required capabilities to stream
its content wirelessly to Internet-enabled cars.
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