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DVN develops new business model for digital cable
TV in China.
During early 2003, SARFT announced the migration
plan for ‘full digitilisation’ of cable TV in China. The
timetable cal led for 30 mil l ion digi tal cable
subscribers by 2005, and for the cutoff of the
analog signal by 2015. However, cable operators
and technology suppliers faced one common
challenge as to what would be the best business
model to achieve these ambitious goals. Moreover, a
major issue remained over who would finance the
investment.

As a result, DVN devised a new model to address
these issues. In this model, the analog service would
be cutoff, with the government and banks financing
the purchase of the set top boxes for use on an
enhanced digital service. Use of government funds
would be justified by the fact that the digital TV
platform would be used as a ‘Government to Citizen’
communication platform. Given television is the most
commonly accessible platform in China, television is
the most cost effective means to communicate
information and services from the government to
citizens. By enhancing this platform throught digital,
the government would be able to more effectively get
its message across to its citizens, while at the same
time offering a variety of value addes services.

Cutoff of the analog signal, as reflected in the
adoption of the Qingdao model, will result in rapid
migration to digital.
As a result of DVN’s proposal to the authorities,
Qingdao CATV in cooperation with DVN, was the
first to adopt this model, and began implementation
of this model in late 2003. Other cities are now
expected to emulate the Qingdao model. By cutting
off the analog signal, cable television stations will be
able to speed up the migration to digital, enabling
SARFT to reach its target of full digitalization.
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In its trial run in Qingdao, the number of basic digital channels has increased from 28 to 50.  Only 5 analog
channels remain.  The set top boxes are given out by the CATV, but are paid for over the long term through an
increase in the subscription fee from RMB12/month to RMB22/month.  Lower income residents are allowed
to continue paying RMB12/month.  In the trial, the response was extremely favourable, with only one
complaint.  Because of this success, SARFT in November 2003; and all the relevant government departments
under the state council in March 2004, gathered in Qingdao and asked all cable operators to consider
adopting the Qingdao model to promote the migration to digital.  

Given the positive results in the trial run, Qingdao is currently rolling out the service throughout the city.  Given
the success of the Qingdao model, and the government’s support for this model, DVN expects more cities to
adopt this model, resulting in even greater demand for DVN’s services.

In addition to Qingdao, DVN continues to expand, signing new contracts with Hangzhou, Urumqi, and Fujian.
In January, DVN sold headend equipment to Fujian, and is currently supplying Fujian with set top boxes.  A
contract was signed with Shanghai in June to supply the municipality with set top boxes; while system
integration contracts were signed with Urumqi, Hangzhou, and Qingdao.

The system integration contracts are a new development for DVN in which DVN agrees to supply all the
middleware, software, and integration expertise to ensure that a digital platform is up and running for a cable
operator.  DVN does not supply the actual headend hardware, and therefore does not incur any capital
expenses.  DVN receives an integration fee, but does not receive any subscription fees in this arrangement.
However, in exchange for providing software that enables various value added services, DVN receives 30-
50% of the value added service revenues for the next 15-20 years.  Value added services include: online
gaming, long distance education, television shopping, stock market trading, etc.  Through this new business
model, DVN does not incur any financial risk, while ensuring that it receives significant financial upside if
value added services succeed in China.  

Sales of set top boxes and subscriptions are accelerating
DVN’s set top box sales accelerated in 2003, with the number increasing nearly 100% year on year to
35,515 set top boxes.  Set top box sales were particularly strong in Suzhou, Fujian, Shanghai, and Wuxi.
Fujian began its digital rollout at the end of 2002, while Shanghai began its rollout in 1Q 2003.   

Set top box and subscription revenues now exceed headend revenues.  
In previous years, DVN received most of its revenues from the sale of headends.  This year, revenues from
sales of set top boxes and subscription revenues exceed those from sales of headends.  For 2003, STB
revenues and subscription revenues of HK$32.3mn accounted for 44.1% of total sales compared to 29.0% in
2002 and 13.0% in 2001.  On the other hand, headend revenues now account for only 31.8% of total
revenues compared to 45.8% in 2002 and 64.3% in 2001.

This transition from headend sales to set top box and subscription sales is a natural progression as first cable
operators must install the headends.  Through these headend sales and through its leasing of headends in
other localities, DVN is able to establish a base from which it can generate future revenues.  After the
headends are installed, the cable operator is able to sell set top boxes and subscriptions to customers.  With
this transition, DVN expects accelerated revenue growth as the company will be able to generate
considerably more revenues from set top boxes and the provision of services as compared to sales of
headends.
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Significantly reduced operational and STB costs.  
DVN reduced its operational expenses in 2003 by nearly $5 million. Despite the increase in turnover by
47%, the sales and marketing expenses only increased by around 12%, while general and administrative
expenses dropped 10% year on year to HK$55.2 million including depreciation charges.

DVN is also reducing the costs of its set top boxes.  In 2003, DVN has been able to reduce STB costs by
about 30%.  As a result, DVN has been able to sign an increasing number of STB supply contracts.  In
addition to supplying STB to its own operational areas, DVN will also supply STB’s to Fujian, Shanghai,
Jiangxi, Hangzhou, and Urumqi.  

DVN’s bottom line impacted by writeoffs.  
Although DVN’s operating loss improved, the net loss remained large due to provisions made on its investment
into BCC and from the decreased value of its film rights.  DVN originally made its investment into BCC in
2000 in anticipation that BCC would be able to rollout digital TV services in Hunan, Hubei, Foshan, and
Henan.  However, BCC has not been able to obtain the financing it had anticipated, and has discontinued
most of its activities.  Therefore, DVN has decided to take a provision on its investment in BCC.  DVN has
taken over management of BCC’s operations in Foshan, Hubei, and Henan.

DVN’s provision on the value of its film rights stems from the fact that China’s Pay TV model did not develop as
quickly as anticipatel.  As a result, the value of DVN’s film library has depreciated.  However, there are signs
that SARFT is opening up the market, having recently announced that foreign media companies will be able to
take a minority ownership stake in Chinese content companies.    

Outlook is positive given rising order book.
Given the government’s push to promote digital TV, more cable operators are beginning their rollouts.  As a
result, DVN’s order book is rising.

Conclusion
The government has made a firm decision to convert its analog cable system to digital, with an initial goal of
migrating 30 million digital cable subscribers to digital by 2005.  Implementation of this decision will result in
multibillion opportunities to sell set top boxes, to generate subscription revenues, and to generate other value
added services such as home shopping and online gaming.  

DVN, as the first company to have rolled out digital services is well positioned to take advantage of this
opportunity.  For 2004, DVN expects to rollout digital services into more areas throughout China.  As more
locations take the step to cutoff analog services, DVN expects that STB sales and subscription revenues will rise.

DVN, as the first company to have rolled out digital services, is well

positioned to take advantage of this full digitisation opportunity.
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