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• Revenue for May was $401.2m, up 14.5%, though a small portion of this
growth is attributable to the inclusion of the managed cable entities in the
Debtor's systems as of Mar 31 S!{220k basic subs, 92k digital subs and
91k data subs). Total ARPU growth of 11.8% to $82.62/mo suggests
core revenue trends are strong and improved from April's 10.7% growth
and 1Q06's 8.8%.

26 June 2006

CablelSatellite Spotlight
Adelphia Reports May Results

Doug Mitchelson
Research Analyst
(+ 1) 203 863-2364
doug.mitchelson@db.com

Adelphia filed May operating results today showing strong operating performance
though subscriber results were unimpressive. Highlights include:

• EBITDA also saw improvement to $138m, representing 22.5% growth
and reaching a 34.4% margin, up 220bp yly (below April's 410bp
improvement but nice ahead of 1006's 100bp gain). On a comparable
basIs, EBITDNavg basic subscriber was $28.43 in May (+ 19.5% y/y),
down from April's $29.00 (+25.2% y/y) but up significantly from 1Q's
$24.961+12.3% yly).

• Basic sub losses in May were 14.3k, a slight improvement from 15.3k
lost in May '05. Period end basic subscribers were 4.848m, down 2.2%
yly net of the managed subs added.

• Digital subscribers declined 2.3k, a disappointment relative to 6.3k added
in May '05 and the first down month since August '05. This brings
Adelphia to a total 2.044m digital subs, up 3.0% net of the managed
systems added. Digital penetration of 42.1 % compares well to
Mediacom at 35.0% and Insight at 42.9%, but remains below Charter at
48.5%.

• Data subs grew 11 k, below the 20k added in May '05. In total HSD
ended at 1.844m, up 21.1 % yly net of the managed systems.

• FCF in May improved to $53.391 m, up $93m yly due to operating
growth, improved working capital and capex being down 43% to
$37.145m from May '05's $65.1 05m.

Deutsche Bank Securities Inc.

All prices are those current at the end of the previous trading session unless otherwise indicated. Prices are sourced frol
local exchanges via Reuters, Bloomberg and other vendors. Data is sourced from Deutsche Bank and subject companies.

Deutsche Bank does and seeks to do business with companies covered in its research reports. Thus, investors should
be aware that the firm may have a conflict of interest that could affect the objectivity of this report.

Investors should consider this report as only a single factor in making their investment decision.

Independent, third~party research (lR) on certain companies covered by DBSl's research is available to customers of
DBSI in the United States at no cost, Customers can access this IR at http://gm,db.com, or call 1-877-208-6300 to
request that a copy of the IR be sent to them.

DISCLOSURES AND ANALYST CERTIFICATIONS ARE LOCATED IN APPENDIX 1
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Adelphia's proposed sale to Time Warner and Comcast appears on track to close during July
with the FCC likely to impose only minimal requirements including enforcing reasonable rates
for competitors to acquire sports programming networks controlled by Comcast and Time
Warner Cable. Additionally, with the bankruptcy court approving the latest reorganization
plan, the transaction can now dose even if the Adelphia creditors have not by then reached
an agreement as to how to share the cash and Time Warner Cable stock proceeds from the
deal.

Deutsche Bank Securities Inc.
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Appendix 1
Important Disclosures

Additional information available upon request

Disclosure checklist

Deutsche Bank IZl

Company
Comcast
Cablevision Systems
EchoStar Communications
DIRECTV
Time Warner

Ticker
CMCSA.OO
CVC.N
DISH.OQ

DTV.N
TWX.N

Recent price*
31.56 (USD) 23 Jun 06

20.89 (USD) 23 Jun 06
30.16 (USD) 23 Jun 06

16.23 (USD) 23 Jun 06
16.97 (USD) 23 Jun 06

Disclosure
2,6,7,8,14
2,6,7,8

2,6,7,8

2
2,6,7,8,14,15,17

"Prices are sourced from local exchanges via Reuters. Bloomberg and other vendors Data is sourced from Deutsche Bank and subject companies

2. Deutsche Bank and/or its affiliate(s) makes a market in securities issued by this company.

6. Deutsche Bank and/or its atfiliate(s} owns one percent or more of any class of common equity securities of this company
calculated under computational methods required by US law.

7. Deutsche Bank and/or its affiliate(s} has received compensation from this company for the provision of investment
banking or financial advisory services within the past year.

8. Deutsche Bank and/or its affiliate(s) expects to receive, or intends to seek, compensation for investment banking services
from this company in the next three months.

14. Deutsche Bank and/or its affiliate(s) has received non~investment banking related compensation from this company within
the past year.

15. This company has been a client of Deutsche Bank Securities lnc. within the past year, during which time it received non~

investment banking securities-related services.

17. Deutsche Bank and or/its atfiliate{s) has a significant Non-Equity financial interest (this can include Bonds, Convertible
Bonds, Credit Derivatives and Traded Loans) where the aggregate net exposure to the following issuer(sl, or issuer(s)
group, is more than 25m Euros.

For disclosures pertaining to recommendations or estimates made on securities other than the primary subject of this
researchr please see the most recently published company report or visit our global disclosure look~up page on our
website at http://gm.db,c.Q!!],

Analyst Certification

The views expressed in this report accurately reflect the personal views of the undersigned lead analyst{s) about the subject
issuers and the securities of those issuers. In addition, the undersigned lead analyst(s) has not and will not receive any
compensation for providing a specific recommendation or view in this report. Doug Mitchelson

Deutsche Bank Securities Inc. Page 5
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Historical recommendations and target price: Comcast (CMCSA.OQ)

Deutsche Bank lZl

(as of 6/26/20061
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Date
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Previous Recommendations

Strong Buy
Bey
Market Perform
Underperform
Not Rated
Suspended Rating

Current Recommendations

Bey
Ho!d
Sell
Not Rated
Suspended Rating

"New Recommendation Structure
as of September 9, 2002

1. 12/16/2004: Buy, Target Price Change USD36.00 2. 8/3/2005: Buy, Target Price Change USD38.00

Historical recommendations and target price: Cablevision Systems (CVC.N)

(as of 6/26/2006)
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Previous Recommendations
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Bey
Market Perform
Underperform
Not Rated
Suspended Rating

Current Recommendations

Bey
Hold
Sell
Not Rated
Suspended Rating

"New Recommendation Structure
as of September 9, 2002

Mar06

1. 1/21/2005: Upgrade to Buy, Target Price Change USD32.0Q

2. 4/27/200S· Buy, Target Price Change USD37.00

3. 7/19/2005· Downgrade to Hold, Target Price Change USD31.00

Page 6

4 1/5/2006:

S. 2/28/2005:

6. 4/25/2006'

Upgrade to Buy, Target Price Change USD33,QO

Buy, Target Price Change USD34,OO

Buy, Target Price Change USD28.00

Deutsche Bank Securities Inc.
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Historical recommendations and target price: EchoStar Communications {DISH.OO}

Deutsche Bank lZI

(as of 6/26/20061
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*New Recommendation Structure
as of September 9, 2002

1. 11/30/2004: Buy, Target Price Change USD40.00

2. 3/16/2006: Buy, Target Price Change USD34.00

3. 6/512006: Buy, Target Price Change USD35,00

Historical recommendations and target price: DIRECTV (DTV.N)

(as of 6/26/20061
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"New Recommendation Structure
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1. 212/2005: Buy, Target Price Change USD19.00

Deutsche Bank Securities Inc.

2. 6/1/2006: Buy, Target Price Change USD19.40

Page 7
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Historical recommendations and target price: Time Warner (TWX.N)

Deutsche Bank [Z]

(as of 6/26/2006J
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Not Rated
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"New Recommendation Structure
as of September 9, 2002

EEl Companies Covered III Cos. wi Banking Relationship

North American Universe

1. 11/29/2004: Buy, Target Price Change US024.00

Buy: Expected total return (including dividends) of 10%
or more over a 12-month period.
Hold: Expected total return (induding dividends)
between -10% and 10% over a 12-month period.
Sell: Expected total return (including dividends) of ­
10% or worse over a 12-month period.
Notes:
1. Published research ratings may occasionally fall
outside these definitions, in which case additional
disclosure will be included in published research and on
our disclosure website CtJ-tlQ.:Lillo::tgJ2..J;;Qm);
2. Newly issued research recommendations and
target prices always supersede previously published
research.
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Regulatory Disclosures

Disclosures required by United States laws and regulations

Deutsche Bank IZl

See company-specific disclosures above for any of the following disclosures required for covered companies referred to in
this report: acting as a financial advisor, manager or co-manager in a pending transaction; 1% or other ownership;
compensation for certain services; types of client relationships; managed/comanaged public offerings in prior periods;
directorships; market making and/or specialist role.

The following are additional required disclosures:

Ownership and Material Conflicts of Interest DBSI prohibits its analysts, persons reporting to analysts and members of their
households from owning securities of any company in the analyst's area of coverage.
Analyst compensation: Analysts are paid in part based on the profitability of DBSI, which includes investment banking
revenues.
Analyst as Officer or Director: DBSI policy prohibits its analysts, persons reporting to analysts or members of their households
from serving as an officer, director, advisory board member or employee of any company in the analyst's area of coverage.
Distribution of ratings: See the distribution of ratings disclosure above.
Price Chart: See the price chart, with changes of ratings and price targets in prior periods, above, or, if electronic format or if
with respect to multiple companies which are the subject of this report, on the DBSI website at
httP:/(am.db.com.
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Telco Video Entry: Good for
Some
Why Content Companies Stand to Benefit from
Telco Video Entry

~ Telco video entry will create more than $3.8 billion in
incremental value for companies with cable network
exposure.

~ The incremental value is a result of two things: 1) the
telco firms lack scale, and 2) the telco firms tend to offer
richer video packages, resulting in higher affiliate fees.

~ We believe four companies will see the most equity
appreciation from this trend: Disney, Viacom,
Cablevision, and Time Warner.

Telco video entry should add about 1.7% to Disney's
equity value. Viacom should see about 1.2% in equity
appreciation. Owing to its highly leveraged balance
sheet, Cablevision should also see about 1.2% in
appreciation. Time Warner should see 1.1% appreciation.

~ Although News Corp., Comcast, and Scripps also benefit,
the magnitude of the upside is more muted. Each of
these cable network owners should see less than 1% in
equity appreciation from telco video entry.
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Not all cable network firms will reap the same gains.
Since each media conglomerate has a different share of affiliate payments and
each company has a different capital structure (debt versus equity), the $3.8
billion in spoils will affect each equity differently. We expect Disney, Viacom,
Time Warner, and (surprisingly) Cablevision to reap the most significant gains.
We believe Disney could see 1.7% equity appreciation from teleo video entry.
Viacom and Cablevision should see 1.2% equity appreciation.

Other cable network gains will be smaller.
Although teleo video entry will be a positive for all owners of cable networks,
we believe News Corp., Comcast, and Scripps will see a smaller benefit. We
expect News Corp.' s equity to see a 0.5% lift. Scripps should experience only
a 0.4% gain in equity value, and Comcast should see just a 0.2% increase.

Telco FTTN strategies may oUer wider reach and a contingency.
We believe video over a well-architected fiber-to-the-node (FTTN) strategy can
more quickly reach a wider audience at a more-efficient cost versus a fiber-to­
the-home (FTTH) approach. Ultimately, we believe teleos and DBS providers
could consider deeper partnerships or mergers, as DBS providers are in need of
a data channel for on-demand services and for capacity, whereas teleos could
try to use a DBS operator's customer base to get greater scale on content. Until
then, the serious consideration by DBS operators to deploy a wireless solution
remains a potential catalyst for tower stocks; American Tower remains our top
pick with a BuyIHigh Risk (IH) rating with a $38 target price. Importantly, we
believe AT&T can still use a hybrid DBS/(intemet protocol) IP TV solution to
offer competitive video services to a larger proportion of its households than its
cutrent goal or to the extent stand-alone IP TV fails to meet expectations.

Telco video entry is a positive for owners of cable networks.
We believe teleo video entry is a positive for owners of cable network for two
reasons. First, the teleo firms will not enjoy the scale benefits of the incumbent
pay-TV providers for many years. That suggests they will pay a premium for
cable content. Second, teleo entrants tend to offer consumers video packages
with far more channels. This should result in higher annual affiliate payments
versus the cable and DBS (direct broadcast satellite) firms.

We believe telco video entry creates $3.8 billion in value.
We expect teleo firms' lack of scale to add about $2.5 billion in incremental
value for cable networks. Also, we expect richer video packages to add almost
$1.4 billion in value. In total, teleo video entry should create more than $3.8
billion in incremental value for owners of cable networks.

Telco Video Entry: Good for Some - April 21,2006---Telco video entry should create significant incremental value -

about $3.8 billion - for the owners of cable networks. We believe

Disney, Viacom, Time Warner, and (surprisingly) Cablevision stand

to reap the most sizable gains.

2



Telco Video Entry: Good for Some - April 21, 2006--­Summary

Both cable and DBS investors fret about the long-tenn implications of teleo video
entry. But that does not mean that teleo video entry is bad for all the stocks in the
pay-TV industry. Indeed, we think companies with business mixes skewed toward
cable network content could actually stand to reap sizable gains. We think most of
those gains are not (yet) in the Streets estimates.

The cable network gains - for companies like Viacom, Time Warner, Disney,
News Corp., and Scripps - are a result of two things. First, since the teleo finns
have little to no scale in the video business, the content companies should be able to
charge these video upstarts a sizable premium for their content. Second, a more
subtle source of economic gain stems from teleo video packages that tend to be far
more generous in selling video packages with lots of channels. That should lead to
higher affiliate payments to the content companies even if (or when) teleo video
entrants gain scale.

We do not mean to suggest that these benefits will accrue to the content companies
in 2006. They may not even benefit the content companies materially in 2007.
However, we do think teleo video entry should provide a multiyear benefit to cable
network finns. We see more than $3.8 billion in incremental value flowing from the
pay-TV distributors to the content owners. We believe Disney, Viacom, Time
Warner, and Cablevision stand to benefit the most. Smaller benefits will also accrue
to News Corp., Comcast, and Scripps, in our view.

We divide this report into three main sections. In the first section, we show that
scale in the video business matters and is actually becoming more important. We
use historical data to quantify the benefit to owners of cable networks as they sell
programming to new entrants with no scale. In the second section, we show that the
teleo finns tend to offer richer video packages. We use this data to show that cable
networks should see a second benefit from this phenomenon as well. Finally, in the
third section, we add these two benefits together and allocate the new-found spoils
among those companies with cable network exposure, including Disney, Viacom,
Time Warner, Cablevision, News Corp., Comcast, Scripps, and GE.
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Telco Video Entry: Good for Some - April 21,2006---Benefit No.1: Lack of Scale

Scale Matters and is Getting More Important
In Figure I we summarize three years of programming costs (relative to scale) for
most pay-TV companies. (Cablevision, Mediacom, DirecTV, and EchoStar do not
disclose programming costs in their SEC filings.) However. based on the public
disclosures that are available (Comcast, Charter, Adelphia, Time Wamer, and
Comcast) the data suggest two things:

~ First, scale matters. The lines in the figure are downward sloping because larger
cable companies, like Comcast, generally pay less for programming than smaller
cable companies like Cox.

~ Second, the importance of scale is increasing over time. In 2003, an extra one
million video subscribers helped defray programming costs by $1.21 per sub per
year. By 2004, an extra million subs lowered programming costs by $1.87 per
sub per year. And by 2005, the benefit of an extra million subs increased the
savings further, to $2.39 per sub per year.

Figure 1. Programming Cost per Video Sub per Year
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Source: Company reports and Citigroup Investment Research

We can use the regression output from Figure I to show the data slightly differently.
At the top of Figure 2 we summarize the two key regression variables: the y­
intercept and the slope. The y-intercept tells us what a pay-TV finn - like a cable,
DBS, or teleo finn - would pay if it had no video customers. The slope of the line
tells us the average discount a pay-TV firm received from having an additional one
million video customers.

In the middle section of Figure 2 we show what a cable or DBS company should pay
for programming as it gains scale. For example, in 2003, if a carrier had no video
customers, it paid $197 per year for content. If the buyer has 25 million subs (e.g., if
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it is just larger than Comcast), it paid about $167 per year. This suggests the larger
firm saved about 15% on programming costs (see bottom portion of Figure 2).

The critical conclusion we draw from the data is not just that scale matters, but that
it is actually becoming more important. For example, in 2003 a buyer saved 15% by
serving the most customers. By 2005, the same difference in video subs - zero
versus 25 million caused savings to increase to 25%.

Figure 2. Predicted Programming Cosls vs. Video Scale - 2003-05

Regression Output
y.

Year Interceot Siooe
2003 $ 197 $ (1.21)
2004 $ 223 $ (1.87)
2005 $ 243 $ (2.39\

Predicted Programming Costs per Sub per Year
Millions of video subs

Year 0 5 10 20 25
2003 $ 197 $ 191 $ 185 $ 173 $ 167
2004 $ 223 $ 214 $ 204 $ 186 $ 176
2005 $ 243 $ 231 $ 219 $ 195 $ 183

Index of Proarammina Costs per Year
Millions of video subs

Year 0 5 10 20 25
2003 100% 97% 94% 88% 85%
2004 100% 96% 92% 83% 79%
2005 100% 95% 90% 80% 75%

Source: Company reports and Citigroup Investment Research

Incumbent Costs to Increase from $211 in 2005 to $349 by 2015
In Figure 3 we show the average programming cost per sub for a typical incumbent
using the regression data in Figure 2. Between 2003 and 2005, the historical data
suggest that the average pay·TV provider's costs increase from $181 to $211 per sub
per year. Going forward, we assume that these costs moderate, to 7% affiliate fee
growth in 2006 and 2007. and then slow further to 5%-6% growth through 2010.
By 2015, we believe affiliate growth for the incumbents will slow to just 3%.

Behind the headline growth figure, we assume that scale will continue to become
more important through 2009. That is, the slope of the line in our regression
continues to get steeper. After 2009, however, we assume the importance of scale
remains constant. Our outlook reflects two beliefs.

~ First, that scale will continue to matter more over the near term as large carriers
with new-found scale - such as Comcast and Time Warner following the
purchase of Adelphia - continue to push average costs lower.

~ Second, we assume that large carriers, like DirecTV and EchoStar, will also be
able to push affiliate fees lower when they renegotiate their contracts at prices
more consistent with their rapid organic growth. After 2009. however, we
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expect most of these transitional forces to moderate. As such, scale will still
matter. But it will not become sequentially more important.

Figure 3. Incumbent Pay TV Programming Cost per Sub per Year
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Source: Company reports and Citigroup Investment Research

Telcos Likely to Pay $39 More per Sub per Year in 2006
So we now know what the average incumbent pays. But what premium will the
teleos pay since they have less scale than the incumbent pay-TV providers? In
Figure 4 we estimate that in 2005, the teleos will pay $39 more per sub per year
versus the average pay-TV incumbent.

To arrive at this figure, we take two steps:

~ First, we assume that the odds of a customer defecting from a specific pay-TV
incumbent is only a function of the incwnbent's market share. That is, we
assume fiber deployments occur evenly across all pay-TV footprints. For
example, since Comcast has 25% of the pay-TV customer base, we assume 25%
of the teleo video net adds will come from Comcast.

~ Second, using the regression formulas in Figure 2, we estimate the average
programming costs for all carriers, even those that do not disclose programming
costs (like EchoStar, DirecTV, Mediacom, and Cablevision).

We should note that DirecTV did disclose programming costs at its recent analyst
day (February 22, 2006). In the presentation, management suggested that it spends
38.6% of revenues on programming. This translates into $4.7 billion of
programming costs per year, since the firm generated 2005 revenues of $12.2
billion. Since DirecTV served an average of 14.5 million subs, that would imply
annual programming costs per sub of $324, far in excess of the $205 we estimate in
Figure 4.

However, we believe these costs are inflated for three reasons: I) it includes the
costs associated with the "NFL Sunday Ticket," 2) it includes retransmission fees for
the local broadcasters, and 3) it reflects the fact that DirecTV pays more in
programming than its scale suggests because the firm likely has older contracts
within its cost structure that reflect the firm's smaller scale.

The first two phenomena are outside the scope of this report. The last factor is
captured in our analysis (in Figure 3) that suggests scale will become more
important over time as carriers renegotiate with content owners.
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Figure 4. 2006 Telco Premium per Sub per Year

WtdTelco
Odds of Telco cost premium

We believe the average defection to per sub 'OS cost! per sub per

tefco wifJ pay 18% more 'OGE Subs Telco video x per year - sub year

- or $39 per year - in
Adelphia 4,661 5.6% $250 $250 $0.0

cable programming Cablevision 3,102 3.7% $250 $236 $0.5
costs due to lack Charter 5,824 7.0% $250 $239 $0.8

of sea/e. Comcast 21,499 25.7% $250 $197 $13.5
Cox 6,300 7.5% $250 $209 $3.1
DirecTV 15,904 19.0% $250 $205 $8.5
EchoStar 12,474 14.9% $250 $213 $5.5
Insight 1,282 1.5°;" $250 $242 $0.1
Mediacom 1,433 1.7% $250 $240 $0.2
Time Warner Cable 11,047 13.2% $250 $203 $6.3

= Total 83,526 100.0".4 $39

Note: Telco cost of $250 per year reflects the y·intercept value 01 $243 from Figure 2 plus $7 in incremental costs to adjust for probabilities.

Source: Company reports and Citigroup Investment Research

We now tum our attention to the programming costs that the telcos will likely incur.
In Figure 5 we use the same regression assumptions that we show in Figure 4 and
layer in Mike Rollins' assumptions for telco video net adds. Although we do not
publish specific video expectations for all of the RBOCs (regional bell operating
companies) in our published models, we have performed a back-of-the-envelope
analysis for video-capable homes passed and penetration of those homes through
2015 for this analysis. We estimate 54% of households passed by the RBOCs will
be upgraded for a facilities-based video solution (either through FTTN or FTTH) by
2010 and 64% by 2015. Among these homes passed, we forecast 18% will take a
video solution from their telco provider by 2010, and 33% by 2015. We expect
AT&T and BellSouth to both use a fiber-to-the-node architecture across most of
their footprints, but we expect Verizon to deploy a FTTH architecture.

Telco Firms Pay About $250 a Year Due to Lack of Scale
The regression data suggest that while the incumbent providers spent $211 per sub
per year in 2005 (Figure 3), the telcos spent $243 per sub per year. (Since the telcos
do not have any scale, the cost is equivalent to the y-intercept in Figure 2.) This
implies a difference in cost of $32 per sub per year.

However, we show in Figure 4 that the difference in cost should be closer to $39.
So why the difference between the regression analysis ($32) and the analysis in
Figure 4 ($39)?

The $7 differential is the incremental impact of the telco firms being far more likely

to steal a sub from large pay-TV providers, like Comcast, versus a small player, like
Mediacom. That is, the regression analysis does not capture this phenomenon, while
the analysis in Figure 4 does.

As such, we added $7-$9 per year to our estimate of telco programming costs in
Figure 5. We assume that the implied telco cost for programming in 2005 is $250.

We should also note that we increased the impact of the probability adjustment from
$7 to $9 to reflect our belief that there will be more M&A activity in the cable sector
going forward. This includes the sale of Adelphia to Time Warner and Comcast, as
well as the potential future consolidation of small firms like Insight and Cablevision.
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Figure 5. Telco Programming Cost per Sub per Year
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Affiliate Fee Growth to Remain Above 9% Through 2009
So now that we know that in 2005, the incumbent pay-TV providers paid $211 per
sub and the telco entrants will likely pay $250 per sub, we can begin to estimate the
total programming costs for the industry.

We expect total affiliate fees for cable programming to continue to grow at 10%-
II % per year through 2007. After that, we expect the growth in affiliate fees to
slow to just 5% by 2014. Part of the slowdown reflects the maturity of the business.
The other part reflects our belief that as the telcos gain scale, their programming
costs per sub relative to the incumbents begin to narrow.

Figure 6. Total Programming Costs for Incumbents and Telcas
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Gap Between Telco and Incumbent Costs to Widen, then Narrow
On the left side of Figure 7, we show the cost per sub per year for both the telco and
incumbent pay-TV providers. On the right hand side of Figure 7 we show the
difference in costs between the two video providers. The data on the right hand side
show that we expect the spread between the incumbents and the telcos to continue to
widen to several years. Then, we expect it to narrow.

The widening of the cost differential reflects the continued consolidation within the
sector and the ability of DirecTV and EchoStar to negotiate lower affiliate fees once
their existing contracts come up for renewal. On the consolidation front, we expect
Comcast to continue to renegotiate affiliate agreements on the heels of the AT&T
broadband acquisition. Thereafter, we expect Comcast and Time Warner to
renegotiate Adelphia's contracts. In addition, we also expect further consolidation
within the sector including the potential sales of Insight and Cablevision will
allow the incumbents to push costs down further. However, by 2009, we expect the
telcos will take enough share that they should begin to narrow the cost gap with the
incumbents.
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Figure 7. Difference in Programming Cost per Sub Between Incumbents and Telcos
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Telco Lack of Scale Worth $2.5 Billion
So clearly, for a number of years, we expect the providers of programming to benefit
from teleo entry into the video business. But how much value can be created from
this phenomenon? In Figure 8 we estimate that these incremental cash flows, on an
after tax basis, are worth about $2.5 billion to the owners of the content. Before we
figure out where this value goes - and try to estimate what it is worth per share for
each cable network owner we turn our attention to the other trend that should
benefit content owners: thicker teleo video packages.

Figure B. Incremental Cash Flows to Conlent Owners from Telco Video Entry
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Second Economic Benefit of Telco Video Entry: Thicker Video
Packages
So far, we have quantified the benefit to owners of cable networks from teleo video
entry due to the teleo's lack of scale. However, there is a second (and more subtle)

benefit of teleo video entry: thicker video programming packages.

By "thicker" we simply mean that early indications suggest that the teleos will offer
far richer programming packages than their incumbent counterparts. Using the
video offer from Verizon in its first market- Keller, Texas as an example, we
can estimate how much more the teleos will spend on video content than
incumbents.

First, a bit of background on typical incumbent video packages. Cable and DBS
firms generally offer three video packages: basic, analog, and digital.

> The basic offer includes the broadcast networks, shopping channels and public,
educational, and government (PEG) channels. This package includes a total of
about 20 channels. Although the DBS firms pay about $0.25 per month for each
local channel, this content is generally offered to the cable operators for free.
That is, cable does not (yet) pay for local content, and shopping channels and
PEG channels are offered for free.

> The analog offer includes about 60 cable channels plus the content from the
basic package. In total, the analog offer costs around $45 and includes a total of
about 80 channels (20 from the basic package and 60 additional channels).

> The digital offer includes about 130 channels and every analog channel and
basic channel. For cable companies, this package also comes with a set-top box.

What is interesting about Verizon's Keller, Texas offer is that it essentially makes
the analog video package obsolete. That is, in Keller, Verizon offers the basic tier,
just like cable. But it does not offer an analog tier. The only other offer is for 160
channels. (Verizon's moniker for this package is "Expanded Basic.") And more
interestingly, Verizon has priced the Expanded Basic tier at an analog price point.

Thus, current analog cable customers can switch to Verizon's digital offer and get a
lot more channels at no extra cost. Current digital cable customers can switch to
Verizon and get all the same channels at far lower cost. Thus, all of cable's video
customers have an incentive to switch to Verizon.

Verizon's channel line-up suggests that content owners will fetch more revenues
from a typical Verizon FiGS customer than they do from cable or DBS. Why?
Because those digital cable channels that do not benefit from full distribution on the
cable system only generate affiliate fees for cable customers that subscribe to digital

services. That limits digital affiliate payments to about 50% of cable's customer
base. But as Verizon gains sbare, digital cable networks will gain far more
significant affiliate payments since every FiGS video customer will get all cable
networks.
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The key question is "How much is this worth?" We developed a bottom-up cost
forecast for Verizon' s video package by adding up the affilate payments for each of
the 160 Expanded Basic channels. The upshot? We think this service costs Verizon
about $18.94 per subscriber per month in programming costs, or $227 per year. We
also included the cost of premium services -like HBO (for Time Warner),
Cinemax (Time Warner), The Movie Channel (CBS), and Starz (Liberty Media)­
in our analysis.

We should note that our $227 figure excludes the programming costs associated
with retransmission consent payments of about $1.72 per month. We exclude these
fees since our aim is to quantify the lift in affiliate fees cable networks will generate
from teleo video entry. (Retransmission fees for the broadcast networks are outside
the scope of this report.)

Figure g. Verizon's KeUer, Texas Video Packages Suggest Higher Programming Costs
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Source: Company reports and Citigroup Investment Research

Thicker Video Packages Worth $1.4 Billion to Cable Networks
If we are right that the teleos will spend $227 per sub per year versus cable's cost of
around $211 per year, it suggests teleo video deployment will cost about $16 more
per sub per year than incumbent video packages.

In Figure lOwe estimate how much an extra $16 per sub per year might be worth to

the cable network owners. In total, we believe this could add almost $1.4 billion to
the enterprise value of all cable network companies.
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Figure 10. Net Present Value of Cash Flows from Fatter Telco Video Packages
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Total Value Creation Should Reach $3.8 Billion
We have shown that the teleos' lack of scale should create about $2.5 billion for the
owners of cable network. We also showed that the propensity of the teleos to offer
richer video packages should help the cable networks generate close to $1.4 billion
in incremental value. In total, then, teleo entry into video should add more than $3.8
billion in incremental value to the owners of cable networks. But how will this
value get divided among the various owners of cable networks?

In Figure II we allocate the $3.8 billion in incremental value across all the public
companies that have exposure to cable networks - as well as those non­
consolidated networks like Discovery - and private networks, like The Tennis

Channel.

Not All Stocks Will Benefit Equally
In total, our analysis suggests that teleo video entry should result in I%-2% equity
appreciation for Disney, about I% for Viacom, Cablevision, and Time Warner. The
benefits to News Corp., Corneas!, Scripps, and GE is less than I% owing to less­
leveraged balance sheets and more-modest exposure to the cable network business.

Figure 11. NPV of Incremental Cash Flows from Telco Video Entry
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OVERVIEW

Question

Does Telco video
entry create
incremental
economic value for
the cable networks?

Key Findings

• We believe Telco video entry
creates $3.8 billion in incremental
value for cable networks

• Around 63% of the value stems
from Telco lack of scale. Around
37% of the value stems from "richer"
video packages

• Most cable network owners should
see around 0.5% to 1.7% lift to equity
values due to Telco video entry
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Investment Conclusion

• Disney to likely see 1.7% equity
appreciation

• Viacom and Cablevision to likely
see 1.2% equity appreciation

• Time Warner to likely see 1.1 %
equity appreciation

• News Corp, Scripps and Comcast
likely to see less than 0.5% equity
appreciation.
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Scale is
important and
getting more
important over
time

2003: y; -1.21x + 197

2005: y ; -2.38x + 243

2004: y; -1.87x + 223

• 2003

• 2004

Average Basic Subs
(MM)

•
• 2005•

($ per sub per year)

Programming Cost per Video Sub per Year

•

•
_.

$210 t
• • -•

--------
~ •

$185 +
~ . - - .... ! •.....

•...... -..
.... -. --...

I
$160

0 4 8 12 16 20 24

$235

$260

WE USED 10-K's FROM PAY TV PROVIDERS TO ESTIMATE SCALE BENEFITS

Source: Company reports and Citigroup Investment Research



Predicted Programming Costs vs. Video Scale - 2003-05

~.. _._-- -- - - - ----------- ----- _.. ---

Millions of video subs
Year 0 5 10 20 25

2003 100% 97% 94% 88% 85%
2004 100% 96% 92% 83% 79%
2005 100% 95% 90% 80% 75%
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In 2005, a pay-TV
provider could
save 25% by
serving 25 million
subs versus just
15% in 2003

ybCPredicted P

R

' ....._......... -_....................- ..............
Millions of video subs

Year 0 5 10 20 25
2003 $ 197 $ 191 $ 185 $ 173 $ 167
2004 $ 223 $ 214 $ 204 $ 186 $ 176
2005 $ 243 $ 231 $ 219 $ 195 $ 183

..- . --_....... ........ ... ..
Y-

Year Intercept Slope
2003 $ 197 $ (1.21 )
2004 $ 223 $ (1.87)
2005 $ 243 $ (2.39'

SCALE MATTERS AND is GETTiNG MORE iMPORTANT

Source: Company reports and Citigroup Investment Research



Incumbent Pay TV Programming Cost per Sub per Year
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(35) $ (37.69) $ (39.35) $ (40.04)
262 $ 281 $ 298 $ 314

Incumbent cable network
programming costs to grow 6 - 7%

per year per sub thru 2008

227 $ 243 $ 259 $ 274
7.5% 7.4% 6.3% 5.9%

Assumes scale
continues to matter

more each year
----_/'-._----
~ ,
2006 E 2007 E 2008 E 2009 E
13.7 13.8 13.9 13.9
2.59) $ (2.74) $ (2.84) $ (2.89

~'03 - '05 from
regression

$
$
$

$

INCUMBENT COSTS TO INCREASE FROM $211 IN 2005 to $349 BY 2015

Source: Company reports and Citigroup Investment Research

Avg incum. video subs
x Slope
= Scale benefit
+ Y~int

= Avg cost I sub I yr
memo: growth



TELCOS LIKELY TO PAY $39 MORE PER SUB PER YEAR IN 2005

Note: Telco cost of $250 per year reflects the v-intercept value of $243 from slide 3 plus $7 in incremental costs to adjust for probabilities.
Source: Company reports and Citigroup Investment Research
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On average,
Telcos likely to
pay $39 more per
sub per year

$39

$0.0
$0.5
$0.8

$13.5
$3.1
$8.5
$5.5
$0.1
$0.2
$6.3

Wtd Telco
premium

per sub per
year=

$250
$236
$239
$197
$209
$205
$213
$242
$240
$203

'05 cost!
sub

$250
$250
$250
$250
$250
$250
$250
$250
$250
$250

Telco cost
per sub

x per year -

5.6%
3.7%
7.0%

25.7%
7.5%

19.0%
14.9%

1.5%
1.7%

13.2%
100.0%

Chances of
defection to
Telco video

4,661
3,102
5,824

21,499
6,300

15,904
12,474

1,282
1,433

11,047
83,526

'06E Subs

Telcos more apt
to steal video

subs from carriers
with lower cost

2005 Telco Premium per Sub per Year

Adelphia
Cablevision
Charter
Comeast
Cox
DireeTV
EchoStar
Insight
Mediacom
Time Warner Cable

= Total



Telcos will pay $39 more in cost versus
pay-TV incumbents

2003 2004 2005 2006E 2007E 2008E 2009E 2010E 2011E 2012E 2013E 2014E 2015E
0.0 0.0 0.1 0.4 1.0 1.8 2.9 3.7 4.6 5.4 6.2 7.0 7.9

$ (1.21) $ (1.87) $ (2.39) $ (2.59) $ (2.74) $ (2.84) $ (2.89) $ (2.89) $ (2.89) $ (2.89) $ (2.89) $ (2.89) $ (2.89)
$ $ $ (0.12) $ (0.91) $ (2.74) $ (4.97) $ (8.38) $ (10.77) $ (13.15) $ (15.53) $ (17.92) $ (20.30) $ (22.69)
$ 197 $ 223 $ 243 $ 262 $ 281 $ 298 $ 314 $ 329 $ 343 $ 356 $ 368 $ 379 $ 389
$ 197 $ 223 $ 243 $ 261 $ 278 $ 293 $ 306 $ 318 $ 330 $ 340 $ 350 $ 359 $ 366
$ 7$ 7$ 7$ 7$ 8$ 9$ 9$ 9$ 9$ 9$ 9$ 9$ 9
$ 204 $ 230 $ 250 $ 268 $ 286 $ 302 $ 315 $ 327 $ 339 $ 349 $ 359 $ 368 $ 375

13.2% 8.9% 7.5% 6.6% 5.3% 4.3% 4.1% 3.7% 3.2% 2.8% 2.5% 2.1%
$ 23 $ 32 $ QE)$ 41 $ 43 $ 43 $ 41 $ 38 $ 36 $ 34 $ 31 $ 29 $ 26

/ •.• •.• .., ., ,., U U ., U U .,

TELCO FIRMS PAY ABOUT $250 - $375 A YEAR DUE TO LACK OF SCALE

Telco Programming Cost per Sub per Year

Based on
regression

~
Av talco video subs
x Slope
= cale benefit

Qi0P= cost/sub/yr
+ Adj for probabilities*
= Avg cost I sub I yr
memo: growth
memo: incum vs talco
memo: net adds

• Y - intercept is $243. However, telco will pay $39 less than incumbent pay-TV providers, so actual is $250

Source: Company reports and Citigroup Investment Research
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Total Programming Costs for Incumbents and Telcos

2003 2004 2005 2006E 2007E 2008E 2009E 2010E 2011E 2012E 2013E 2014E 2015E
Incumbent cost per sub $ 181 $ 198 $ 211 $ 227 $ 243 $ 259 $ 274 $ 289 $ 303 $ 316 $ 328 $ 339 $ 349

x Incumbent subs 76.0 78.5 81.0 83.5 84.6 85.4 85.3 85.8 86.1 86.4 86.5 86.6 86.5
= Incumbent prog cost 13.8 15.6 17.1 18.9 20.6 22.1 23.4 24.8 26.1 27.3 28.4 29.3 30.2

Telco cost per sub $ 204 $ 230 $ 250 $ 268 $ 286 $ 302 $ 315 $ 327 $ 339 $ 349 $ 359 $ 368 $ 375
x Telca video subs 0.0 0.0 0.1 0.7 2.0 3.5 5.8 7.5 9.1 10.8 12.4 14.1 15.7
"" TeleD prog cost 0.0 0.2 0.6 1.1 1.8 2.4 3.1 3.8 4.5 5.2 5.9

Incumbent prog costs 13.8 15.6 17.1 18.9 20.6 22.1 23.4 24.8 26.1 27.3 28.4 29.3 30.2
+ Telca prog costs 0.0 0.0 0.2 0.6 1.1 1.8 2.4 3.1 3.8 4.5 5.2 5.9
= Total prog costs 13.8 15.6 17.1 19.1 21.2 23.2 25.2 27.2 29.2 31.0 32.8 34.5 36.1
memo: growth 13% 10% 12% 11% 9% 9% 8% 7% 6°il, 6% 5% 5%
memo: total video subs 76.0 78.5 81.1 84.2 86.6 88.9 91.1 93.2 95.2 97.1 98.9 100.6 102.2
memo: video net add growth 3.3% 3.3% 3.8% 2.8% 2.7% 2.5% 2.3% 2.1% 2.0% 1,9% 1.7% 1.6%

AFFILIATE FEE GROWTH TO REMAIN ABOVE 9% THROUGH 2009

Source: Company reports and Ciligroup Investment Research
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'03 '04 '05 'OBE 'OlE 'DBE 'D9E '10E '11 E '12E '13E '14E '15E
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$26

1
Gap to narrow
as Telco gains

scale

Takas gain
share relative to incumbents

$34
$36

$31
$29

$38

1
Gap to widen as

incumbents
renegotiate, or

merge

Difference Between Incumbent and Telco Cost
($ per sub per year)

$23

$32

$43 $43
$41 1$41

$39

$30

Incumbents gain scale/renegotiate:
AT&T/Corneas! (scale)

AdelphiaiComcastfTWC (scale)
OirecTV (reneg)
EchoStar (reneg)

Insight (M&A)
$50.. Cablevision (M&A)

$20

$10

$40

$368 $375
$359Telcos $339 $349 ____

$315 $327
$302

$286
$268

$250

$339 $349
$316 $328

$259 $274 $289 $303

$243
$227

$198 $211 Incumbents

'03 '04 '05 'DBE '07E 'DBE 'D9E '10E '11E '12E '13E '14E '15E

181

Programming Costs per Sub per Year
($ per sub per year)

Difference in Programming Cost per Sub Between Incumbents and Telcos

$0

$200

$400

GAP BETWEEN TELCO AND INCUMBENT COSTS TO WIDEN,THEN NARROW

Source: Company reports and Citigroup Investment Research



Incremental Cash Flows to Content Owners from Telco Video Entry

2003 2004 2005 2006E 2007E 200BE 2009E 2010E 2011E 2012E 2013E 2014 E 2015E
Avg telco video subs 0.0 0.0 0.1 0.4 1.0 1.8 2.9 3.7 4.6 5.4 6.2 7.0 7.9

x Providers 2 2 2 2 2 2 2 2 2 2 2 2 2
::::: Total telco subs 0 1 2 4 6 7 9 11 12 14 16
x Prog cost prem per yr $ 23 $ 32 $ 39 $ 41 $ 43 $ 43 $ 41 $ 38 $ 36 $ 34 $ 31 $ 29 $ 26
::::: Total inc. revenue to content 0 4 29 86 152 236 285 327 360 386 404 414
x Margin 100% 100% 100%, 100% 100'% 100'% 100% 100% 100% 100% 100% 100% 100%
::::: Incremental cash flow 4 29 86 152 236 285 327 360 386 404 414
- Taxes (40%) 2 12 34 61 94 114 131 144 154 162 166
::::: After-tax cash flow . . 2 17 52 91 142 171 196 216 232 242 248
I Discount (8% WACe) 1.08 1.17 1.26 1.36 1.47 1.59 1.71 1.85 2.00
= NPV of cash flows 48 78 112 126 133 136 135 131 124
memo: growth in cash flows 643% 196% 77% 55% 21% 15% 10% 7% 5% 2%

Sum of NPVs 1,024
+ NPV of Terminal (0% g) 1,438
= NPV of cash flows 2,461

TELCO LACK OF SCALE WORTH $2.5 BILLION

Source: Company reports and Citigroup Investment Research
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BENEFIT #2: "THICKER" PROGRAMMING

Verizon's Keller, Texas Video Packages Suggest Higher Programming Costs

10
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Incumbents pay
$211 vs. $227
for Telco firms

~

2005
$17.35 x 90% '" 11'5.62

$1.26 x 10% '" $0.13
$3]5 x 85%=~

$18.94
12

$227
$21

$248

o Content
cosl

ASSUMES AVG SCALE

Digital
+ Sports
+ Premium
"" Total cable conlent costs
x Months
'" Annual cable content costs
+ Basic ($11.21 x 12)
'" Total programming costs

$14.95

Sports Prertium

10% 85%

79% 75%

$4.59 $11.20

$5.95

[]gital

90%
43%

$22.60

N/A

Analog

$12.95
--;

Basic*

100%

87%

$11.21

Verizon Video Pricing and COGS - Keller, TJ( 2006
($ per month)

$39.95

• Assumes $0.40 fee for ABC, CBS. NBC, FOX

Purchasing (01.,)
Gross Margin ('%)
Gross Profit

Source: Company reports and Citigroup Investment Research
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Source: Company reports and Citigroup Investment Research

Net Present Value of Cash Flows from Fatter Telco Video Packages

2003 2004 2005 2006E 2007E 2008E 2009E 2010E 2011E 2012E 2013E 2014E 2015E
Avg talco video subs 0.0 0.0 0.1 0.4 1.0 1.8 2.9 3.7 4.6 5.4 6.2 7.0 7.9

x Providers 2 2 2 2 2 2 2 2 2 2 2 2 2
= Total talco subs 0 1 2 4 6 7 9 11 12 14 16
x Prog cost prem per yr $ $ $ 16 $ 16 $ 16 $ 16 $ 16 $ 16 $ 16 $ 16 $ 16 $ 16 $ @
= Total inc. revenue to content 0 2 11 32 57 94 120 147 174 200 227 2541

x Margin 100% 100% 100% 100% 100% 100% 100% 100°/" 100% 100% 100% 1000;", 100%
= Incremental cash flow 2 11 32 57 94 120 147 174 200 227 254
• Taxes (40%) 1 5 13 23 37 48 59 69 80 91 101
= After~tax cash flow . 1 7 19 34 56 72 88 104 120 136 152
I Discount (8% WACe) 1.08 1.17 1.26 1.36 1.47 1.59 1.71 1.85 2.00
=NPV of cash flows 18 29 45 53 60 66 70 74 76
memo: growth in cash flows 600% 186% 75% 66% 28% 22% 18% 15% 13%, 12%

Sum of NPVs 490
+ NPV of Terminal (0"/0 g) 881 $16 difference=NPV of cash flows 1,372

due to thicker
video packages



Time Non~

Disney ViacQm Cablevision Warner News Scripps Corncast GE Conso! Private
3,833 3,833 3,833 3,833 3,833 3,833 3,833 3,833 3,833 3,833

25% 9% 2% 21% 8% 1% 3% 6% 11% 3%
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960 358 91 809 312 33 125 225 418 105
2,003 742 286 4,493 3,781 166 2,164

0.48 0.48 0.32 0.18 0.08 0.20 0.06
27.90 38.75 26.70 16.75 16.60 45.40 26.25

1.7% 1.2% 1.2% 1.1% 0.5% 0.4% 0.2%

We believe Disney and Viacom stand to reap the most
sizable gains from telco video entry

2005
2,461
1,372
3,833

NPV of Incremental Cash Flows from Telco Video Entry
($ in millions, except for per share amounts; shares outstanding in millions)

QUANTIFYING THE BENEFITS

Source: Company reports and Citigroup Investment Research

Total NPV to cable nets from talco entry
x Share of cable networks spend
= Company share of NPV
/ Shares out
::: Value per share
I Share price
=Upside per share

NPV of cash flows from lack of scale
+ NPV of cash flows from fatter video pkgs
= Total NPV to cable nets from telco entry



OVERVIEW

Question

Does Telco video
entry create
incremental
economic value for
the cable networks?

Key Findings

• We believe Telco video entry
creates $3.8 billion in incremental
value for cable networks

• Around 63% of the value stems from
Telco lack of scale. Around 37% of
the value stems from "richer" video
packages

• Most cable network owners will see
around 0.5% to 1.7% lift to equity
values due to Telco video entry
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Investment Conclusion

• Disney to likely see 1.7% equity
appreciation

• Viacom and Cablevision to likely see
1.2% equity appreciation

• Time Warner to likely see 1.1 %
equity appreciation

• News Corp, Scripps and Comcast
likely to see less than 0.5% equity
appreciation.
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Customers of the Finn in the United Stales can receive independent, third-party research on the company or companies covered in this report, at no cost to them, where such research is available.
Customers can access this independent research at http;/Nrww,smithbarney.com (for retail clients) or http://www.clligroupgeo.com (for institutional clients) or can call (866) 836-9542 to request a copy
of this research.
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Banking.
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