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What is Discovery Worth? 
Discoverv's stock has seen temific performance recently due to dramatic improvements in 
domestic viewership at Discovery Communication's rDCI"I cable networks and the hiring of 
a new CEO a t  DCI. David Zaslav. formerly a senior executive a t  NBC. who investors hope will 
address poor operating margins and a complw corporate structure. 

We have reviewed Discovery's asset base and growth prospects. compared its operating 
metrics with peers, and updated our forecast and valuation work to account for a more 
aggressive ramp in margins at DCI. In addition, we have modeled out what we consider to 
be the bull case for operating margins at DCI and laid ollt implications for its valuation. 

Peer Comparison and New Forecast 
Domestic Afftliate Rates 
DCi's networks generated $865m in domestic affiliate fees in 2006. about 51.56lday per the 
1.517m average daily households that watch its cable networks in aggregate. This compares 
to Turner at $2.00. Newscorp's Fox Cable Networks at $2.57, Viacom's cable networks at 
$0.97 and Disney's cable networks at $4.80. Perhaps the best comparison is with Turner, 
since Newscorp and Disney both enjoy the leverage of retrans consent and sports channels, 
while Viacom has always been a chronic underperformer in affiliate fees despite being 
partnered with CBS for a good part of this decade. Even Turner enjoys Some leverage from 
the limited sports programming it airs, and also from TBS and TNT often showing up as the 
leaders in key demos in various time periods. To the extent that DCI's networks deserve an 
affiliate rate more comparable to Turner's. we believe it would take a number of years and a 
lot of difficult negotiations to achieve. and thus our forecast assumes normalized domestic 
affiliate rate increases. We estimate a 7.6% domestic revenue CAGR from 2007 to 2011 
with digital channel distribution expansion averaging up the more mature fully distributed 
core networks. 

Domestic Advertising Revenue 
DCI fares better in advertising sales performance with domestic advertising revenue of 
5975m in 2006 at about $1.76 per the 1.517m daily households that watch its cable networks 
in aggregate. This compares to Turner at 51.87. Newscorp at $1.22. Viacom a t  $2.14 and 
Disney at 54.09. DCI's performance appears in line with Turner's and an understandable 
18% discount to Viacom given Viacorn's attractive and narrow demographic of the viewers 
that Viacorn's networks draw. Thus, beyond monetizing ratings gains from the past five 
quarters, we do not expect DCI to garner premium CPM increases above sector levels in 
2008 and beyond. After 15% domestic advertising growth in 2007, we expect a CAGR from 
2007 to 2011 of 5.5%, reflective of about 2-2.5% viewership growth and CPI-type rate 
increases. This dovetails with sector concerns regarding increases in WR penetration. 
especially given the lack of urgency in Discovery's programming that would drive live viewing 
(like sports, news or water-moler events). and the eventual shift to commercial ratings. 
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Domestic Margins 
DCl's 2006 domestic EBITDA margins were 38%, right in the middle of the pack with 
Turner's 32%, Newscorp's 32%. Viacorn's 49% and Disney's 36%. We believe DCi's 
margins should most closely Compare withviacorn's given both Companies own or Control a 
majority of their Content and monetization of viewership is about equal. and given Turner, 
Newscorp and Disney's cable margins are depressed by the cost of sports programming 
(and movies and syndicated sitcoms in Turner's case). Thus, it appears that DCI's domestic 
EBITDA margin has 1 lOObp of so of upside as the new CEO streamlines its cost structure. 
We expect this margin upside will take several years to work through. and our forecast now 
has domestic margins improving from 38% in 2006 to 40% in 2007 and 46% by 2011. 
leading to EBITDA growth of 22% in 2007 (proforma the sale of theTravel Channel) and a 
2007-2011 EBITDACAGR of 11% (against a 7% revenue CAGR). 

International 
We think it is difficult to asceriain either the revenue or margin opportuniiy for any company's 
international cable network operations given limited disclosures from all of the companies we 
cover. Viacom's management team recently indicated that they see lOOObp of margin 
upside at Viacom's international cable network group over the next two years. which would 
bring margins from about 15% to 25%. We believe Disney and Turner's international cable 
networks garner an about 17.25% margin. The margin opponunity for Viacom's international 
markets. as its management aniculated it. was in good pan by exiting programming full 24l7 
channels in a number of money-losing markets and instead just licensing their content to a 
third patty distributor. This would immediately take such a market from losing money to a 
high margin profit center, though at a significantly reduced revenue level. While Discovery's 
management might take a different strategic approach. it seems likely given their similar size 
(Discovery's international revenue totaled $879m in 2006 vs. Viacom's $981 m), that 
Discovery also has such a similar margin opportunity. Interestingly. Discovery has been 
generating very strong revenue growth internationally. 43% in 2004, 25% in 2005 and 19% in 
2006. and yet EBITDA margins have slipped during that run from 20% in 2003 to only 13% in 
2006. This also argues that substantial launch costs. overexpansion. or poor CDSt 
management are hampering results. In any case, it appears likely that Discovery has at least 
1500bp of margin upside internationally and we forecast margins improving from 13% in 
2006 to 32% by 2010. One important note, to the extent a number of markets are 
transitioned to a licensing model, one Should expect a significantly lower revenue base vs. 
programming a full channel 24P. Thus. the substantial margin upside should be 
accompanied by more restrained revenue growth prospects. Our forecast for international 
networks is a revenue CAGR from 2007-201 1 of 10% and an EBITDA CAGR of 27%. 

Other 
Other contains the 104 Discovery Stores, education businesses and corporate. Losses in 
2006 totaled $121m in this category before considering options expense, and using 
corporate as a 90 of revenue for Discovery's peers as a proxy for Discovery's likely corporate 
expense level. It appears that about 890m Of the losses relate to the Stores and education 
businesses. Fairly simply, given these business are nowcore. in our view. we would expect 
the new CEO to move fairly quickly to eliminate the losses and potentially monetize the 
assets. Our forecast assumes these money losing operations are eliminated over the next 
few years. Along with stock compensation expense of about $50m per year. we estimate 
Discovery's total corporate expense a t  about 2% of revenue. Of note. we find few analysts 
include stock Compensation expense as a reduction of Dixovey's EBITDA. though it is 
included as a reduction of EBITDA for all of the peer entertainment Companies. 
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Total Discovery 
After only 3% EBITDA growth from 2004 to 2006, it appears that Discovery is headed for a 
strong rebound in 2007 as it monetizes the 20% aggregate improvement in total day viewers 
garnered in 2006 and as the new CEO addresses the company's cost structure - we 
estimate 37% EBITDA growth to $850m proforma the sale of the Travel Channel to Cox. 
Predominately due to the margin upside discussed above. our 2007-2011 EBITDA CAGR 
estimate is 18%. 

Other Considerations 
Some variables remain difficult to ascertain. First. there remains a tendency for investors to 
believe that a company that is generating ratings growth at its network will continue to 
generate ratings growth in the future. We would note that, except for the cases where the 
ratings gains were being driven by growth in channel distribution. we have not seen any 
consistency in this regard. Some like ESPN and Turner have over time acquired more sports. 
including playoff games. driving ratings, while others like Discovery's own TLC qulckly saw 
its hot hand fade as other networks copied its highly successful home improvement series. 
We tend to find that investors overpay for networks that are having a strong ratings run and 
underpay for those that are struggling (like Viacom). Second, it is difficult to value 
Discovery's ultimate online opportunity. an area they have been lagging. At  first, it is likely 
that efforts will be dilutive as Discovery spends to catch up, but eventually Discovery might 
carve out a strong niche online or at least gain value through broad syndication of its content 
to online distributors. To date, it does not appear that online is meaningfully driving the 
profits of any of the major entertainment companies (excluding for the purposes of this 
discussion Newscorp's MySpace acquisition and Time Warner's AOL division). and it does 
not appear that investors are allocating any digital content value to the entertainment group's 
valuations. Thus. for the purposes of this Discovery analysis. we are not giving incremental 
value for the potential digital opportunity. 
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Valuation Analysis 
Clearly. a number of structurai issues remain for Discovery. First, Advance Newhouse owns 
onethird of the Discovery Communications ("DCI"1 operating company. and has certain 
control rights that do not allow the public Discovery Holdings 1"DHC"l to consolidate its twc- 
thirds owned subsidiary's results or be soid to a third pa- without approval. Nor does the 
public entity have direct control over the cash generated by DCi. Further. ChairmadCEO Dr. 
Maione has supervoting shares at DHC that give him about 31 % of the shareholder votes at 
the public level, a level that has historically essentially given Dr. Malone fuli control of the 
companies that he has run. DCI also carriers a number of cash liabilities beyond its net debt 
position that increases complexity of analysis. Lastly. there has been significant 
management turnover. and while that might prove a major positive for the company, it is too 
early to gauge management's success at drivlng new growth initiatives. 

Current Target Price of $20 
We continue to use a DCF-based analysis to value DHC. The public entity IDHCI has 285.2m 
shares outstanding including in-the-money options, carriers 5155m in cash. would receive 
$87m in cash upon the exercise of stock options, and we assign $300m of value for the 
Ascent operations 15x EBITDA for a business that has not generated FCF in two years). In 
addition, DHC owns twothirds of the operating company. which our DCF values at 510b in 
total. Our DCF valuation is based on: 11) $913m of FCF generation in 2011. our terminal year. 
up 145% from our 2007 estimate of 5381m. I21 an 18x terminal FCF multiple based on our 
10% WACC and 4% terminal growth estimates; and 131 $4b of yearend 2007 net debt based 
on current proforma net debt of $4.35b - $3.864b of yle net debt proforma the Cox deai. 
$95m of minority put rights, $214m of existing launch incentive liability. and h177m of long- 
term incentive pian liability - less 2007 FCF. Of note. we have not included an estimate for 
further launch incentive payments. which could total in the $1005 of millions. We than apply 
a 20% discount for the above iisted structural issues to yield our $20/share target price 1$10b 
net equity value of DCI x 67% + $300m + $155m + $87 = $7.2b. less 20% divided by 
285.2m total shares outstanding]. 

Bull Case Valuation 
If we assume that Advance Newhouse rolis up to the public entity. completely eliminating 
any control discount. and that management were to fully execute on all margin oppoitunities 
in 2007. we estimate the bull case EBITDA lor Discovery is $1.200b 176% above 2006's 
level). This includes domestic margins at 49%. international margins at 28%. the elimimtion 
of $91"- of losses at commerce and education operations, and modest corporate overhead 
reduction. This yields an overall EBiTDA margin of 40.6%. below Viacom's 2006 margin of 
44% as Discovery has 29% of revenue from international operations, versus Viacom a t  only 
13.5%. We then apply a 12x multiple to Discovery's EBiTDA. This represents the 2007E 
EVIEBITDA multiple at which both Disney and Viacom would be trading at our target prices, 
which we believe are the appropriate coroliaries to Discovery once its margins have been 
corrected - all are global branded content companies with significant ownership of their 
content and dominating unique. defensible niches. This yields $14.4b of target value for 
Discovery's operations. After $4.5b of liabilities. $3401~ of asset sales, accounting for 
Advance/Newhouse's ownership position, and $541m of assets at DHC, we estimate 57.4b 
of net equity value in our bull case scenario, or 525.85lDHC share. Of note, the 
entertainment group, ex-Discovery. is trading at about 18% below our target prices, implying 
that even were the market to give a 100% probabiiity to the bull case scenario, the stock 
would still only trade at $22. 
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2006 Cable NetWork Group Reported Results (1) 
D~rcovery Vlacom Disney Turner Newscorp Total 

DOMESTIC 
Aggregate avg. daily HH viewing (000s) 1,517 4,852 2.828 3.813 2.452 15.461 

Total affiliatefees(rnrn) $ 865 $ 1.718 $4,951 $ 2,777 $ 2.297 $12,608 
(Affiliate fees per "viewing per day 5 1.56 $ 0.97 S 4.80 $ 2.00 $ 2.57 I 2.231 
Total domestic subs (mm) 744.8 873.5 647.7 610.2 299.1 3,175 
Affiliate fees per average sub/mo $ 0.10 $ 0.16 $ 0.64 $ 0.38 $ 0.64 $ 1.92 

Advertising revenue (mrn) $ 975 $ 3.790 $2.726 $2.W5 $ 1,088 $11.185 
]Ad revenue per HH viewing per day (2) I 1.76 I 2.14 5 4.09 f 1.87 I 1 .22 I 1.98 

Domestic Revenue (rnrn) $ 1,926 $ 6,168 $ 7,839 $ 5,491 $ 3,764 $25.188 
Domestic EBITDA (rnrn) 727 3,042 2.839 1,775 1,206 9.589 

]Domestic margin 37.8% 49.3% 36.2% 32.3% 32.0% 38.1%1 

INTERNATIONAL 
NE $ 3,277 Revenue (rnm) $ 879 $ 981 $1.109 $ 308 

lntwnational EBITDA (mm) 116 147 1 87 77 NE 528 
(International margin 13.2% 15.0% 16.9% 25.0% NE 16.1%1 

OTHER 
Commerce(mm) $ 118 
Education (mm) 91 

Other EBITDA (mm) (91 ) 
Other EBITDA margin -44.0% 

Total Other Revenue (mrn) $ 208 

Corporate Expense (rnrn) $ (69) 

TOTAL 
Total Revenue (rnrn) $ 3.013 $ 7,241 $ 8,849 $6,006 $ 3,764 $28,872 

683 3.189 3.027 1.852 1.206 9.957 Total EBITDA (rnrn) 
Total EBITDA margin 22.7% 44.0% 34.2% 30.8% 32.0% 34.5% 

(7) Disnqr and News Corp. date ere M07. 
(2) Dirney's advsitiring powsr ratio excluder the lm HH viewers for the n0n-d supporfsd Difnw Channel. 
l - : ~ r ~ m l r u n , ~  N*raM.brRoe.rbi C o n p " " D o c M n r n  
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2006A 2007E 

Domestic 
Domestic Revenue $1,926 $ 2,044 

PF YNgrowth 12.8% 
Domestic EBlTDA 5 727 $ 813 

PF YNgrowih 21.7% 
[Domestic margin 37.8% 39.8% 

International 
Revenue $ 879 $ 1,037 

YNgrowfh 18.0% 
International EBlTDA $ 116 $ 187 

Y/Y growth 60.3% 
International margin 13.2% 18.0% 

Other 
Commerce Revenue $ 118 $ 130 

Y N  growth 10.0% 
Education Revenue $ 91 $ 97 

Total Other Revenue $ 208 $ 227 
YNgrowth 9.4% 

Other EBlTDA $ (91) $ (77) 
Other EBlTDA margin 44.0% -33.8% 

Corporate Expense 5 (69) $ (73) 

YNgrowfh 6.6% 

Total Company 
Total Revenue $3,013 $ 3,308 
p 683 $ 850 
Total EBlTDA margin 22.7% 24.9% 

2,044 I 
12.8% 
1,008 

(match VIAS domestic margins) 

~ 900 (adjusted for restructurings) 
2.4% I 

(VIA indicated 1DOObp InYl upside) 

rl (;;I (about 2% of revenue) 

40.6% 

Deutsche Bank Securities Inc. Page 13 

DHC.I.D.0000175 



DeutrsheBank 0 29 April 2007 Entertainment Discovery 

Total Discovery Bull Case EBITDA 
Target EV/EBITDA 

DCI Target Enterprise Value 

Pro Forma Net Debt $ 3.864 
95 

Distr. Renewal Fees - Europe 185 
Potential Renewal Liability 150 

Minority Ownership Put Right Liability 
Launch Incentive Liability 29 

5 1.200 
12.0x 

$ 14,402 

Long-term Incentive Plan Liability 
Total Net Liabilities 

Asset value of Antenna Audio Ltd $ 65 
Asset value6f Education businesses 200 
Asset value of Discovery Stores, merchandise 75 

Total Likely Monetizations $ 340 

Bull Case Net Equity Value of DCI 

Equity value attributable to  DHC 

DHC Cash 
DHC/Ascent Valuation 
DHC Option Proceeds 

DHCOwnership Share 

Value of DHC-Level Assets 

Total DHC Value 

S 10,246 

f 6,831 
66.7% 

$ 155 
300 
67 

S 541 

f 7.372 
Total Shares OJtstanamg. lnclualng Options 285.2 

]Bull Case Target Price for DHC I 25.85 I 
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Minority hvnership Put Rghl Liability 
Launch Incentive Liability 
Potential Renewal Fees - Europe 
Long-term Incentive plan Liability 

Tdal Fm F o m  Dew, 12131106 

95 
29 

185 
177 

DHC Net Debt (Cash) 
DHC Option Proceeds 

DHC merprise Valuatbn 

Value Of Ascent 5 (MO) 
lmpkd Valuation For 67% Dlscovey COmm Stake 5 5,656 

GrosrValueto 100%ofDismveryComm (x1.5) 5 8,484 
RUT: Discovery Comm RD Forma Debt S 4.350 

Helprise Value For 100% Okscovery Camm Stake $ 12,834 

D h v e y  cmm V a l w l h  2007 2008 2009 2010 2011 
s 128W 

Dismvery Comm EBITDA 5 850 5 1.087 $ 1.304 S 1.471 5 1.W2 
yly growlh 24.4% 27.9% 20.0% 12.8% 8 . w  

mergm 25.7% 31.3% 35.2% 37.0% 38.0% 

E V I W D A  14.6X 11 .OX 8 . 7 ~  7 . 1 ~  6 . 0 ~  

Discovery Comm Implied FublicEquity Value 5 8.484 S 8,484 $ 8,484 5 8 . 4 U  5 8,484 
Discovery Corn FCF S 381 S 488 S 656 S 810 S 932 

PIFCF 2 2 . 3 ~  1 7 . 4 ~  12.9. t0.SX 9.1X 

om: S ~ . T h P P m r *  2007 
Ascent Mea iaVa l~a I  on s 300 
Dismvery Communications DCFValualion 
DHC Share 

Net DHCValue 
h iva le Market Discount 

Net Public Dismvery Comm Value 
Cash 
Option Proceeds 

Total DHCVaiue 
Control Discount 

Net Public Equity Value of DHC 
Sharer OUlstanding 

Tangst Sum-d-thePartrfor DHC 

Source: Deutsche BankSecurities estimates: Company reports 
3-. m m h s B n * L i u m l  CanY-nyDarunm 

9,959 
66.7% 

I 6.MO 
0% 

5 6.640 
5 '155 
s 87 
I 7,181 

20% 
$ 5.741 

285.2 

___ 
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For disclosures pertaining to  recommendations or estimates made on securities other than the primary subject of this 
research. please see the m o n  recently published company report or visit our global disclosure look-up page on our 
website at httD:l/sm.db.com. 
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