DISCOVERY HOLDING COMPANY
Condensed Consolidated Balance Sheets

) (unaundited)
June 30, December 31,
2005 2004
amounts in thousands
Assets
Current assets: o : '
Cash andcashequivalents. . ... ... vii it i e § 10,831 21,641
Trade receivables, met ........ ... ... [ e e e 146,336 151,120
Prepaid expenses and other currentassets ........................ 21,463 26,208
Total current assets . ... ...covnuvevennn e et 178,630 198,569
Investment in Discovery Communications, Inc. (“Discovery”) (mote 7).... 2,979,955 2,945,782
Property, plant, and-equipment, net. . . ... .. vttt 270,072 258,741
Goodwill and other intangjible assets, net (note 6) .................. 2,139,539 2,140,355
OthET B55eES, M. . o i oo i aeim e et ee e s anneaanare e 15,653 . 20,981
Total assgts . .. ... e aeeaa et [ '$5,583,849 5,564,828
Liabilities and Parent’s Investrment :
Current liabilities:
Accountspayable . ... ... il i i i e e e § 34646 33,327
Accrued payroll and related labilities ...... ... ... o il 22,462 23,632
- Other accrued liabilities . ........ ... . ... .00 e e 20,111 28,606
Deferred revenue . .. oo ir s i i e et ee e i e 16,376 20,858
Duetoparent ........... e e e 1,208 1,104
Total current liabilities . .. ........ ... L. e e e 94,803 108,527
Deferred income tax liabilities .............. e 1,096,834 1,083,964
Other HabilHes .. .v vt vss vt v es et e e et a e tiesananennnaaennns - 24,025 25,058
Tota] liabilities ....... @t reee e nmear e e aae .. 1215662 1217549
Commitments and contingencies (note 9) ’ 7
Parent’s investment: .
Parent’s IMVeStmEnt . L . i it a e 5,513,533 5,506,066
Accumulated deficit ........ ... i e e (1,150,245) (1,171,097)
Accumulated other comprehensive earnings .. ... .. ... il 4,899 12,310
Total parent’sinvestment . . .. .. .. .ottt aa s ... -4368,187 4,347279
Total liabilities and parent’s investment . . . -, . .., «uuuennneae.n.. $5,583,849 5,564,828

See accompanying notes to condensed consolidated financial statements.
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DISCOVERY HOLDING COMPANY

Condensed Consolidated Statements of Operations and Comprehensive Earnings

{nnandited)
‘Three months ended Six months ended
. June 30, June M,
2005 2004 2005 2004
- amounts in thovsands
Netrevenue ................. e $178,019 160,477 352,309 306,420
Cost of services (excluding depreciation shown below) .. .. .. 115590 96,063 226,444 183,813
Gross profit . ...c..ociieaneaann.. e 62,429 64,414 125865 122,607
Operating expenses: :
Selling, general, and administrative . .. ............... 43,764 39,031 87,349 74,736
Stock-based compensation (note 3) .. ....... ... ... 3,404 546 3,617 1,068 .
Depreciation and amortization ............ ... ..., - 20243 19174 37,004 35226
, 67411 58,751 127,970 111,030
Operating income (10S5) ... . oo vvrivnans ivivannnns (4,982) 5,663 - . {2,105) 11,577
Other income (cxpense): ) : .
Share of carnings of Discovery (note 7). . ......c.vuu . .15396 27,561 38,210 - 38,011 -
Other, met ..o vt i ittt (305) 359 17 247
15091 27920 38227 38,258
Eamnings before income taxes .. ............ ... ... . 10,109 33583 36,122 49,835
Income tax expense . ............. s e, . (6,082) (11,326) (15270) (15,658}
Neteamnings ... 4027 22257 20,852 34,177
Other comprehensive loss, net of taxes: B '
Unrealized holding gains (losses) arising during the period . 572 (2299 611 (229)
Foreign currency iranslation adjustments . .. ........... (2,681) (2434) (8,022) (1,433).
~ Other comprehensive 1085 . ... o vvin i (2,109). (2,663) ' (7,411) " (1,662)
Comprehensive CaNingS . . v o v v v v v arrecannernereerens $ 1918 19,594 13441 32515
Pro forma basic and diluted eamnings per common share - , )
01 L 5 T PR .01 08 12

07

Sce accompanying notes to condensed consolidated financial statements.
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DISCOVERY HOLDING COMPANY .
Condensed Consolidated Statements of Cash Flows

] (unaudited)
, .
Six months ended
June 30,
T2005 . 2004
amounts in
theusunds
Cash flows from operating activities:
Neteamnings .......ocoiieinrnnnriinrerunacrsreeinnnasseannns $20,852 34,177
Adjustments 10 reconcile net carnings to net cash provided by operatmg '
activities: : '
Depreciation and amortization. .. . ... ... oo i s 37,004 35226
Stock-based compensation.......... e et e r et . 3,617 1,068
Payments for stock-based compensation . .. ...l i 2,132) —
Share of eamnings of DISCOVEIY ... .. ir i ii it i i e e iaens (38,210) (38,011)
Deferred intome tAX EXPEMSE . . o v v vv et or v erseocnnenrenanevennsnes 14,201 © 14,908
Other nop-cash credits, DEt . .. ..ot i i 46y (644)
Changes in assets and liabilities (net of acquisitions): T ,
Trade receivables .. oot ve i i i iee i e et e 4,875 (15,288)
Prepaid expenses and other CUITENT @58E1S . .« v vvevunvnvnuunannaarsrs 4,751  (3,369)
Payables and other liabilities .. ......o o onin i (14,003) 9,962
Net cash provided by operating activities ..........cooveiiieeaon 30,995 38,029
~ Cash fows from investing activities: S o
Capital expenditures. ... .......... PP (51,153) (14,305)
Cash paid for acquisitions, nct ofcashacquired. ........... ... i ot — (34,057)
Other investing activities, met .. .. ... .o viinr i nnann U Ve 3,984 1,337
© Net cash used in investing activities ........ ... .o i (47,169) {47,025)

Cash flows from financing activities: :
. Net cash transfers from parent ............... et 5,365 30,999

Other financing activities, net .. ... .. . i i e (5) —
Net cash provided by ﬁriancing activities . .. ......... i 5,360 30999

- Net increase (decrease) in cash and cash equivalents .. ... ... .. ... ... (10,810j 22,003
Cash and cash equivalents at beginning of period ... .............. P 21,641 8,599
Cash and cash equxvaicnts atendof period........... e U ... $10,831 30602

See accompanying notes to condensed consolidated financial statements.
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DISCOVERY HOLDING COMPANY
. Condensed Consolidated Statement of Parent’s Investment
Six months ended June 30, 2005

(unaudited)
Acentmuolated
P Accumulated ook
lnfw.'ael::ne:l! dehcit mminmmm:m Total
. ) : ] amounts in thousands ' '
Balance at January 1,2005 .. ......c..oaal e $5,506,066 (1,171,097) 12,310~ 4,347279
Neteamings......ovcviiiniinnnnnnn e — . 20,852 —_ 20,852
Other comprehensive loss . .......... ... — . —_ (7,411} (7.411)
Stock-based compensation . ... ... ... 2,102 —_ — T 2,102
Net cash transfers from parent. .. ........... . 5,365 — g 5,365
Balance at June 30,2005 ................... $5,513,533  (1,150,245) 4,899 4,368,187

See accoinpanying notes to condensed consolidated financial statements.
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DISCOVERY BOLDING COMPANY
Notes to Condensed Consolidated Financial Statements
June 30, 2005
(vnaudited)

(1) Basis of Presentation -

The accompanying condensed consolidated financial statements of Discovery Holding Company
(“DHC” o1 the “Company”) represent a combination of the historical financial information of
{1} Ascent Media Group, Inec. (“Ascent Media”), a wholly-owned subsidiary of Liberty Media
Corporation (“Liberty”), and (2) Liberty’s 50% ownership interest in Discovery. The spinoff transaction
(the “Spin Off”) described in note 2 was completed on July 21, 2005. In addition to these assets,
Liberty transferred $200 million to a subsidiary of DHC prior to the Spin Off. The Spin Off will be
accounted for at historical cost due to the pro rata nature of the transaction. Accordingly, DHC’s S
historical financial staternents will be presented in a manner similar to a pooling of interest. In order to
assist the reader in understanding DHC’s financial statements, this Quarterly Report on Form 10-Q has
been prepared as if the Spin Off had occurred on June 30, 2005. Accordingly, the assets and liabilities
and results of operaticns of the businesses contributed to DHC (exclusive of the $200 million cash
contribution}, which were previously referred to as IMC Discovery Group, are included in the
accompanying condensed consolidated financial statements for all periods presented. The $200 million
cash contribution will be accounted for as an equity transaction in the third quarter of 2005.

Ascent Media is comprised of three operating divisions or groups. Ascent Media’s Creative
Services group provides services necessary to complete the creation of original content, including
feature films, mini-series, television shows, television commercials, music videos, promotional and
identity. campaigns, and corporate communications prograriming. The group manipulates or enhances

" original visual images or audio captured in principal photography or creates new three dimensional
images, animation sequences, or sound cffccts. The Media Management Services group provides owners
of content libraries with an entire complement of facilitics and services necessary to optimize, archive,
manage, and repurpose media assets for global distribution via freight, satellite, fber, and the Internet.
The Networks Services group provides the facilities and services necessary to assemble and distribute
programming content for cable and broadcast networks via fiber, satellite, and the Internet to viewers
in North America, Europe, and Asja. Addiﬁ'onally, the Networks. Services gronp provides systems
mtegra’non, design, consulting, engineering and project manzgement services.

Discovery is a global media and entertainment company that provides original and purchased cable
and satellite television programming in the United States and over 160 other countries. '

The actompanying interim condensed consolidated financial statements are unaudited but, in the
opinion of management, reflect all adjustments (consisting of norma! recurring accruals) necessary for a
fair presentation of the results for such periods. The results of operations for any interim period are
not necessarily indicative of results for the full year. These condensed consolidated financial statements
should be read in conjunction with the LMC Discovery Group December 31, 2004 combined financial
statements and notes thereto included in the Company’s Information Statement, which was filed as
Exhibit 99.1 to Amendment No. 3 to the Contpany’s Registration Statement on Form 10, as filed with
the Securities and Exchange Commission on July 7, 2005 (tbe “Information Statement™).

‘The preparation of financial statements in conformity with accounting principles generally accepted
in the United States of America (“GAAP”) requires management to make estimates and assumptions
that affect the reported amounts of revenues and expenses for each reporting period. The significant
estimates made in preparation of the Company’s consolidated financial statements primarily relate to
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* DISCOVERY HOLDING COMPANY
Notes to Condensed Consolidated Financial Statements (Continwed)
! June 30, 2005
(unandited)

valuation of goodwill, other intangible assets, long-lived assets, deferred tax assets, éind the amount of
theallowance for doubtful accounts, Actual results could differ fronr the estimates upon which the
carrying values were based. .

(2) Spin Off 'l?ran'saction_

During the first quarter of 2005, the Board of Directors of Liberty approved a resolution to spin
off the capital stock of DHC to the holders of Liberty Series A and Series B common stock. The Spin -
Off was completed on July 21, 2005 (the “Spin Oif Date™) and was effected as a dividend by Liberty to
holders of its Series' A and Series B common stock of shares of DHC Series A and Series B comman
stock, respectively. Holders of Liberty common stock on July 15, 2005 {the “Record Date”) received
0.10 of a share of DHC Series A common stock for each share of Liberty Series A common stock
owned and 010 of a share of DHC Serics B common stock for each share of Liberty Series B common
stock owned. Approximately 268.1 million shares of DHC Series A common stock and 12.1 million
shares of DHC Series B common stock were issued in the Spin Off. The Spin Off did not involve the

payment of any consideration by. the holders of Liberty common stock and is intended to quall.t'y as a
tax-frec transaction.

Following the Spin Off, the Company and lecrty operate mdepcndcnt]y, and neither has any.
stock ownership, beneficial or otherwise, in the other. In connection with the Spin Off, the Company
. and Liberty entered into certain agre2ments in order to govern certain of the cngoing relationships
between the Company and Liberty afier the Spin Off and to provide for an orderly transition. These
agreements include a Recrganization Agrcement 4 Services Agreement and a Tax Sharing Agreement.

The Reorgamzat:on Agreement provides for, among other things, the prmc:pal corporate
"transactions required to effect-the Spin Off and cross indemnities. Pursuant to the Services Agrccmcnt,
Liberty. will provide the Company with office space and certain general and administrative sefvices
including Iegal, tax; accounting, treasury and investor relations support. The Company will reimburse
Liberty for direct, out-of-pocket expenses incurred by Liberty in providing these services and for the
Company’s allocable portion of facilities costs and costs associated with any shared services or.

persanne). Liberty and DHC have agreed that they will review cost allocations every six months and -
adjust such charges, if appropriate.

- Under the Tax Sharing Agreement, Liberty will genera].ly be responsible for U S. federal, state,
local and foreign income taxes reported on a consolidated, combined or unitary return that includes the
Company or one of its subsidiaries and Liberty or one of its subsidiaries, The Company will be
responsible for all other taxes that are attributable to the Company or one of its subsidiaries, whether
accruing before, on or aftér the Spin Off. The Tax Sharing Agreement requires that the Company wilt
not take, ot fail 1o take, zny action where snch action, or failure to act, would be inconsistent with or

- prohibit thc'Spm Off from qualifying as a tax-free transaction. Moreover, the Company has indemnified
Liberty for any loss resulting from (i) such action or failure to act or (if) any agreement, understandmg, ’
arrangement or substantial negotiatiops entered into by DHC prior to the day after the first anniversary
of the Spin Off Date, with respect to any transaction pursiant to which any of the other sharcholders
in Discovery would acquire shares of, or other intcrests in DHC's capital stock.
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DISCOVERY HOLDING COMPANY
Notes to Condensed Consolidated Financial Statements (Continned)
June 30, 2005
{unaudited)

(3) Stock-Based Compensation

Employees of the Company hold stock options with respect to skares of Liberty Series A common
stock. The Company applies the intrinsic-value-based method of accounting prescribed by Accounting
Principles Board (APB) Opinion No. 25, Accounting for Stock Issued to Emplayees, and related
interpretations including FASB Interpretation No. 44, Accounting for Certain Transactions involving
Stock Compensation, an interpretation of APB Opinion No. 23, to account for its fixed-plan stock
options. Under this method, compensation expense is recorded on the date of grant only if the current
market price of the underlying stock exceeds the exercise price and is recognized on a straight-line
hasis over the vesting period. Statement of Financial Accounting Standards No. 123, Accounting for
Stock-Based Compensation (“SFAS No. 123”), established accounting and disclosure requirements using
a fair-value-based method of accounting for stock-based employee compensation plans. As allowed by
SEAS No. 123, the Company has elecied to continue to apply the intrinsic-value-based method of
accounting described above and has adopted only the disclosure requiréments of SFAS No. 123.

The following table illustrates the cfiect on net €arnings as if the fair-value-based method had
been applied to all outstanding and unvested awards in each period.

Three months ended Six months ended
June 30, June 30,
2003 2004 2005 2004
: amounts in thousands
Net eamings, as reported . .. ... ..., e e e e e . $4027 22257 20,852 34177
Add: . : :
Stock-based employee compensation expense included in :
reported net earnings . ............ Y 1,536 572 2,102 1,162
Deduct: : :
Stock-based employee compensation expense determined _
under fair value based method for all awards . ......... (5,852) (1407) (7.317) (2.859)
Pro forma net earnings (loss) . ... ...covvvnen.a.ui.. $(289) 21,422 15,637 32480
Pro forma basic and diluted earnings per share: : .
Asreported ... ... ..l e $ .01 08 .07 C 12
Pro forma for fair value stock compensation. . ........... 5 — 08 06 0 2

On May 24, 2005, Liberty commenced an offer to purchase certain stock options and stock
appreciation rights (“SARs™) held by eligible employees of Ascent Media. The offer to purchase
related to 1,173,028 options and SARs, and the aggregate offering price for such options and SARs was
approximately $2.15 million. The offer t¢ purchase expired at %:00 p.m,, Pacific time, on June 21, 2005.
Eligible employees tendered options with respect to 1,112,421 shares of Liberty Series A common
stock, and Liberty purchased such options for aggregate cash payments of approximately §2.12 million.
In connection with these purchases, Ascent Media recorded compensation expense of $3,404,000, which
is included in net earnings for the six months ended June 30, 2005. ’

In December 2004, the Financial Accounting Standards Board issued Statement of Financial
Accounting Standards No. 123 (revised 2004), “Share-Based Payments” (“Statement 123R™). Statement
123R, which is a revision of SFAS No. 123 and supersedes APB Opinion No, 235, establishes standards
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DISCOVERY HOLDING COMPANY
Notes to Condensed Consolidated Financial Statements (Continued)
June 30, 2005 -
(unaudited)

for the accounting for transactions in which an entity exchanges its equity instruments for goods or
services, primarily focusmg en transactions in which an entity obtains employee scrvices. Statement
123R generally requires companies to measure the cost of emplayee services received in exchange for
an award of equity instruments (such as stock options and restricted stock) based on the grant-date fair
value of the award, and to recognize that cost over the period during which the empluyc.c is required to
provide service (usually the vcstmg period of the award). Statement 123R also requires companies to
measure the cost of employee services received in exchange for an award of liability instruments (such

as stock appreciation rights) based on the current fair value of the award and to remeasure the fair
value of the award at each rcportmg date.

Public companies were ongmally required to adopt Statement 123R as of the beginning of the first
interim period that begins after June 15, 2005. On April 14, 2005, the Sccurities and Exchange
Commission amended the effective date of Statement 123R to the beginning of a registrant’s next fiscal
year, or January 1, 2006 for calendar-year companies, such as DHC. The provisions of Statement 123R
will affect the accounting for all awards granted, modified, repurchased or cancelled after Januvary 1,
2006. The accounting for awards granted, but not vested, prior to January 1, 2006 will also be impacted.
The provisions of Statement 123R allow companies to adopt the standard on a prospective basis or to
restate all periods for which Statement 123 was effective. The Company expects to adopt Statement
123R on a prospective basis, and will include in its financial statements for pericds that begin after

December 31, 2005 pro forma mformatlon ag though the- slandard had been adopted for all penods
presented.

While the Company has not yet quantified the impact of adopting Slatement 123R, it believes that
such adoption could have a significant impact on its operating income and net eamings in the future.

(4) Pro Forma Earnings_ Per Commoun Share

Pro forma basic earnings per common share (“EPS”) is computed by dividing net earnings by the
pro forma number of common shares outstanding for the period. The pro forma number of shares
outstanding for all periods presented is 280,199,000 shares, which is the number of shares that were
issued on the Spin Off Date. Dilutive EPS presents the dilutive effect on a per shares basis of potential
common shares as if they had been converted at the beginning of the periods presented. Due 1o the
relative insignificance of the dilutive secnrities in 2005 and 2004, their inclusion does not impact the |
- EPS amount as reported in the accompanying condensed consolidated statements of operations.

(5) Supplemental Disclosure of Cash Flow Information

Six mooths ended
. June 30,

2005 ~ 2004
amounts in thousands

Cash paid for acquisitions:

Fair value of assets acquired . .. ... vivvnn e n e $— 50,262
Net liabilities assomed . .............. Y = (16,205)
Cash paid for acquisitions, net of cash acquired ......... $— 34,057
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DISCOVERY HOLDING COMPANY
Notes to Condensed Consolidated Financial Statements (éontinued)
June 30, 2005
(unaudited) -
{6) Goodwill and Other Intangible Assets
Goodwill and other intangibl_c assets are comprised of the follqwing:

" June 30,  December 31,
2005 2004

ampunis in thousands

Goodwill : _ . ' _
Creative Services GIOUP « « .« .« envnenenennnnnnnn $ 1073717 107377
‘Media Management Services Group .. ............. 93,369 93,350
Network Services Group. . ... ... i iiii i, 163,568 - 163,719
DHSCOVEIY . oot iiisrniariranianaenacanas L 47000 1,771,000
Totalgoodwill. . . ...... .. ...t e 2,135314  2,135446
Trademarks . .. v oo e it i e e 2,440 - 2,440 -
Other intangible assets . .. ....venriin i ennnn . - L1785 2,469
Total goodwill and other intangibles. .. ........... $2,139,539 2,140,355

GAAP requires companies to allocate enterprise-level goodwill to all reporting units, including
equity metbod investments. Accordingly, the Company has allocated $1,771,000,000 of enterprise-level
goodwill to its investment in Discovery. This allocation is performed for goodwill impairment testing
purposes only and does not change the reported carrying value of the investment. However, to the

" extent the investment s dlsposed of in the future, the allocated goodwill will be relieved and included
in the calculation of the gain or Joss on disposal..

(7) Investment in Discovery

The Company has a 50% ownership interest in Discovery and accounts for its investment using the
equity method of accounting. Discovery is 2 global media and entertainment company, that provides
original and purchased video programming in the United States and over 160 other countries.

. DHC's carrying value for Discovery was $2,979,955,000 at June 30, 2005. In addition, as described
in note 6, $1,771,000,000 of enterprise-level goodwill has been allocated to the investment in Discovery.
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' DISCOVERY HOLDING COMPANY

Notes to Condensed Consolidated. Financial Stalements {(Continued) |

Tt

~ June 30, 2005
(unaundited)

Summarized financial information for Discovery is as follaws:

Consolidated Balance Sheets

CUITEDT BSSEIS . . v v vt i ne e iree v as s v v nanns
Property and equipment, met ... ... ... .. 00 a.ns
Goodwill and intangible assets
Programming nghts long term
Other assets

B I T S R A R

- 'Total assets

 Current liabilitfes
Tongtermdebt.........c. .ot
Other liabilities ... ... ..o ii i i i e e

Mandatorily redeemable eqmty in subsidiaries
Stockholders’ deficit ........... ... v iivareunn.

Total liabilities and stockholders’ deficit

...............................

..........

Consolidated Statements of Operations

Revenne
Cost of revenue
Selling, general and administrative .-
Equity-based compensation
Depreciation and amortization

.............................

Operating income
Interest expense
Other income (expense)
Income tax expense

Net eamings
(8) Acquisitions
London Playout Centre.

June 30, December 31,
2005 2004 ’

-amounts in thousands

§ 896,109 835,450

400,291 380,290
420,951 445,221

© 1,077,185 1,027,379

447,900 547,346 -

$3,242,446 3,235,686

$1,156,905 885,353
2,229,439 2,408,287

161,906 160,405
253,776 319,567
(559,580)  (627,926)

$3,242,446 3,235,686

...............................................

.........................................

.................................

D L I I T TR S PRI

......................................
.........................................
....................................

Six months

ended

June 30,

2005

2004

amounts in thousands

..... $1,261,367
..... (441,400):
..... (487,702)
..... - (45,820)
S (59.859)

1,114,653
(381,012)

" (413,361)

(54,795)
(69,222)

..... . 226,586
..... (85,210)
. (385)

P -~ (64,571)

196,263
(81,750)
20,525
(59,007)

oo 80 76420

76,022

On March 12, 2004, pursuant to an Agreement for the Sale and Purchase (the “Purchase
Apreement™), Ascent Media acquired all of the issued share capital of London Playout Centre Limited
~ (“LPC”) from an independent third party (the “Seller”} for a purchase price of $36,573,000 paid at

closing. In addition, in the event certain existing LPC contracts, which were to expire in 2005 through

110

DHC.1.D.0000269



DISCOVERY HOLDING COMPANY
Notes 1o Condensed Consolidated Financial Statements (Continned)
June 30, 2005
(unaudited)

2007, were renewed on terms similar to existing terms, Ascent Media would have been required to pay
up to an additional £5,000,000. As of June 30, 2005, all contracts subject to this contingency had
expired or been terminated, and no contingent purchasc price was owed by Ascent Media. LPCis a
UK-based television channel ongmatlon facility. The purchase was funded, in paft, by procccds from
" Liberty.

The following unaudited pro forma m.formatlon for the six months ended June 30, 2004 was
prepared assuming the acquisition of LPC occutred on January 1, 2004. However, these pro forma

amounts aré not necessarily indicative of operating results that would have occurred if the LPC
acquisition had occurred on January 1, 2004 (amounts in thousands): '

REVEDUIE & o v o u vt merae cavnerarensnnaenanss e . $314,923
Net earnings ' '

{9) Commitments and Contingencies

The Company is involved in litigation and similar claims incidental to the conduct of its business.
In management’s opinion, none of the pending actions is likely to have a matenal adverse impact on
the Company s financial position or results of operatmns

 {10) Related Party "l}ansactmns

Certain third-party general and admmlstratwe and spin off related costs have been pmd by Liberty
“on behalf of the Company and reflected as expeuses in the accompanying condensed consolidated
statements of -operations. Such expenses aggregated $3,233,000 for the six months ended June 30, 2005.

Since October 1, 2002, Ascent Media has provided uplink and satellite transport services to On
Command Corporation (“Oa Command™), 2 wholly owned subsidiary of Liberty, putsuant to the terms
of a2 short-term services agreement and a coptent preparation and distribution services agreement,

" which continues throngh March 31, 2008.. The content preparation and distribution services agreement ‘
also provides that Ascent Media may supply content preparation services. During the period from

April 2003 to October 2004, Ascent Media also installed satellite equipment at On Cornmand’s

- downlink sites at hotels pursuant to a separate_services agreement. All agreements were entered into in
the ordinary course of business on arm’s-length terms. Ascent Media bas provided $273,000 and

$225,000 in services to On Command for the six months ended June 30, 2005 and 2004, respectively.

Ascent Media provides services, such as satellite uplink, systems integration, ongmanon, and
post-producnon, to Discovery and various affiliates of Liberty. Revenue recorded by Ascent Media for

these services for the six months ended June 30, 2005 and 2004 aggregated $19,938,000 and’
$11,337,000, respectively.

(11) Information About Operating Segments

The Corﬁpany’s business units have been aggregated into four reportable segments: the Creative
Services Group, the Media Management Services Group, and the Network Services Group, which are
all operating sepments of Ascent Media, and Discovery, which is an equity affiliate. Corporate related

iterns and unallocated income and expenses are reflected in the Corporate and Other column listed
" below. '
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" DISCOVERY HOLDING COMPANY
Notes to Condensed Consolidated Financial Statements (Continved) .
' June 30, 2005
(unaudlted)

The Creative Services Group provides post-production services, which are comprised of services
necessary to compléte the creation of original content including feature films, television shows, movies
of the week/mini series, television commercials, music ¥ideos, promotional and identity campaigns and
corporate communications programming. The Media Managemcnt Services Group provides (i) content
storage services, which are comprised of facilities and services necessary to optimize, archive, manage
and repurpose media assets for global distribution via freight, satellite, fibér and the Internet;

(ii) access to all forms of content, duplication and formatting services; (iii) language conversions and
laybacks; (iv) restoration and preservation of old or damaged content; (v) mastering from motion-
picture film to high resolution or data formats; (vi) digital audio and video encoding services; and
(vii) digital media management services for global home video, broadcast, pay-pcr-wew and emerging
new media distribution channels. The Network Services Group provides broadcast services, which are
comprised of services necessary to assemble and distribute programming for cable and broadcast
networks via fiber and satellite to viewers in North America, Europe and Asia. Additionally, the

Networks Services Group provides systems integration, design, consulting, engineering and project
management services.

The Company’s chief operating decision maker, or his designee {the “CODM?”), has identified the
Company’s reportable segments based on (i) financial information reviewed by the CODM and
(ii) those operating segments that represent more than 10% of the Company’s consolidated revenue or
- earnings before taxes. In addition, those equity investments whose share of carnings represent more
than 10% of the Company’s eamnings before taxes are considered reportable segments.

The accounﬁng policies of the segments that are consolidated subsidiarics are the same as ‘tinose
described in the summary of significant accounting policies and are consistent with GAAR.

The Company evaluates the performance of these operating segments based on financial measures
such as revemie and operating cash flow. The Company defines operating cash flow as revenue less
operating expenses and selling, general and admidistrative expense (excluding stock and other equity-
based compensation). The Company believes this is an impostant indjcator of the operational strength
and performance of its businesses, including the ability to service debt and capital expenditures. In
addition, this measure allows management to view operating results and perform analytical comparisons
and identify strategies 1o improve performance, This measure of performance excludes depreciation and
amortization, stock and other equity-based compensation and restructuring and impairment charges
that are in¢luded in the measurement of operating income pursuant to GAAP, Accordingly, operating
‘cash flow should be considered in addition fo, bitt not as a substitute for, operating income, cash flow
provided by operating activities and other measures of financial performance prepared in accordance
with GAAP. The Company’s reportable segments are strategic business units that offer different
products and services. They are managed separately because each segment requires different
technologies, dlsm'butlon channels and marketing strategies.
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DISCOVERY BOLDING COMPANY
Neotes to Condensed Consolidated Financial Statements (Continued)
June 30, 2005 ’
(anaudited)

Summarized financial m.l'ormanon conccmmg the Company’s reportable segments is presented in
the following tables:

Media - Corporate
Creative Management Network . and Other
Sexvices Services Services . . and
Group Growp . Group(l) Discovery ellminations Total

anounds in thousands
Six months ended June 30, 2005

Revenue from external customess . . .. $151,793 60,049 140, 467 1 %1 367 (1,261,367) 352,309

Operating cash flow. . .......... .. $ 27,762 8,447 26,774 332,265 (356,732) - 38,516

Capital expenditures . ............ $ 10,397 11,877 26450 60,629 = (58,000) 51,153

Totalassets . ................... $293,255 168,309. 289,046 3,242,446 1,590,503 5,583,849
Six months ended June 30, 2004 : . _ )

Revenue from external customers ... .. $150,807 52,163 103,450 1,114,653 (1,114,653} 306,420

Operating cash flow ., ............ $ 28325 9,082 29312 320280 (339,128) 47871

Capital expenditures ...... e § 8992 1984 3139 24517 (24, 327) - 14,305

" (1) Included in Network Services Group revenve is broadeast services revenue of. $71 655,000 and

~ $60,660,000 and systems infegration revenue of $68,812,000 and $42,790000 for the six months
ended Tune 30, 2005 and 2004, respectively.

Medis ) Carporate
Creative Management Network and Other
Services Services Services and

.Group Group Gronp(l) Discovery eliminations  Total
- amouots in thousands ’
Three months ended June 30, 2005 )

Revenue from external customers. . ... .. $77564 31273 69,182 659,896 (659,896) 178,019
Operating cash flow . . ... .....ooeun.. $14712 4757 11768 183810 (196,382) 18,665
Capital expenditores .......... PR $ 5,697 6,616 16201 25170 (23,452) 30,232

_ Three months ended June 30, 2004 . ) ) S
.Revenue from external customers . .. .. .. $75,640 26,713 58,124 587,291 (587,201} 160,477 -
Operatingcash flow. . ............... $13.945 4,394 16,203 182,863 (192,022) 25,383
Capital expenditures ................ $ 4,624 1,218 2222 18,814 (18,498) ° 8,380

) Included in Network Services Group revenue is broadeast services revenue of $35,744,000 and

$34,919,000 and systems integration revenue of $33,438,000 and $23,205,000 for the three months
ended June 30, 2005 and 2004, respectively. :
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DISCOVERY BOLDING COMPANY
Notes to Condensed Consolidated Financial Statements (Continued)
June 30, 2005 )
(unavdited)

The following table provides a reconciliation of segment operating cash flow to carnings before
income taxes, ' S

Six months ended

June 30,
2008 2004

: , ‘amounts in thousands
Segment operating cash flow ......... R .. $38516 47871
Stock-based COMPEDSAtON + 4. v v v vrunrrrbonorannnns (3,617) (1,068)
Depreciation and amortization . .. ........ ... ...l (37,004) (35,226) .
Share of earnings of Discovery .. .....ocvevennn e 382100 38,011
‘Other,pet......... et e : 17 247
Earnings before income 1axes . ......... [ $ 36,122 49,835

Information as to the Company’s operations in different gcdgraphic_ areas is as follows:

Six months ended -
June 30,
2005 - 2004
amounts in thousands
Revenue - : :
United STALES . ...\ vvriiiriienne e $268,199 226,135
United Kingdom . .............. e e e 74,967 68,446
Other countries . . .. oo vwevnvins S 9,143 11,839

$352,309 306,420
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Item 2. Management’s Discussion and Analysis of Financial Condition and Resulis Of Operations

Certain statements in this Quarterly Report on Form 10-Q constitute forward-locking statements
within the meaning of the Private Securities Litigation Reform Act of 1995. To the extent that such
staternents are not recitations of historical fact, such statements constitute forward-looking statements
which, by definition, involve risks and uncertainties. Where, in any forward-looking statement, we
express an expectation or belief as to future results or events, such expectation or belief is expressed in
good faith and believed to have a reasonable basis, but there can be no assurance that the statement of
expectation or belief will result or be achieved or accomplished. The following include some but not all
of the factors that could cause actual results or events to differ materially from those anticipated:

* general economic and business conditions and industry trends including the timing of, and
spending on, feature film and television production;

spending on domestic and foreign television advertising and spending on domestic and foreign
first-run and existing content libraries;

the reguiatory and competitive environment of the industries in which we, and the entities in
which we have interests; operate;

continued consolidation of the broadband distribution and movie studio industries;
fluctuafions in foreign currency exchange rates and political unrest in international markets;

uncertainties inherent in the development and infegration of new business lines, acquired
businesses and busipess strategies;

uncertainties associated with prdduct and service development and market acceptance, including

the development and provision of programming for new television and telecommunications
technologies; :

changes in distribution and viewing of television programming, including the expanded
deployment of personal video recorders, video on demand and IP television and their impact on
television advertising revenue;

rapid technological changes;

future financial performance, including availability, terms and deployment of capital;

‘the ability of suppliers and vendors to deliver products, equipment, software and serviccs;‘
* the ocutcome of any pending or threatened litigation;

availability of qualified personnel;

the possibility of an industry-wide strike or other job action by or affecung a major
entertainment industry union;

changes in, or failure or mablhty to comply with, government regulations, including, without
limitation, regulations of the Federal Communications Commission, and adverse outcoroes from
regulatory proceedings;

‘changes in the nature of key strategic relationships with partners and joint venturers;

competitor responses to our products and services, and the products and services of the entities
in which we have interests; and

» threatened terrorists attacks and ongoing military action in the Middle East and other parts of
the world.
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These forward-looking statements and such risks, uncertainties and other factors speak only as of
the date of this Quarterly Report, and we expressly disclaim any obligation or undertaking to
. disseminate any updates or revisions to any forward slooking statement contained herein, to reflect any
. change in its expectations with regard thereto, or any other change in cvents conditions or
circumstances on which any such statement is based. :

The fol]owmg discussion and analys1s provides mformatlon concerning our results of upcranons
and financial condition. This discussion should be read in conjunctipn with our accompanying
condensed consolidated financial statements and the notes thereto; and our “Management’s Discussion
and Analysis of Financial Condition and Results of Operations” and the combined financial statements

of LMC Discovery Group for the year ended December 31, 2004 included in our lnformanon
- Statement.

Overview

We arc a holding company and our businesses and assets inchude Ascent Media, which we
consolidate, and a 50% ownership interest in Discovery, which we account for using the equity method
of accounting. Accordingly, as described below, Discovery’s revenue is not reflected in the revenue we
report in our. ﬁnanmal statements. In addition to the foregoing assets, immediately prior to the Spin
Off, Liberty transferred to a subsidiary of our company $200 million in ¢ash. The Spin Off was effected
on July 21, 2005 as a distribution by Liberty to holders of its Series A and Series B common stock of
shares of our Series A and Series B common stock, respectively. The Spin Off did not involve the
payment of any consideration by the holders of Liberty common stock and is intended to qualify as a

tax-free spinoff: The Spin Off will be accounted for at historical cost due to the pro rata nature of the
distribution.

Following the Spin Off, we and Liberty operate mdependently, and neither has any stock
ownership, beneficial or othcmsc, in the other.

Ascent Media provides creative, media management and network services to the media and
entertainment indusiries. Ascent Media’s clients include major motion picture stidios, independent
. producers, broadcast networks, cable programming networks, advertising agencies and other companies
that produce, own and/or distribute entertainment, news, spotts, corparate, educational, industrial and
advertising content. Ascent Media’s operations are organized into the following four groups: creative
services, media manapement services, network services and corporate and other. Ascent Media has few
long-term or exclusive agreements with its creative services and roedia management services customers.

In 2005, Ascent Media’s focus is on leveraging its broad array of media services and to market =~
itself as a full service provider to new and exjsting customers within the feature fitm and television
productlon industry, With facilities in the U.S., the United Kingdom and Asia, Ascent Media also
hopes to increase its services to multinational companies. The challenges that Ascent Media faces
include (i) differentiating its products and services to help maintain or increase operating margins and
(&) financing capital expenditures for equipment and other items to satisfy customcrs desire for-
services using the latest technology.

Our most significant asset is Discovery, in which we do not have a controlling financial interest.
Discovery is a global media and cntertainment company that provides original and purchased video
programming in the U.S. and over 160 other countries. We account for our interest in Discovery using
the equity method of accounting.” Accordingly, our share of the results of operations of Discovery is
refiected in our consolidated results as earnings or losses of Discovery. To assist the reader in better
understanding and analyzing our business, we have included a separate dlscussmn and analysis of
Discovery’s rcsu]ts of opcratlons and liquidity below.
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Acquisitions and stposmons

London Playout Centre. On March 12,2004, Ascent Media acquired the entire issued share
capital of London Playout Centre Limited which we refer (o as LPC, a UK-based television channel
origination facility. LPC is included in Ascent Media’s network services group.

Cinetech. On October 20, 2004, Ascent Media acquired substantially all of the assets of -
Cinetech, Inc., a film laboratory and still image preservation and restoration company, for $10,000,000
in cash phus contingent compensation of up to $1,500,000 to be paid based on the satisfaction of certain

contingencies as set forth in the purchase agreement. Cinctech is included in Ascént Media's media
management services group.

Operating Cash Flow

We evaluate the performance of our Operanng segments based on financial measures such as

revenue and operating cash flow. We define operating cash flow as revenue less cost of services and
~ selling, general and administrative expense (excluding stock and other equity-based compensation). We

believe this is an important indicator of the operational strength and performance of our businesses,
including the ability to ihvest in ongoing capital expenditures and service of any debt. In addition, this
measure allows management to view operating results and perform analytical comparisons and identify
strategies 1o improve performance. This measure of performance excludes dcprcaanon and
amortization, stock and other equity-based compensation, restructuring and impainment charges that
are included in the measurement of operating income pursuant to ULS. gcncral]y accepted accounting
principles or GAAF Accordingly, operating cash flow should be considered in addition to, but not as a
substitute for, operating income, cash flow provided by operating activities and other measures of
financial performance prepared in accordance with GAAP. See note 11 to the accompanying condensed

consolidated financial statements for a reconciliation of operating cash flow to carnings before income
taxes. ‘

Results of Operatmns

Our consolidated results of operations include general and administrative expenses mcurrcd at the
DHC corporate level, 100% of Ascent Media’s results and our 50% share of earnings of Discovery.

Ascent Media's creative services group revenue is primarily generated from fees for video and
audio post production, spetial effects and editorial services for the television, feature film and
advertising industries. Generally, these services pertain to the completion of feature films, television
programs and advertisements. These projects normally span from a few days to three monihs or rore -
in length; and fees for these projects typically range from $10,000 to $1,000,000 per project. The media
management services group provides owners of film libraries 2 broad range of restoration, preservation,
archiving, professional mastering and duplication sexvices. The scope of media managcinent services
- vary in duration from one day 1o several months depending on the nature of the service, and fees
typically range from less than $1,000 to $100,000 per project. Addmonally, the media management
services group includes Ascent Media’s digital media center which is developing new products and
businesses in arcas such as digital imaging, digital media and interactive media. The network services
group’s revenue consists of fees relating to facilities and services necessary to assemble and transport

. programming for cable and broadcast nerworks across the world via freight, fiber, satellite and the
Internet. Additionally, the group’s revenues are also driven by systems integration and field support
services, techno]ogy consulting services, design and implementation of advanced video systems,
engineering project management technical help desk and field service. Approximately 51% of the
network services group’s revenue relates to broadcast services, satellite operations and fiber services
that are earned monthly under long-term contracts ranging gencrally from one to seven years.

- Additionally, approximately 49% of revenue relates to systems integration and crigineeiing services that
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are provided on a project basis over terms generally ranging from three fo twelve months, .Corporate
related items and expenses are reflected in Corporate and Other, below. Cost of services and operating’

expenses consists primarily of production wages, facility costs and other direct costs and sallmg, general -
and administrative expenses.

Three menths ended Six months ended
June 30, Juxne 30,

2005 2004 2005 2004

’ * amounts in thousands
Segment Revenue . . ’ )
Creative services group ......... PR e $ 77564 75640 151,793 150,807
Media management services group ... ............ PR 31273 26713 - 60,049 52,163
Network services STOUP .. ... vvinr it in i in e inacnann " 69,182 58,124 140,467 103,450

Corporate and other

...................... ems ke e — — —_— -_—

S178019 160477 352309 306420

Segment Operating Cash Flow

Crealive SeIvICES ZroUP ... vt v vevnn..ns e . $14712 13945 27,762 - 28325
Media mapagement services group . ... ... iii ... . 4,757 4,394 - 8,447 9,082
Network Services group ... ..ot vt inn i ivennennnnns 11,768 16,203 26,774 29,312
Corporatc and other .......... .o vvinans enaeeaaan (12.572) (9,159) (24,467} (18,848)

$ 18,665 25383 - 38516 47,871

Revenue. Ascent Media’s total revenue increased 10.9% and 15.0% for the three and six months
ended June 30, 2005, respectively, as compared to the corresponding prior year periods. The creative
services group revenue increased $1,924,000 and $986,000 for the threc and six month pcnods. These
increases are due to more cominercial advemsmg production and feature film pm]ects in the US,
partially offset by lower sound services in the U.S. and continued weakness in services prov:ded in the

“UXK. The media management services group revenuc increased $4,560,000 and $7,886,000 for the three
and six month periods as a result of higher lab revenue of $3,001,000 and $6,440,000 primarily due to
the acquisition of Cinetech, higher demand for DVD compression, authoring and menu design services

from the large film studios, partially offset by declines in the UK. resulting from competitive market

" conditions. The network services group revenue increased $11,058,000 and $37,017,000 for the three
and six month periods. These increases reflect an increase in the number of large engmccnng and

systems integration pro_]ects partially offset by lower renewal rates on certain cngoing broadeast services
contracts. The six-month increase also includes $9,423,000 of revenue related to the LPC acquisition.

Cost of Services, Ascent Media’s cost of services increased 20.3% and 23.29% for the three and
. six months ended June 30, 2005, respectively, as compared to the corresponding prior year periods.
These increases are partially attrjbutable to the 2004 acquisitions discussed above, which contributed
$1,605,000 and $10,415,000 in cost of services for the three and six month periods, respectively. In
addition, cost of services increased in 2005 due to a change in revenue mix driven by higher systens
- engineering and integration projects in the network services group which have higher production and
_engineering Jabor and preduction material and equipment costs. Cost of services for the Networks
Group increased as a percent of revenue in. 2005, as compared to 2004. Competitive pressures have’
caused the Networks Group 10 Tenew existing contracts and to bid for new contracts at lower rates.
Media management services group cost of services also increased as a percent of revenue in 2005. In
recent years, expenses for the media management services group have increased at a fastet rate than
revenue as media management’s projects have become increasingly more mtegratcd with complex work

" - flows requiring higher levels of production labor and project management. This increase in labor casts,

combined with increased spendmg on continued development of digital technologgcs and services, has
resulted in higher cost of services and decreasing operating cash flow margin.
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Selling, General and Administrative. ~ Ascent Media’s selling, general and admlmstratwc expenses
intreased 7.0% apd 12. 6% for the three and six months ended June 30, 2005, respectively, as compared
to the corresponding prior year penods These increases are primarily attributable to the impact of the

. 2004 acquisitions and the growth in the revenue driving higher labor, support, facility and selling costs.

Corporate and Other operating cash flow (which includes DHC corporate general and
administrative expenses of $1,991,000 and $3,233,000 for the three and six months ended June 30, 2005,
respectively) decreased $3,413,000 and $5,619,000 in 2005 primarily dve to higher DHC corporate

expenses and higher Ascent Media corporate expenses in the UK. as a Tesult of higher ‘labor facility
and professlonal services costs,

Deprec:anon and Amertization. - ‘The increase in Asccnt Media’s dcprcclatlon and amortization
~ expense for the three and six months ended June 30, 2005 is due o an increase in Ascent Media’s
deprcclab]e asset base due to capital expenditures and the 2004 acquisitions,

Stock-Based Compensation. In 2001, Ascent Media granted to certain of its offieers and -
cmp]oyecs stock options (the ‘Ascent Media Options”) with exercise prices that were less than the
market price of Ascent Media common stack on the date of grant. The Ascent Media Options became
exercisable for Liberty shares in conpection with Liberty's 2003 acquisition of the Ascent Media
outstanding common stock that it did not already own. Ascent Media is amortizing the “in-the-money”
value of these.options over the S-year vesting period. Certain Ascent Media employees also hold
options and stock appreciation rights granted by companies acquired by Ascent Mediz in the past
several years and exchanged for Liberty options and SARs. Ascent Media records compensation
expense for the SARs based on the undcrlymg stock pricé and vesting of such awards.

On May 24, 2008, Liberty commenced ani offer to purchase certain stock options and SARs held
by cligible employees of Ascent Media. The offer to purchase related to 1,173,028 options and SARs,
. and the aggregate offering price for such options and SARs was approximately $2.15 million. The offer
1o purchase expired at 9:00 p.m,, Pacific time, on June 21, 2005. Eligible employees tendcred options
‘with respect to 1,112,421 shares of Liberty Series A common stock, and Liberty purchased such options
for aggregate cash payments of approximately $2.12 mifllion. In connection with these purchases, Ascent
© Media recordéd compensation expense of $3,404,000, which included (1) the amonnt of the cash
payments less any previously accrued compensation for the SARs and (2) the prewous]y unamortized
m-thc-money value related to the Ascent Media Options.

Share of Earmings of Discovery. Our share of earnings of Discovery was relatively compa:ablc for
the six months ended Tune 30, 2005 and 2004 as increases in Dlscovely’s revenue and operatmg income
were offset by an increase in minority interest and a decrease in gains from derivatives.

We have provided a more detailed discussion of Discovery’s results of aperations below.

Income Taxes. Our effective tax rate was 42.3% and 31.4% for the six months ended June 30,
2005 and 2004, respectively. Our income tax expense was higher than the federal income tax rate of
35% in 2005 primarily due to state tax expense and an increase in our valuation allowance, Our
cifective tax rate was Jower than the federal income tax rate in 2004 due to a reduction in our
valuation aliowance and foreign taxes which are incusred at a !ower rate than the federal rate partially
offset by sfate income tax expense.

qumdzty and Capital Resources.

Hlstoncally, our primary sources of funds have been from operaung activities and capital
coptributions from Liberty, During the six months ended June 30, 2005, our primary use of cash was
capital expenditures ($51,153,000), which we primarily funded with our avmlable cash and cash
generated by operating activities ($30,999,000). Of the foregoing 2005 capital expenditures, $29,432,000

1-19

DHC.1.D.0000278



relates to the buildout of Ascent Media’s existing facilities for specific customer contracts and the :
construction of Ascent Media's Digital Media Center in Burbank, California. The remainder of Ascent '
Mediza’s capital expenditures relates to purchases of new equipment and the upgrade of existing
facilities and eqmpmcnt. Ascent Media currcntly expects 10 spend an additional $30,000,000 for capital
expcndltures in 2003, Prior to the Spin Off, Liberty transferred to one of our subsidiaries $200 million
in cash. Subsequent to the Spin Off, Liberty will no {onger be a long-term source of liquidity for us.

Fer the foresecable future, we expect to have sufficient available cash balances and net cash from
operating activities to meet our working capital needs and capital expenditure requirements, We intend
to seck external equity or debt financing in the event new investment opportunitics, additional capital
expenditures or increased operations require additional funds, but there can be no assurance that we .
will be able to obtain equity or debt ﬁnanmng on terms that are accepiable 1o us.

.. We do not have access to the cash Discovery generates from its operations, uniess Dlscovcry pays
a dividend on its capital stock or otherwise distributes cash to its stockholders. Historically, Discovery
~ has not paid any dividends on its capital stock, and we do not have sufficient vating, control to cause

Discovery to pay dmdcnds or make other payments or advances to us,

D:scovery

We hold a 50% ownership interest in Dlscovcry and account for this investment using the equity
method of accounting. Accordingly, in our financial statements we record our share of Dlscovcrys net
income or loss available t0 common shareholders and reflect this actmty in one Yine item in our
statement of operations as “Share of earnings (lossés) of Discovery.” The following financial
information of Discovery for the six months ended June 30, 2005 and June 30, 2004 and related
discussion is presented to provide the reader with additional analysis of the operating results and
financial position of Discovery. Because we do not control the decision-making process or business
management practices of Discovery, we rely on Discovery to provide us with financial information
prepared in accordance with GAAP that we use in the application of the equity method. The following
discussion and analysis of Discovery’s operations and financial position has been prepared based on
information that we receive from Discovery and Tepresents our views and understanding of their
operating performance and financial position based on such information. Discovery is not a separately
traded public company, and we do nof have the ability to cause Discovery’s mariagenient to prepare
their own management’s discussion and analysis for our purposes. Accordingly, we note that the
material presented in this section might be different if Discovery’s management had prepared it.

The foltowing discussion of Discovery’s results of operations is presented on a consolidated basis.
In order ta provide a better understanding of Piscovery’s operations, we have also included a
summarized presentation of revenue and operating cash flow of Discovery’s three operating groups:
Discovery networks U.S., or U.S. networks, Discovery networks international, ‘or international nctworks
and Discovery commerce, education and other.

The U.S. networks is Discovery’s largest division which owns and operates 12 cable and satellite
channels and provides distribution and advertising sales services for BBC America. International
networks manages a portiolio of channels, led by the Discovery Channel and Animal Planet brands,
that ate distributed in virtually every pay-tefevision market in the world via an infrastructure that

“includes major operational centers in London, Singapore, New Delhi and Miami. Discovery commerce,
education’ and other includes Discovery’s retail chain store operations and other direct consumer
marketing activities as well as Discovery education which was recently formed to manage D:scovcry's
distribution of education content.
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Consolidated Resnlis

Six months ended

. June 36,
' 2005 . 2004
amounfs in theusands
Revenne . -
Advertising. .. ... ...l e $589,781 564,882
Subscriber.fees ........... e e pe. 577191 468412
Other ... covrneanenn... e U 94,395 . 81,359
Total revenue s . . . .. .. SR e ciee-. 1,261,367 1,114,653
Expenses . : ' '
Costofrevenmue. . . ... .. .. it iiiinnnnnsens (441,400) (381,012)
Selling, peneral and administrative (“SG&A”) exXpense...... (487,702) (413,361)
Opcratmg cashflow...........cooiviiinait, 332,265 320,280
Expenses arising from lopg-term incentive pians e, (45,820)  (54,795)
Depreciation and amortization .. ............ ... ... (59,859) _ (65,222)
Operating income .................. e 226586 196,263
Othet Income (Expense) B
~ Interest EXPEDSE, MCL .. o vt et {85210)  (81,759)
Unrealized gains from derivative instruments, net . ........ - 10,101 26,879
Minority mtercsts in consolidated subsndxanes P (25,859) (5,562)
Other . ... e e R 15373 . (7192)
Incorne before iNCOmME tXeS . . ..o v vt e 140,901 135,029
Income tax expense . ... ...... e e . (64,571) - (59,007)
Net income

.................... e § 76,420 76,022

Business Segment Results

Six months ended

Jume 30,
2005 2004
. amounts in thousands
Revenue . ’
US. networks . ......... et i $ 871,239 801,956
- Imternational networks . . ... ... e P - 336,026 ° 270,752
Discovery commerce, education and other. . . ........... 54,102 41,945
CTotEl PEVEIIE L L .. it b ar e $1,261,367 1,114,653
Operating Cash Flow ' .
U BetWOTKS & ettt c it e, $ 330,146 306,676
Intérnational metworks . ... .. ... ... i, - 45,686 48,131
Discovery commerce, education and other. .. ........ ... © {43567y (34527

............. eeiee.... § 332265 320,280

Note: Discovery commerce, education and other includes intercompany eliminations.
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Revenue.  Discovery's consahdated revenue increased 13%% for the six monihs ended June 30,
2005, as compared to the corresponding prior year period. Increased revenue was primarily due to 23%
increase in subscriber fee revenue. Advestising revenue increased 4% during the same period. Other
revenue increased 16% due to increased store and lxcens:ng revenue within Discovery's commerce
business, combined with growth in Dlscovcry s educaticn busmess.

Subscriber fee revenue grew 23% at both the US. networks and the internatiorial networks. The
increase in subscriber fees at the U.S. networks is due to a 12% i increase in paying subscription units
combined with contractual rate increases at most networks. Free viewing periods related to a number of
U.S. networks, principally netwarks that are carried ‘on the digital tier, expired in 2004 and Discovery is
now recognizing subscriber fees for those networks. U.S, networks subscriber fee increases were also
helped by reduced launch fee amortization, a contra-revenue item, as & result of extensions of certain
affiliation agreements. Launch amortization at the U.S. networks declined from $49.8 million during
the six months ended June 30, 2004 to $36.6 million in 2005 primarily due to these extensions:
Increascs in subscriber fees at the international networks were driven principally by increases in paying

subscrlptmn units in Europc and Asia, as well as the international joint venture channels ccmbmcd
with contracmal rate increases in certain markets.

The increase in advertising revenue, which includes revenue fram pau:l programming, was primarily
due 10 a 32%'increase at the international networks. More than half of the infernational networks’
advertising revenue is generated by its operations in the United Kingdom and Europe. The increase in
international networks advertising revenve was due primarily to higher viewership ratings and an
increased subscriber base ini the UK. and Eorope. Advertising revenue at the U.S. networks was'
essentially flat'as higher advertising sell-out and rates at substantially all of the U.S. networks were
offset by lower audicnce delivery at certain networks. Paid programming, where Discovery sells blocks
of time primarily for infomercials that are aired during the overmght hours on certain networks,
~ represented 6% and 7% of total advertising revenue for the six months ended June 36, 2005 and 2004,
respectively.

' The increase in other revenue was primarily due to an increase in education revenye due to
growth in the business and acquisitions combined with a 6% increase in store revenue, The increase in
“store revenue was ‘due to 2 12% increase in same store sales offset by a 7% decrease in the average

number of stores. Discovery began an initiative in 2003 to close stores that were not profitable whlch
has resulted in a reduction of the total number of store locations.

Cost of Revenue. Cost of revenne Jincreased 16% for the six months ended June 30, 2005 as
compared to the corresponding prior year period. As a percent of revenue, cost of revenue was 35%.
‘and 34% for the six months ended June 30, 2005. and 2004, respectively. This increase primarily
resulted from higher programming expense due to continued investment across all U.S. networks in
original productions and high profile specials. At the international networks, continued investment in
the Lfestyles category, 'parﬁc(xlaxly in BEwope, has resulted in increased programming costs.

SG&A Expenses. SG&A expenses increased 18% for the six months ended June 30, 2005, as
"compared (o the corresponding prior year period. Within the different groups, SG&A expenses
increased 3%, 44% and 46% at the U.S. networks, international networks and Discovery commerce,
education and other, respectively. The increase at the international networks was caused by increases in
personnel expense resulting from adding headcount as the business expands particularly in the U.K.
and Europe combmcd with lnghcr marketing expense associated with branding and awareness efforts,
particularly i in Europe, in asspciation with the lifestyles category initiative. The increase in SG&A
expenses of 46% or $24,269,000 at Discovery commerce, cducation and other is primarily due to the
growth in Discovery’s education business, due to both acquisitions and organic growth,
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Expenses Arising from Long-term Incentive Flans. Expenses arising from long-term incentive ‘plans
are related to Discovery’s unit-based, long-term incentive plan, or LTIP, for its employees who meet
certain eligibility criteria. Units are awarded to eligible employees and gcncraﬂy vest at a rate of 25%
per year. Upon exercise, participants receive a cash paywment for the increase in value of the units from
the unit value on the date of issuance. Unit valve is determined by the year over year change in
Discovery’s aggregate equity value as estimated by an external investment firm, using a consistent -
methodology. The appreciation in unit value of LTIP awards outstanding is recorded as compensation
expense over the vesting perjods. The aggregate number of units that are currently authorized to be
granted under the LTTP plang appronmates an 8% sharing in the change in stcovery s equity value,
The 16%, or $8,975,000, decrease in LTTP expense in 2005 is the result of units bemg exercised in 2004,
which increased the wc:ghtcd average cxcrcise price of vested opuons.

Depreciation and Amortization, The decrease in depreciation and amortization for the six months

ended June 30, 2005 is due to a decrease in the dcprccmble asset bage resulting from a reduction in
the number of retail stores,

Other Income and Expense

Interest Expense. 'The increase in inferest expense for the six months ended June 30, 2005 is
primarily due to an increase in interest rates during 2005.

Unrealized Gains from Derivative Instruments, net. Unrealized gains from derivative transactions
relate primarily to Discovery’s use of derivative instruments to modify its exposure to interest rate
fluctuations on its debt. These instrument contracts include a combination of swaps, caps, collars and
other structured instruments. As a result of unrealized mark to market adjustments, Discovery
recognized $10,101,000 and $26,879,000 in gains on these instruments during the six months ended
Jupe 30, 2005 and 2004, respectively. The foreign exchange hedging instruments used by Discovery are
spot, forward and option contracts. Additionally, Discovery enters into non-designated forward
contracts to hedge non-dollar denominated cash flows and foreign currency balances

Mmonty Interests in Consolidated Subsidiaries. * Minority interest represents increases and decreases

in the eéstimated redemption value of mandatory redeemable interests in subsidiaries which are initially
recorded at fair value.

Income Taxes. Discovery's effective tax rate was 46% and 44% for the six months ended June 30,
2003 and 2004, respectively, Discovery's effective tax rate differed from the federal income tax rate of
35% primarily due to foreign and state taxes.

Liquidity and Capital Resources

Discovery geperated $122,329,000 of cash from operations during the six months ended June 30,
2005 and used $120,549,000 of cash from operations during the comparable prior year period. The -
company’s source of cash from operations during the six months ended June 30, 2005 was its operating
cash flow offset by interest expense of $85,210,000 and working capital fluctuations. During the.
six months ended June 30, 2004, the company’s use of cash from operations resulted from operating

cash flow Jess interest expense of $81,759,000 and payments associated with the company’s long-term
incentive plan in the amount of $220,857,000.

During the six morths ended June 30, 2005, Discovery paid $92,874,000 to acquire mandatorily
redeemable securities related to minotity interests in certain consolidated subsidiaries. Discovery alsa
spent $60,629,000 on capltal expenditures during the period. Cash flows used for mvestmg PUTpOSES
during the ﬁrst six monlhs ‘of 2004 were not significant.
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In addition to cash provided by operations, Discovery funds its activities with proceeds borrowed
under various debt facilities, including a term loan, a revolving loan facility and various senior notes
payable. During the six months ended June 30, 2005 and 2004, net borrowings under debt facilities
were $32,000,000 and $228,000,000, respectively. Total commitments of these facilities were .
$3,490,000,000 at June 30, 2005. Debt outstanding on these facilities agpregated $2,510,000,000 at
June 30, 2005, providing excess debt availability of $980,000,000. =~ .

All term and revolving loans and senior notes are unsecured. They contain covenants that require
Discovery to meet certain financial ratios and place restrictions on the payment of dividends, sale of
assets, additional borrowings, mergers, and purchases of capital stock, assets and investments. Discovery
was in compliance with all debt covenants at June 30, 2005. : : ) :

During 2005, including amounts discussed above, Discovery expects to spend approximately
$125,000,000 for capital expenditures, $170,000,000 for interest expense, and 2 minimum of $50,000,000
for LTIP obligations. Amounts expensed and payable under the LTIP are dependent on future _
calculations of unit values which in turn are affected primarily by changes in Discovery’s value as .
estimated by an external investment banking firm, annual grants of additional units; redemptions of.
existing units, and changes 1o the plan. If all of the vested LTIP awards at June 30, 2005 were
excrcised, the aggregate cash payments by Discovery would be approximately. $270 million. Discovery
believes that its cash flow from operations and borrowings available under its credit facikities will be -
sufficient to fund its working capital requirements, including LTIP obligations. '

Discovery has apreements covering leases of satellite transponders, facilities and equipment. These:
. agreements expire at various dates through 2019. Discovery is obligated to license programming under

agreements with content suppliers that expire over various dates. Discovery also has other contractual
commitments arising in the ordinary course of business.

In connection with the execntion of long-term distribution agreements for certain of its Furopean
cable networks, Discovery is committed to pay a distributor a percentage increase in the value of these
networks, if any, at the termination of the contract on December 31, 2006. Discovery adjusts its
recorded liability for changes in the value of these networks each period. However, Discovery is
currently unable to predict the likelihood or the terms and conditions of any renewal or extension of
the distribution agreements. Discovery will record the effect of a renéwed of extended distribution
agreement when such terms are in place. The effect of a renewed or extended agreement could result
in a payment for an amount significantly greater than the amount currently accrued.

Ttem 3. Quantitative and Qualitative Disclosures about _Markd Risk
Foreign Currency Risk

We continually monitor our economic exposure to changes in foreign exchange rates and may
enter into foreign exchange agreements where and when appropriate. Substantially all of our foreign
transactions are denominated in foreign currencies, including the liabilitics of our foreign subsidiaries.
Although our foreign transactions are not generally subject to significant foreign exchange transaction
gains or losseés, the financial statements of our foreign subsidiaries are translated into United States

dollars as part of our consolidated financial reporting. As a result, fluctuations in exchange ratés affect
our financial position and results of operations.

Item 4. Controls and Frocedures

In accordance with Exchange Act Rules 13a-15 and 13d-15, the Company carried out an
evaluation, under the supervision and with the participation of management, including its chief
executive officer, principal accounting officer and principal financial officer (the “Executives™), of the
effectiveness of its disclosnre controls and procedures as of the end of the period covered by this
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report. Based on 1 that evaluation, the Executives concluded that the Company's disclosure controls and
procedures were effective as of June 30, 2005 o provide reasonable assurance that information
required to be disclosed in its reports filed or submitted under the Exchange Act is recorded,

. processed, summarized and reported W]thl]] the time periods specified in the Secunnes and Exchange
Commission’s rules and forms. _

"There has been no ¢hange in thc Oompany’ s internal contmls over financial reporting that
occurred during the three months ended June 30, 2005 that has materially affected, or is reasonably
likely to materially affect, its internal controls over financial reporting.
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