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Media Industry
2008 DVD Declines Accelerating with
Wal-Mart Cutting Floor Space

Despite studio executives’ hopes that 2007 DVD sales would finish
the year up year-over-year, the 4Q failed to lift full-year results into
positive territory, with 2007 becoming the first year in which
consumer spending on DVDs declined (which we had predicted in
our DVD Party is Over note on 10/6/2006). Unfortunately the key
Hollywood studios waited (or rather fought) far too long to unify
behind one next generation DVD format (Blu ray has now won)
leading to even greater catalog DVD declines in 2008. We expect
consumer spending on DVDs to decline by 4-5% in 2008 compared
to a 2% decline in 2007, even with next gen (almost all Blu ray)
spending tripling within that overall forecast. The key driver of the
decline is accelerating catalog DVD declines and a first-time decline
in TV DVD spending. See Exhibit A for our industry forecasts.

With media companies speaking at an investor conference this
week, we hope to get a sense as to how each company is dealing
with accelerating declines in its DVD business (ie. for TWX, we
presume restructuring New Line is one example of changes, at least
partially-driven by a more challenging DVD landscape).

The pressure on catalog DVD unit sales is being exacerbated
by a decision from Wal-Mart senior management to “clean-up”
the aisles within the company’s stores — meaning scaling
back/eliminating so-called “dump bins,” many of which contained
loads of ultra-low-cost DVDs.

e While the consumer perception of a DVD’s value is likely to be
improved by eliminating dump bins (good for the home
entertainment biz longer-term), studios that have relied heavily
on deeply discounted catalog sales (meaning the volume of
catalog sales helped “hide” the effects of a weaker new release
slate) will be negatively impacted in 2008.

While Blu ray's growth would normally be expected to slow the
industry’s decline in 2009/2010, we are increasingly concerned
about bandwidth increases (from cable MSOs and RBOCSs) over the
next couple of years that may increase the industry’s growing piracy
problems. In addition, we are seeing an ongoing evolution in digital
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distribution (both paid download and advertising-supported models), which cannot be positive
long-term for the physical formats such as the DVD. While “second session” DVDs (meaning
DVDs that include a digital copy in iTunes, Windows formats) are becoming more visible, it
remains to be seen whether consumers will pay more to purchase a movie that is simply
packaged in multiple forms on a DVD.

Figure A: Consumer Spending on Home Video

$ Billions 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007E 2008E
DVD 0.4 1.5 3.2 6.8 11.6 16.3 20.2 22.3 23.6 23.2 22.2
% Change 259% 118% 113% 71% 40% 24% 10% 0.1 -1.7% -4.6%
VHS 133 " 132 " 128 " 101 " 85 " 57 " 38 15 " 05 " 01 " 0.0
% Change 0% -3% -21% -16% -33% -35% -60% -0.7 -70% -70%
Total Home Video 13.7 14.7 160 7 169 " 202 " 220 7 239 238 " 241 " 234 7 222
% Change 7% 9% 6% 19% 9% 9% -1% 0.0 -3.0% -5.0%

% of Home Video

DVD 3% 10% 20% 40% 58% 74% 84% 94% 98% 99% 100%
VHS 97% 90% 80% 60% 42% 26% 16% 6% 2% 1% 0%
Rental 8.0 8.2 8.2 8.4 8.1 8.1 8.0 7.7 7.6 7.4 7.4
% Change 3% 0% 2% -4% 0% 0% -4% 0.0 -2.0% -1.0%
Sell-Thru 57 " 65 " 78 8.5 1212 " 140 " 159 " 161 " 165 " 159 " 148
% Change 13% 20% 10% 42% 15% 14% 1% 0.0 -3.4% -6.8%

DVD Sub-Categories

TV DVD Sell-Thru N/A N/A N/A 0.8 1.4 2.3 2.9 3.2 3.3 3.2
% Change 75% 62% 25% 12% 4.0% -3.5%
Catalog DVD Movie N/A N/A N/A N/A 5.1 6.2 74 " 75 " 68 7 61
% Change 21% 19% 1% -9.0% -10.0%
New Release Movie DVD N/A N/A N/A N/A 98 " 117 " 1212 " 130 " 131 " 128
% Change 20% 3% 7% 1.1% -2.1%
Standard Def 22.9 21.3
% Change -7.3%
Next Gen 0.3 0.9
% Change 200.0%
DVD Household in US 1.2 4.6 13.0 25.0 40.0 47.0 65.0 84.0 92.0 97.0 99.0
% Change 283% 183% 92% 60% 18% 38% 29% 9.5% 5.4% 2.1%

Source: Kagan, Video Business, Variety, MPAA and Pali Research estimates.
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APPENDIX
IMPORTANT DISCLOSURES AND ANALYSTS' CERTIFICATIONS

Analyst Certification

I, Richard S. Greenfield, hereby certify that the views expressed in this research report accurately
reflect my personal views about the subject companies and their securities. | also certify that |
have not been, and will not be, receiving direct or indirect compensation in exchange for
expressing the specific recommendations in this report.

I, Mark D. Smaldon, hereby certify that the views expressed in this research report accurately
reflect my personal views about the subject companies and their securities. | also certify that |
have not been, and will not be, receiving direct or indirect compensation in exchange for
expressing the specific recommendations in this report.

Analyst Stock Ratings

Pali Research’s ratings are defined as follows:

BUY — A stock that is expected at initiation to produce a positive total return of 15% or greater
over the 12 months following the initial recommendation. The BUY rating may be maintained
following initiation as long as it is deemed appropriate, notwithstanding price fluctuations that
would cause the target to fall outside of the 15% return.

SELL — A stock that is expected at initiation to produce a negative total return of 15% or greater
over the next 12 months following the initial recommendation. The SELL rating may be
maintained following initiation as long as it is deemed appropriate, notwithstanding price
fluctuations that would cause the target to fall outside of the 15% return.

NEUTRAL — A stock that is not expected to appreciate or depreciate meaningfully over the next
12 months.

Disclosure of Distribution of Ratings

Pali Research, the research arm of Pali Capital, Inc. must disclose in each research report the
percentage of all securities rated by the member to which the member would assign a “buy”,
“neutral” or “sell” rating. Below is the distribution of Pali Capital’s research recommendations as
of the end of 2007:

Rating Distribution
Buy | Neutral | Sell
Pali Research 60% |  30% | 10%

As of the end of the most recent calendar quarter (December 31, 2007), Pali Capital, Inc. had
investment ratings on 53 equity securities.
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All required disclosures, including price charts, designating ratings and price targets on all Pali
Research-rated stocks are available upon request by contacting msmaldon@palicapital.com.

Subject companies in each rating category for which Pali Capital has provided investment
banking services within the last 12 months is 0%

Unless otherwise noted, all prices are as of the close on March 7, 2008.

General Risks of Equity Investing

Investors need to be aware that investments in equity securities may pose significant risks due to
the inherent uncertainty associated with relying on forecasts of various factors that can affect the
earnings, cash flow and overall valuation of a company. Any investment in equity securities
should be facilitated only within the context of diversification by asset class, industry, company,
as well as investment objectives and time horizon.

For additional information, please contact your Pali sales and trading representative at (212) 259-
2000.

OTHER DISCLOSURES

Companies Mentioned:

Time Warner (TWX, $14.86, NYSE, rated Neutral)

Wal Mart (WMT, $49.90, NYSE, not rated)

Copyright 2008 Pali Research, the research arm of Pali Capital Inc. All rights reserved. Any unauthorized use or

disclosure prohibited.

Pali Capital, Inc. ("Pali") does not accept orders via email, please contact your Registered Representative for execution
assistance.

Neither the information nor any opinion expressed constitutes an offer, or an invitation to make an offer, to buy or sell any
securities or any options, futures or other derivatives related to such securities ("related investments"). This publication
was furnished on the condition that it will not form a primary basis for any investment decision. Each investor must make
its own determination of the appropriateness of an investment in any securities referred to herein based on the legal, tax,
and accounting considerations applicable to such investor and its own investment strategy.

Pali Capital Inc. does not have investment banking relationships with the firm(s) whose security is mentioned in this
report. Neither the analysts responsible for this report nor any related household members are officers, directors, or
advisory board members of any covered company. No one at a covered company is on the Board of Directors of Pali
Capital Inc. Neither Pali Capital Inc. nor any of its owners, officers or employees own shares equal to one percent or more
of the company in this report.
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