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Introduction:

For my Master’s Colloquy, I have chosen to write on Investing in the Media
& Entertainment Industry, incorporating an analysis of corporate governance
and financial risk assessment of companies with large as well as
small capitalization.

In order to provide a sound understanding of business practices in the
entertainment space, this paper dwells into a qualitative as well as
quantitative study of the financial aspects of 5 multi-national entertainment
companies. In my attempt to cover the entertainment industry in as much
entirety as possible, the companies’ chosen have ventures in areas like live
concerts, film & television production, content  distribution, theme

parks, new media technology etc. The companies selected for this study are

as follows:
INVESTING IN THE ENTERTAINMENT INDUSTRY
# Name of the Company Sector
1 The Walt Disney Company Films + Parks & Resorts + Consumer Products + Media Networks
2 [ Madison Square Garden Company Live Entertainment + Media Networks
3 Live Nation Entertainment Live Entertainment + Ticketing + Merchandising
4 Netflix Inc. On-demand Internet Media Streaming
5 Pandora Media Inc. Internet Radio and Music Recommendation Service

Source: Company Website — About Us / Overview Section




This paper is written with an approach towards analyzing an entertainment
company’s strategic position relative to its peers and assesses its viability going
forward. It involves a sanity check of the company’s financial statements, based
on which a precise assessment of risk is derived upon. Moving forward sometimes

companies shall be referred to by its respective stock ticker symbols i.e.

# Name of the Company Ticker Symbol
1 The Walt Disney Company DIS

2 Madison Square Garden Company MSG

3 Live Nation Entertainment LYV

4 Netflix Inc. NFLX

5 Pandora Media Inc. P

Source: NYSE and Nasdaq

A) Corporate Governance-
1) Executive Management:
“Take away my people, but leave my factories, and soon grass will grow on the
factory floors. Take away my factories, but leave my people, and soon we will
have a new and better factory.” ~ Andrew Carnegie
To come up with an effective investment thesis, it is important to know about the
people managing a company and its governance rationale. Let us start with an
analysis of Corporate Governance for each of the 5 companies. The table below on
the next page gives a snapshot of the executives of each company. The Walt

Disney Company, Madison Square Garden Company and Live Nation



Entertainment have 5-6 executives listed, while as we move towards the tech
companies the number of executives running the company increases to 12 for
Netflix and 9 for Pandora. The average compensation for executives is highest for
DIS at $19.5 million, which does not seem unusual as it is the company with the
highest market capitalization of $122.6 billion amongst the chosen set of 5
companies. However, the second highest average reported compensation for
executives is for Live Nation at $16.70 million apart from the fact that its market
capitalization is a mere $3.82 billion. This gives us a sense of a highly
disproportionate executive compensation structure compared to the market value
of equity and shows one of the reasons for a high dependence on long-term debts
in Live Nation Entertainment. The least executive compensation is for Pandora
Media at $0.80 million. This may be due to a high employee turnover rate of
executives at the company amidst the several turbulent stages that it has been
during recent times. The average age of the executives is between early 50s to
early 60s for companies having a legacy of several decades i.e. DIS and MSG,
while the average age of executives drop to mid 40s for rest of the recently
founded and new media technology companies. Average tenure of executives at
each company helps us gage the employee turnover rate for executives, which

seems to be very high for Pandora Media and Madison Square Garden Company



with the executive team changing ever 3+ years. The maximum tenure for
executives is at Disney at 9.2 years followed by 8.2 years for Netflix.

It is important to establish- how independent is the relation between ownership of
the company vs. management of the company. This can be gaged by analyzing the
number of executives present on the board of directors of a company. As one may
notice in the table below for all of the companies except Pandora, only one
executive is present on the board, which suggests there is a fairly high amount of
independence between ownership and management.

A high independence is a sign of generally leading to fewer conflicts of interests
amongst decision makers in a company. In a case where there is independence
between the two, it is important for the management to be suitably responsive to
the stakeholders of the firm. For a detailed look and specific identification of
executives for each company please refer to the APPENDIX C - Exhibit of

Executives / Board of Directors / Committees on page 59.

Executive Analysis
The Walt Disney | Madison Square Live Nation . Pandora
. Netflix Inc. .
Company Garden Company Entertainment Media Inc.

# of Executives 6.00 6.00 5.00 12.00 9.00
Avg. Reported

Compensation (MM) 19.50 4.10 16.70 7.60 0.80

Avg. Age 61.30 53.00 47.50 45.00 46.14

Avg. Tenure 9.20 3.60 5.80 8.20 3.90

Executives on Board 1.00 1.00 1.00 1.00 2.00

Source: Definitive Proxy Statement. SCHEDULE 14A




2) Chief Executive Officer — A Background Check:

An important step in corporate governance analysis is identifying and analyzing
information about the current CEO of the company. This section shall shed light
on insights such as, the tenure of current CEO of each company along with an
analysis of his/her career progression in becoming the CEO. It will establish
whether he/she has risen through the corporate ladder within a company or has
taken the position from outside the company. Also, if a business family runs the
company, does the CEO come from within the family?

Amongst the 5 chosen publicly listed companies only Madison Square Garden
Company can be considered as a Family business, owned and operated by the
famous Charles F. Dolan & Family. It is key to note that the CEO of MSG- Mr.
Hank Ratner is not a member of the Dolan Family. It is not uncommon to see large
family owned businesses to have a CEO outside from the family, as it enables
efficient and unbiased decision-making, establishing a strong faith amongst
investors of the company towards management of the company.

Referring to the table below Mr. Reed Hastings, the CEO of Netflix has been at
the position for the maximum tenure, since 1997. He is also the co-founder of
Netflix. The most recent CEO appointment amongst chosen companies has been
of Mr. Brian McAndrews as the CEO of Pandora Media. But as this appointment

has been fairly recent (11" September, 2013) and due to the lack of data available



of him we shall be considering the Ex-CEO of Pandora Media since 2004, Mr.

Joseph Kennedy in our analysis.

Amongst the 5 CEO’s 3 have studied in one of the top ranking universities in the

United States and are with a Master’s degree and beyond.

CEO - Background Check

Family
Name of CEO CEO Part of .
Company CEO Since Run Fanny Alma mater Degree/Major
Company
The Walt Disney Robert A. 2000 No N/A Ithaca BSC. In TV & Radio
Company Iger College
Madison Square Hank 2009 Yes No E‘mor\‘/ Doctorate of Law
Garden Company Ratner University
Live N'atlon Mlchael 5005 No N/A Lal'<ehea'1d Business
Entertainment Rapino University
Bowdoin
. Reed College / BS. Mathematics / MS.
Netflix Inc. Hastings 1997 No N/A Stanford Computer Science
University
Princeton BS. In Electrical
. Joseph University / Engineering &
Pandora Media Inc. Kennedy 2004 No N/A Harvard Computer Science /
University MBA

Source: Executive Profile & Biography - Businessweek

Further, let us have a look on the compensation structure of each CEO. The below

table on the next page identifies the most recent reported compensation along with

portraying the composition of remuneration, dissecting in the form of Cash Salary

vs. Annual Cash Bonus vs. Equity Stock Options etc.

The highest earning CEO is Mr. Robert Iger of Disney with a massive total

compensation of $40,227,848, while the lowest compensation is for Mr. Reed




Hastings of Netflix at $5,544,441. It is interesting to notice patterns with respect to
the compensation structure amongst new media technology companies vs. non-
tech companies. ‘Stock Options’ cover approx. 90.79% and 92.77% of the total
compensation for CEO’s of Netflix and Pandora as compared to 23.70%, 35.52%
and 66.70% of the total compensation for CEO’s of DIS, MSG and LYV
respectively. On the other hand, ‘Bonus / Non-Equity Incentive Plan / All Other
Compensation’ covers 70%, 48% & 26% for DIS, MSG and LYV compared to
0.02% and 2.67% for Netflix and Pandora respectively, of the Total
Compensation. Cash Salary is highest for the CEO of MSG at 16.41% of the total

compensation while the lowest is for the CEO of Pandora at 4.57%.

CEO - Compensation Analysis (U.S. $)

Bonus / Non-
Total Stock Equity Incentive
Company CEO Compensation KLETi Options Plan / All Other
Compensation
The Walt Disney Company Robert A. Iger 40,227,848 | 2,500,000 9,532,500 28,195,348
, | Madison Square Garden Hank Ratner 7,611,713 | 1,248,923 | 2,703,487 3,659,303
Company
3 | Live Nation Entertainment Michael Rapino 28,479,535 | 2,200,000 18,994,846 7,284,689
4 Netflix Inc. Reed Hastings 5,544,441 509,615 5,033,860 966
5 Pandora Media Inc. Joseph Kennedy 8,758,643 400,000 8,125,218 233,425

Source: Definitive Proxy Statement. SCHEDULE 14A and Bloomberg Terminal — Corporate Governance
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3) Board of Directors:
The next step is to identify and analyze the Board of Directors of each company.
Points touched in this section are; the number of members in the board of directors
of a company and for how many years have they been as board members.
Referring to the table on page after the next, Madison Square Garden Company
has the biggest board with 12 members while Netflix and Pandora both have a
board consisting of 8 members. The turnover rate for board members is very low
for Netflix and Disney at 9.30 and 9.80 years respectively while the highest
turnover rate is for MSG with members changing after tenure of just above 3
years. One may notice a direct correlation between the number of members in a
board and average tenure of board.
It is also important to know the composition of the board with respect to how
many insiders i.e. either managers or employees of the respective company are in
the board vs. outsiders. Amongst the chosen companies approx. 90% of the
directors in their respective boards are non-employee directors but most of them
do hold the company stock while serving on the position as a board member.
The highest % number of shares held by the members of the board is by the
technology companies- Pandora at 2.80% followed by Netflix at 1.90%; while for
the non-tech companies there is an inverse correlation between their market

capitalization and the % number of shares held by the members of the board. For
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instance the market capitalization for LYV, MSG, DIS is $3.82 billion, $4.43
billion and 122.60 billion respectively and the % number of shares held by the
members of the board are 0.90 %, 0.50 % and 0.10 % respectively. As one can see
from the below table, voting control % of the board members are relatively in
proportion to the number of shares held by the members of the board.

The average meeting attendance by board members for each of the companies is
consistent at 75%. This percentage is in accordance with the regulatory
requirements of the attendance policy set by the SEC for publicly listed
companies.

It is also key to check of any connections an outsider board member may have
with the company with respect to a relationship such as a vendor/client/customer
etc. An interesting point to touch on is- how many executives in the board are
chief executive officers of other companies and also of any large stockholdings
held by any respective board members or any form of representation by them of
someone holding a large amount of stock in the company. For a comprehensive
look into the management’s stock holdings in different companies refer to
APPENDIX B - Exhibit of Management’s Holdings on page 56.

Madison Square Garden Company has 7 out of 12 board members present on the
board of its peer companies, which I consider a significantly high number. Being a

family-run business it is an evident characteristic to maintain a close control over
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the peer companies associated with the parent company. This strategy may also be
the reason of MSG to have such a big board of 12 members.

One may further notice that almost all board members of a particular company are
on the board of some other company. This has become a ubiquitous phenomenon
with respect to boards of companies and it is interesting to see how effectively the
elitist class has maintained a relationship system, favoring executives of the upper
echelons. For a detailed look and specific identification of Board Members and
Committees for each company please refer to the APPENDIX C - Exhibit of

Executives / Board of Directors / Committees on page 59.

Board Member Analysis
The Walt Disney | Madison Square Live Nation Netflix Inc Pandora
Company Garden Company Entertainment ’ Media Inc.
# of Board Members 10.00 12.00 11.00 8.00 8.00
Non-Employee 9.00 11.00 10.00 7.00 6.00
Directors

Members Owning 10.00 8.00 11.00 6.00 6.00
Shares

Shares Held % 0.10 0.50 0.90 1.90 2.80

Voting Control % 0.10 0.61 1.00 2.05 3.25

Avg. Meeting

Attendance % 75.00 75.00 75.00 75.00 75.00

On Boards of Peers 0.00 7.00 1.00 2.00 0.00

On Boards of Other 10.00 10.00 9.00 8.00 7.00

Companies

Average Age 60.30 50.50 47.00 51.00 57.40

Average Tenure 9.80 3.10 4.90 9.30 4.50
(Years)

Source: Definitive Proxy Statement. SCHEDULE 14A and Bloomberg Terminal — Corporate Governance
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4) Structure of Voting Rights:
In the corporate world, it is not uncommon to see differences in voting rights
offered by shares owned by the executives in a board. This is done by creation of
Voting and Non-Voting Classes of shares by corporations for assisting in better
management control. For instance, a company might create Class A Shares which
has voting rights set as 1 Share : 1 Vote and Class B Shares which consists of
voting rights as 1 Share : 10 Votes. The table below helps us in identifying
whether present executives and directors own a disparate amount of shares, which

offer disproportionate voting rights in favor of them.

Combined Voting Power of all Executives & Directors as a group
based on Class B Shares held

The Walt Disney Company <1.0%

Madison Square Garden Company 86.15%

Live Nation Entertainment
(Liberty Media Corporation - 26.75%, 3.60%
Shapiro Capital Management - 8.45%)

Netflix Inc. 9.72%

Pandora Media Inc. 31.64%
Source: Definitive Proxy Statement. SCHEDULE 14A and Bloomberg Terminal — Corporate Governance

The executives and directors of Madison Square Garden Company have an
enormous voting power 86.15%, again indicating a strategy to maintain significant
control over the company by and within the Dolan family. While quite the

opposite, The Walt Disney Company’s executives and directors have a voting
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power of less than 1%. This is because Disney has been in the entertainment
business for decades and is at the mature stage. Numerous institutional investors
from all over the globe have been marginal investors during Disney’s several
cycles of growth. Live Nation Entertainment’s Form DEF 14 — Proxy Statement
indicates that executives and directors have a voting power of only 3.60%. But one
may not ignore that two peer companies which stand out with the voting powers in
LYV are Liberty Media Corporation with 26.75% of voting rights and Shapiro
Capital Management with 8.45% of voting rights. Thus, the two mentioned

companies and executive group combined hold 38.8% of voting rights.

5) Firm vs. Financial Indices:
In order to determine the degree of an investment, it is important to understand the
interaction between a company and the different financial indices it trades in. In
this section I have derived insights by looking into the number of Wall Street
analysts following each company. Also, as heavily traded shares are an indicator
of true value reflected by market prices as compared to lightly traded shares, a
look at the trading volumes of each respective stock gives us a not so imprecise
idea of the valuation sentiment with respect to each company amongst traders on

Wall Street. It also helps gage the volatility of a company stock. Also, the ease of
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availability of a company’s financial information in the markets is a key indicator

of the financial health of a company.

Indices
NYSE Nasdaq S&P 500
The Walt Disney Company X
Madison Square Garden Company X
Live Nation Entertainment X
Netflix Inc. X
Pandora Media Inc. X

Source: NYSE, Nasdaq and Standar & Poor’s Indices

As the above table shows Disney, Live Nation and Pandora are listed on New
York Stock Exchange, while Madison Square Garden Company and Netflix are
listed on Nasdaq. Only Walt Disney Company is a part of the Standard and Poor’s
500 index. With respect to the latest Fortune 500 / 1000 list- Disney is ranked at

#66, Live Nation Entertainment is ranked at #439 and Netflix is ranked at #629.

Company Stock Summary
Market Avg. Vol. Price to Earning Earnings per
Capitalization (B) galvianes (3m) Ratio (P/E) Share (EPS)
The Walt Disney
122.60 46.53 -69.87 | 7937790.00 20.78 3.30
Company
Madison Square Garden 4.43 41.50-63.44 | 389031.00 30.87 1.88
Company
Lve Nation 3.82 8.39-19.79 | 1185680.00 22.98 10.56
Entertainment
Netflix Inc. 19.74 74.50-389.16 | 3629590.00 278.72 1.20
Pandora Media Inc. 4.55 7.08 - 28.26 11151100.00 -113.00 -0.28

Source: Yahoo Finance and Bloomberg Terminal > Stock Summary
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Expanding on the stock summaries from the previous chart one may notice that the
% change between 52-week low price vs. 52-week high price of the companies is
the highest for Netflix with 422.36% followed by Pandora with 299.15% and
LYV, MSG and DIS at 135.88%, 52.87% and 50.16% respectively. It is
interesting to note that the average 3-month trading volume is highest for Pandora
which is also the only company having a negative Price to Earning Ratio at -113.
Generally a high price to earning ratio would be considered as an indication that
the investors are expecting a high growth in earnings of the company in near
future. Thus, there seems to be a high possibility that the high 3-month volume of
Pandora Media stock is due to a lot of sell-side activity. Vice-versa, Netflix has the

highest price to earning ratio of 278.72 amongst the chosen companies.

Equity Research Analyst Stats
The Walt Disney Madison Square Live Nation . Pandora
. Netflix Inc. .
Company Garden Company Entertainment Media Inc.
# of Analysts 26.00 7.00 6.00 26.00 18.00
Avg. Rating 4.04 4.01 4.08 3.89 3.89
Minimum Analyst Return
% -44.41 6.00 -6.23 -72.98 -44.41
Maximum Analyst Return
% 55.44 55.44 40.89 86.25 59.70
Median Analyst Return % 25.82 33.68 30.74 27.64 32.25
Median Benchmark % 27.65 25.84 28.33 26.68 29.24
Buy Recommendation % 56.00 56.00 55.00 52.00 52.00
Hold Recommendation % 40.00 39.00 44.00 40.00 41.00
Sell Recommendation % 4.00 5.00 1.00 8.00 7.00

Source: Bloomberg Terminal > Equity > Analyst Recommendations
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Generally, companies that have a large number of analysts being followed tend to
be increasingly meticulous and transparent about their transactions with the
markets as compared to otherwise. From the data above we see that Netflix and
Disney are the companies which maximum number of analysts (26) follow.
Interestingly one may see a pattern that the only two live concert entertainment
companies - MSG & LYV, amongst the chosen ones are followed by the least
number of analysts — 7 and 6 respectively. The average rating given by all analysts
following their respective companies range from 3.89 to 4.08. If the chosen 5
companies were considered as sample for the industry, one may consider this as
the range of stock rating for the entertainment industry as a whole. Once again
with respect to the minimum analyst return percentages as suggested by the
analysts MSG and LYV are at 6% and -6.23% respectively, which is the lowest
minimum return i.e. downside for a stock as compared to the new media
companies- Netflix and Pandora at -72.98% and -44.91%. Disney even though is
not a technology company shows a significant minimum downside of -44.41%.

The maximum analyst return % as per the analysts is for Netflix at 86.25%
followed by its tech peer Pandora Media at 59.70%. Currently, as per the analyst
numbers Madison Square Garden Company seems to be the best investment
considering the maximum upside (55.44%) to minimum downside (6%) returns.

With respect to recommendations 52% - 56% of analysts recommend to buy stock
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of the chosen entertainment companies, while 40% - 44% of the analysts
recommend holding the stock. These recommendations itself shows the
tremendous upside potential of stocks of the entertainment industry as a whole.
The highest selling recommendations amongst our chosen companies are for the
tech companies with 7% - 8% of analysts suggesting to take a sell position for

Pandora and Netflix respectively.

6) Corporate Social Responsibility (CSR):
During recent times Corporate Social Responsibility for each company has
become increasingly important with respect to keeping social costs in check. One
may not ignore CSR as a factor to look into while considering socially responsible
long-term investments in a company. In this section, I shall gage the social
standing of each company on a global scale. This will help assess whether the
company holds a good/bad reputation as a corporate citizen and the reasons behind
it. In order to analyze CSR standings for our firms, the benchmark/metric provided
by Bloomberg Inc. is used. Bloomberg releases a company-wise proprietary metric
on a yearly basis called as “Environmental, Social & Governance Score”,
commonly known as the ESG Score, which is considered as one of the most robust
measures for CSR amongst corporations. The score fluctuates according to

disclosure made by the respective individual companies. The scores are ranging
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from 0.1 for companies with minimum amount of ESG disclosure to 100 for
companies with disclosure on every single ESG parameter as specified. Every data
metric is weighted according to its importance in the overall score. For example,
Greenhouse Gas Emissions hold a greater weight than other disclosures in the
Environmental Metrics, while Board of Directors data carry more weight
compared to other disclosures under Governance Metrics and Workforce data
carries more importance compared to others in the Social Metrics. Also, to
maintain absolute relevance, calculation of all metrics and scores are tailored to
the different industry sectors under which the respective company falls in.

Some of the parameters considered while calculating Environmental Disclosure
Score’s are - Greenhouse Gas Emissions, Waste Produced etc. while the Social
Disclosure Score includes — Total Number of Employees, % of Women in
Workforce, % of Women in Management, % of Minorities in Workforce, % of
Minorities in Management and Community Spending etc. For the Governance
Disclosure Score, Bloomberg takes into consideration — Size of the Board,
Number of Independent Directors, Board Duration, Number of Board Meetings, %
of Board Meeting Attendance and Political Donations etc.

Metrics for all of the above mentioned parameters are then weighted and
consolidated to come up with a single ESG Score. In the chart below, our 5 chosen

companies have been ranked according to this ESG Disclosure Score.
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Corporate Social Responsibility - Rankings
Rank Company ESG Disclosure Score
1 The Walt Disney Company 37.60
2 Netflix Inc. 14.05
3 Madison Square Garden Company 13.22
4 Pandora Media Inc. 11.16
5 Live Nation Entertainment 9.92

Source: Bloomberg Terminal > Sustainability Index > ESG Disclosure Scores

For investors considering a socially responsible investment, The Walt Disney
Company ranks first with the highest ESG disclosure score of 37.60, followed by
Netflix Inc. at 14.05, followed by Madison Square Garden Company at 13.22,
while the 4™ and 5™ ranks are Pandora at 11.16 and Live Nation Entertainment at a
score of 9.92. It is interesting to notice that there is no single pattern evident with
respect to the Corporate Social Responsibility Analysis, which is unlike rest of the
other parameters analyzed above. This shows that the social responsibility
decisions are utterly firm specific and subjective for each company.

For an itemized look at the ESG Disclosure metrics for The Walt Disney
Company, please refer to APPENDIX D - Example of Walt Disney Company’s

Environmental, Social & Governance Disclosure Score on page 67.
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B) Stockholder Analysis:
After understanding the relationship dynamics of the chosen firms with society
and markets, let us move to the next step and drill down on the stakeholders of the
firm. It is key to know the number of investors holding outstanding shares of a
company and what percentage of them are individual vs. institutional investors.
The three tables below will help us in conducting an Institutional / Insider /
Individual-holding analysis. Insider Investors are essentially any entity apart from
directors/managers of the company holding more than 5% equity of the company.

It is important to analyze from the perspective of identifying Marginal
Stakeholders for each of the respective companies, as this lays the foundation for
analyzing risk of each of these firms. A marginal investor is the investor who
trades heavily on margin and plays a prominent role in setting the price of stocks
in the market. Two conditions need to be satisfied for an investor to be considered
as a marginal investor:

1) The investor needs to be having a large holding.

2) The investor needs to be conducting trading actively.
An investor can be holding a large percentage of stocks but will not be considered
a marginal investor if he is dormant with respect to trading equities held. E.g. As
of Oct 3, 2013, Mr. Larry Ellison - CEO of Oracle Corporation holds

1,110,434,580 shares worth $36,933,054,130 making him the single largest
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investor in the company (and the third richest man in the world) but he is not
considered as a marginal investor as there has rarely been any selling activity from
his stake making it a highly illiquid holding.

My reason to emphasize on identifying the Marginal Investors is because the
fundamental assumption with respect to return and risk models is that a marginal
investor is absolutely well diversified and thus the only risk which matters is the
non-diversifiable risk. Now, this assumption will likely to be held true and correct
if an institutional investor is a marginal investor. Vice versa, if an insider
individual investor is the marginal investor, the above-mentioned assumption can
be precarious, as a majority of the insider individual investors are not suitably
diversified enough.

As we see from the three charts on next page, it is clearly evident that the marginal
investors are institutional investors for all our chosen companies. Thus, the
marginal investors for all firms are to be considered as well diversified for our
further study of assessing various risk parameters.

The two technology firms Netflix and Pandora along with Madison Square Garden
Company have an institutional ownership of more than 90%, While The Walt
Disney Company and Live Nation Entertainment have an institutional ownership
of ~70 to 75%. The total number of active investors i.e number of buyers +

holders + sellers are the highest for Disney at 3474 institutions followed by Netflix
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at 989 institutions. Interestingly the lowest numbers of institutions investing are
for Pandora at 433 institutions but Pandora Media has the highest percentage of
institutional ownership at 98.49%. For a comprehensive look at the top 20
investors for each of the chosen companies please refer to the APPENDIX A -
Exhibit of Current Holdings on page 53.

The reason for the highest number of active investors for Disney and Netflix can
be attributed to the number of selloffs, which are also highest for Disney and
Netflix at 121 and 70. Further, the volatile nature of Technology firms can be
identified through the percentage change in institutional holdings for Netflix at

+8.59% and Pandora Inc. for -7.98% as compared to the 0.33%-0.37% range for

Disney and MSG.
Institutional Ownership Summary
The Walt Disney | Madison Square Live Nation . Pandora
. Netflix Inc. .
Company Garden Company Entertainment Media Inc.
% of Shares Held 70.24 97.53 75.52 96.85 98.49
% of Float Held 77.64 99.57 105.98 99.14 103.35
# of Holders 2000.00 301.00 292.00 604.00 269.00
# of Buyers 626.00 102.00 96.00 198.00 85.00
# of Sellers 848.00 103.00 81.00 187.00 79.00
# of New Buyers 152.00 43.00 61.00 114.00 87.00
# of Selloffs 121.00 33.00 47.00 70.00 52.00
% change in
Institutional Holdings 0.33 0.37 -1.20 8.59 -7.98

Source: Bloomberg Terminal > U.S. Equity > Corporate Governance > Ownership Summary and Yahoo Finance
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Referring to the insider ownership summary from the table below on next page,
Live Nation has the highest number of insider owners — 24, while the lowest
numbers of insider owners are for Madison Square Garden at 13 insiders. The
highest percentage of shares held by insiders is for Pandora Media with 15 insiders
holding 4.22% equity of the company compared to Netflix and Live Nation at
2.23% and 2.44%, followed by Madison Square Garden at 1.91%, while the
lowest percentage of insider holding is also for the company with the highest
market capitalization i.e. Disney at 0.13%.

Family control is increasingly evident for Madison Square Garden Company as it
has a mere one insider seller of stock with the number of shares sold at a minimal -
1000 shares, which corresponds to a percentage of change in holdings close to 0%.
The highest number of sellers is for Netflix Inc. with 11 sellers selling off 350+
thousand shares. Live Nation Entertainment has the second to last highest number
of sellers with 5 insider sellers but has the highest number of shares sold i.e.
815,182 shares. One noticeable fact is that for all of the firms the number of
buyers and shares bought amongst insider owners is nil. This shows the effect of
stringent insider trading rules and regulations implemented by the Securities and
Exchange Commission, which have become increasingly important after the

financial crisis of 2008 and the occupy wall street movement.
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Insider Ownership Summary
The Walt Disney | Madison Square Live Nation Netflix Inc. Pandora
Company Garden Company Entertainment Media Inc.
% of Shares Held 0.13 1.91 2.44 2.23 4.22
% change in Holdings -3.92 0.00 -13.16 -3.28 -3.67
# of Insiders 18.00 13.00 24.00 19.00 15.00
# of Buyers 0.00 0.00 0.00 0.00 0.00
# of Sellers 6.00 1.00 5.00 11.00 7.00
# of Shares Bought 0.00 0.00 0.00 0.00 0.00
# of Shares Sold 154694.00 1000.00 815182.00 353378.00 194574.00
Avg. Open Mkt. Buy
Price 0.00 0.00 0.00 0.00 0.00
Avg. Open Mkt. Sell
Price 66.94 59.65 18.14 234.85 18.87

Source: Bloomberg Terminal > U.S. Equity > Corporate Governance > Ownership Summary and Yahoo Finance

The below table gives a snapshot of the percentage of shares held by Individual
Investors in a company. All of the companies except for Pandora Media Inc. have
individual investors in the range of 2.05% to 2.76%. Pandora has the highest
percentage of individual investors at 4.17%, a characteristic that is often evident

amongst new media technology firms.

% of Shares held by

Individual Investors
The Walt Disney Company 2.76
Madison Square Garden Company 2.05
Live Nation Entertainment 2.41
Netflix Inc. 2.36
Pandora Media Inc. 4.17

Source: Definitive Proxy Statement. SCHEDULE 14A Proxy Statement Pursuant to Section 14(a) of the Securities

Exchange Act of 1934
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Now, in order to get a better sense of the Institutional Holding and Insider Holding
numbers mentioned above, let us compare it to the Industry specific benchmarks.
Value Line, the NYC based, financial research and investment publishing firm
maintains a database of 6177 companies across various industries for Insider /
Institutional Holding. As stated in the below table, from the master database, I
have extracted data only for the industry verticals closely related to entertainment
industry. Data for a total of 415 firms across Advertising, Cable TV,
Entertainment, Internet, Technology and Recreation etc. suggest that the Insider
Holdings are at an average of 17.27% compared to 2.19% for our chosen firms,
while Institutional Holdings are at an average of 49.12% compared to 87.77% for
our chosen firms. This shows that the marginal investors for all our chosen firms
are not only extremely well diversified but also significantly more diversified than

the entertainment industry at a whole.

Value Line - Insider / Institutional Holding Industry Benchmarks

Industry Name Number of Firms Insider Holdings Institutional Holdings
Advertisement 32 12.81% 54.78%
Cable TV 20 22.13% 51.22%
Entertainment 76 31.07% 45.26%
Entertainment Tech 42 10.99% 42.40%
Internet 194 12.82% 39.48%
Recreation 51 13.80% 61.59%
Sum / Average for % 415 17.27% 49.12%

Source: Value Line database of 6177 firms and Useful Data Sets — NYU Stern School of Business
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C) Risk Assessment and Return Analysis:

Now that we have a decent insight into Corporate Governance as well as the
Stockholders of our chosen companies, let us take a step further and dwell into
assessing the quantitative risk metrics for each of the companies.

Fore mostly, let us try to find out - What is Risk?

Most of the English dictionaries define risk as a negative term and explain it from
a viewpoint of averseness. For example: Some versions of Merriam-Webster
Dictionary define risk as “the possibility of something bad or unpleasant (such as
an injury or a loss) will happen”. While, another version defines risk as “exposure
to danger or hazard”. I personally find the Chinese way of defining risk rather
interesting as it gives an additional perspective and widens the scope of the word.

The Chinese symbol for risk is as follows: f& 1

The first character denotes “Danger” while the second is the character that
symbolizes “Opportunity”. The combined word denotes a blend of danger and
opportunity and thus one may not have one without the other. This notion is the
basis for the fundamental phenomenon in world of finance that a high risk shall
render a high return and vice versa.

The below diagram by Google Books Ngram Viewer gives a brief idea of the

origin and progression of the word ‘Risk’:
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Origin

ITALIAN
risco
anael FRENCH
risque risk
ITALIAN nsquer :
rischiare

Also, the high importance of the term ‘Risk/risk’ in recent times can be seen
through the below graph by Google Books Ngram Viewer. From 1800 to 2008, the

red line denotes the use of the word ‘risk’, while green line is for the word ‘Risk’

in books and other publications.
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Risk with respect decision-making is highly subjective amongst human beings. An

individual’s personality, surroundings, circumstances and situations etc. determine
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the amount of risk he is willing to take. With respect to financial risk generally the
trends denote that individuals who have less disposable income are inclined to be
more averse to risk. On the other hand, people with high disposable income such
as day traders and hedge fund managers are kind of risk lovers. Let us briefly have

a look at the two fundamental types of risks in our financial system.

Systematic Risk and Unsystematic Risk:

Systematic risk involves the risk associated with respect to macro-economic
conditions. National / International level changes effect companies, organizations,
institutional as well as individual investors. Theoretically and virtually it is
impossible to protect oneself from Systematic Risk. The statistical term for
Systematic Risk is R* (R Squared), which we shall refer to a number of times in
the risk analysis for our chosen 5 companies.

Unsystematic risk is quite on the opposite level and is the risk which effects
individual firms or a small number of assets. It is also know as “Specific Risk”. A
statistically proven method to reduce or eliminate unsystematic risk is the
phenomenon called diversification.

Apart from the two mentioned types of risks some examples of more specific

types of risks to be stated are: ‘Credit Risk / Default Risk’, ‘Country Risk’,
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‘Foreign-Currency Risk’, ‘Prime Rate Risk’, ‘Political Instability Risk’, ‘Index

Volatility Risk’ etc.

WACC - Weighted Average Cost of Capital:

I have conducted the Risk Assessment and Return Analysis with an objective to
determine a precise weighted average cost of capital, commonly known as WACC
for each of our chosen entertainment firms. The WACC, also known as ‘the hurdle
rate’ colloquially, is expressed as the minimum percentage return, which a
company must achieve in order for any project or investment to be determined
financially viable. For any given project or investment the hurdle rate is directly
proportional to the risk associated with it. i.e. the higher the risk, the higher would
be the hurdle rate.

From a corporate finance and company management perspective, a WACC can be
regarded, as the rate of return that a company should pay to its capital contributors
and security holders who finance its operations. Some examples of various sources
via which companies’ raise capital to fund its projects are — Common / Preferred
stock equity, Short / Long-term debts, convertible debts, pension liabilities,
warrants/options and subsidies from government etc. Most of these sources can be

classified into two main categories of source of capital — Debt and Equity. The
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concept, which identifies these sources of capital and their respective proportion
for each company, is commonly known as the ‘Capital Structure’.

The return generated on various securities from their respective category of debt or
equity in the capital structure is varied and not the same. The Weighted Average
Cost of Capital is computed taking into consideration corresponding weights for
each of the different components of capital in the capital structure. Mathematical
formula for WACC can be seen as follows:

D E

WACC = — 2 K, +—— K.
D+E ““TDIE

Where:

D = “Total Debt in Capital Structure”

E = “Total Equity in Capital Structure”

K,;=“Cost of Debt”

K. = “Cost of Equity”

Essentially, the weighted average cost of capital is the % of debt in the capital
structure times the cost of debt plus the % of equity in the capital structure times
the cost of equity. The conclusion of this thesis shall constitute a WACC for each
of the 5 chosen entertainment companies.

Let us have a look at the Capital Structure and the proportion of debt and equity of

our chosen companies as of the most recent quarter, in the below table:
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Capital Structure Analysis

% of Debt % of Equity Total %

The Walt Disney Company 10.90% 89.10% 100.00%
Madison Square Garden Company 0.00% 100.00% 100.00%
Live Nation Entertainment 32.80% 67.20% 100.00%
Netflix Inc. 2.70% 97.30% 100.00%

Pandora Media Inc. 0.30% 99.70% 100.00%

Source: FORM 10-K. ANNUAL REPORT

Also, the below charts give us a segregated representation of the Debts in terms of

Short Term Debt and Long Term Debt as well as Equity proportions in terms of

Common Stock and Preferred Stock in percentages.

The Walt Disney Company:

Capital Structure (Millions of USD)

N

Market Cap
ST Debt
B LT Debt
Pref. Eqty
Total

Source: Bloomberg Terminal > Capital Structure > WACC
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Madison Square Garden Company:

Capital Structure (Millions of USD)

Market Cap
ST Debt

LT Debt 0.0
Pref. Eqty 0.0

Total 4,463.

Source: Bloomberg Terminal > Capital Structure > WACC

Live Nation Entertainment:

Capital Structure (Millions of USD)

Market Cap
‘ ST Debt
BLT Debt

Pref. Eqty
Total

Source: Bloomberg Terminal > Capital Structure > WACC
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Netflix Inc.:

Capital Structure (Millions of USD)

Market Cap
ST Debt
BLT Debt

Pref. Eqty
Total

Source: Bloomberg Terminal > Capital Structure > WACC

Pandora Media Inc.:

Capital Structure (Millions of USD)

Market Cap
ST Debt
I LT Debt

Pref. Eqty
Total

Source: Bloomberg Terminal > Capital Structure > WACC

As we can observe from the above table, Live Nation Entertainment is highly
levered and has the highest percentage of debt at ~33% followed by the Walt

Disney Company at ~11%. Netflix has a small percentage of debt at 2.7% while

35



Pandora Media and Madison Square Garden have minimal debt close to nil %.
Further on, we will use these percentages of Debt as well as Equity to calculate the
‘Weighted Average Cost of Capital’ for each company.

Now that we have the weights of each source of capital in the capital structure for
each firm, the next step is to calculate the cost of raising capital from these sources

1.e. Cost of Equity and Cost of Debt for each firm.

CAPM - “Capital Asset Pricing Model”:

Across Wall Street and on the whole - financial industry worldwide, “Capital
Asset Pricing Model (CAPM)” is used to calculate the cost of equity for a
company. Building on the pioneering works of Prof. Harry Markowitz who is
considered as the father of diversification and modern portfolio theory, Prof. Jack
Treynor, Prof. William Sharpe and Prof. Merton Miller introduced the Capital
Asset Pricing Model, which led them to jointly receive Noble Prize in the field of
Economics in 1990. The following is the formula for CAPM that we will use to

calculate the cost of equity for our chosen companies:
E(R;) = Ry + 3:i(E(R,) — Ry)

Where:
E(R)) = Expected Return on Invested Equity (essentially, K, for calculating

WACC)
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Re= Risk Free Rate

B = Beta of the Investment (a measure of risk of the security)
E(Rp = Expected return from the market

(R, — Rp) = Equity Risk Premium

Let us have a look into each of these components of the equation in brief.

Risk Free Rate:

Theoretically, Risk free rate is a rate of return on a security investment with nil
financial risk. It can also be interpreted as the % return interest expected by any
investor from an investment which is completely risk free over a specific period.
From the CAPM perspective the risk free rate can be determined as a
compensatory return to be furnished to an investor whose investment holds a
portfolio comprising of all the equity stocks in an economy. In other words the
risk free rate is the recompense for Systematic Risk, which as we discussed earlier,
cannot be eliminated via diversification of any portfolio. Thus, essentially the risk
free percentage return can be obtained by any investor with virtually zero risk.
This further implies that any additional risk over and above the risk free rate taken
by an investor needs to be recompensed by a higher interest rate return compared
to the risk free rate. In practice the only securities on whom the possibility of

defaults are minimal, thus making the default risk next to zero are Government
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Bonds. Thus the risk free rate that we shall take into account for our calculations is
the 10 year Zero Coupon Bond Rate of United States: Department of Treasury,
which one may find by visiting at www.treasury.gov

Following is the U.S Government - 10 Year Zero Coupon Bond Rate as of 13"

Nov, 2013.

Risk Free Rate 2.715%

Source: www.treasury.gov

The risk free rate used for all my further calculations will be 2.715%.

Equity Risk Premium (ERP):

The last part of CAPM equation, denoted as (E(R,,) — Ry) 1s basically the expected
return on market minus the risk free rate, technically know as: Equity Risk
Premium. In corporate finance the equity risk premium for a company is
essentially the expected return on the company’s equity stock minus the risk free
rate. Thus an ERP can be referred to as the percentage return that the company
stock’s expected rate of return exceeds the risk free rate of interest. The expected
rate of return for our company stocks as of 13" Nov. 2013 have been derived from
the current level of stock prices combined with yield from dividend and any

capital gains to come up with a basic Internal Rate of Return (IRR) on these
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stocks. The below table gives us the derived Equity Risk Premiums for our chosen

firms:
Equity Risk Premium
The Walt Disney Company 7.793%
Madison Square Garden Company 4.413%
Live Nation Entertainment 8.451%
Netflix Inc. 9.937%
Pandora Media Inc. 9.046%

Source: Bloomberg Terminal > Risk and Return > Equity Risk Premium

It is key to note that except for technology firms 1.e. Netflix and Pandora, Equity
Risk Premiums are directly proportional to the amount a company is leveraged.
For example, as seen previously Madison Square Garden Company with zero Debt
in its capital structure makes it a less risky investment and thus the equity risk
premium for MSG is the lowest at 4.413%. On the other hand, Live Nation
Entertainment has the highest percentage of debt at ~33% making it a riskier

investment and correspondingly thus offers a high equity risk premium at 8.451%.

Quantitative Risk Assessment through Regression Beta:

The most widely used metric for gaging risk of an investment portfolio or a
particular stock is ‘Beta’. From one perspective, a beta of a stock can be
considered as a measure of financial elasticity. It also gives a precise idea of a
stock’s volatility and liquidity in a market index. Stocks that have a high beta are

usually more volatile and riskier, thus providing potential higher returns while
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stocks having low beta are positioned with less risk and volatility and provide a

lower return.

Mechanically and statistically speaking a Beta for a stock is calculated by

conducting a linear regression of the returns of a particular stock over a particular

time period against the returns of the market/index it is trading in over the same

amount of time period. The slope co-efficient of the regression is the estimated

beta for the stock and the alpha of stock is determined by the y-intercept.

The table below helps us understand, what exactly does a particular value of beta

conveys about the behavior of a stock price. For example, if the beta of a stock is

1.3, mathematically speaking, the volatility of that stock is 30% greater than the

volatility of the index it trades in.

Measure of Beta

What does it mean?

B<O

Movement of stock price is inversely correlated with
movement of the respective index it trades in

B=0

Movement of stock price is not correlated with movement of
the respective index it trades in

0<B<1

Movement of stock price is directly correlated with movement
of the respective index it trades in, but is less than the
movement of index

Movement of stock price is directly correlated with movement
of the respective index it trades in and is about in the same
proportion as the movement of index

B>1

Movement of stock price is directly correlated with movement
of the respective index it trades in, but is more than the
movement of index

Source: Damodaran, Aswath. Corporate Finance: Theory and Practice. New York: Wiley, 2001. Print.
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The beta described above is also known as the Raw Beta or Regression Beta or
Top Down Beta. In order to derive the Top Down Regression Beta for our 5
chosen firms, I have regressed the stock returns for each company against the
return of the market corresponding to the index they are trading in. The time
period for returns and duration selected in conducting the regression was weekly
returns of each stock for duration of 5 years starting from 11/08/2008 to

11/08/2013. Here are the results of the regression conducted via a Bloomberg

Terminal:
Risk Analysis - Regression Stats
The Walt Disney Madison Square Live Nation Netflix Pandora
Company Garden Company Entertainment Inc. Media Inc.

Raw Beta 1.164 0.442 1.304 1.622 1.431

Adjusted Beta 1.109 0.628 1.203 1.414 1.288
Intercept Alpha 0.233% 0.650% 0.273% 1.323% 0.502%

2 o o
R"- Risk Attributed to 53.40% 7.20% 26.20% 7.00% 9.40%
Market Factors

(1 - R?) Firm Specific Risk 46.60% 92.80% 73.80% 93.00% 90.60%
Risk Free Rate 2.715% 2.715% 2.715% 2.715% 2.715%
Jensen's Alpha 0.678% -0.865% 1.098% 3.012% 1.672%

Source: Bloomberg Terminal > Risk and Return > Beta

For a more detailed look into the regression metrics of each firm along with a
scatter plot, please refer to APPENDIX E — Beta Regression Statistics on page 68.

The results show that technology firms amongst our sample have a high beta with
Netflix having a Beta of 1.622 followed by Pandora Media at 1.431. For the rest of

the companies, there is once again a direct correlation seen with the amount of
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debt a firm has in its capital structure and its beta. Madison Square Garden, which
has a nil debt, also has the lowest beta at 0.442,while the highly levered company
Live Nation Entertainment has a high beta of 1.304. Disney has a raw beta of

1.164.

Adjusted Beta:

The Adjusted Beta is just a proprietary method Bloomberg uses to move the raw
beta towards one. To simply put Bloomberg uses the following mathematical
formula to derive Adjusted Beta.

Adjusted Beta = 2/3 (Raw Beta) + 1/3 (1)

For Example, Disney’s Raw Beta is 1.164,

Thus, Disney’s Adjusted Beta =2/3 (1.164) + 1/3 (1) =1.109

R-Squared (Rz):

R-Squared is a robust measure of the systematic risk associated with a company.
R-Squared in a regression denotes the percentage of risk a company carries
attributed to the index/market factors. In the results, Walt Disney Company has the
highest R-Squared percentage at 53.40% followed by Live Nation Entertainment

at 26.20%. The rest of the companies are in the range of 7.20% to 9.40%.
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a- Rz) Firm Specific Risk:

Quite the opposite (1 — R*) denotes the risk attributed specifically to the individual
firm. The regression results show that Madison Square Garden and Netflix have a
very high firm specific risk. One may not be surprised that of the two, the former
i1s a family run company while the later is a new media technology firm, both
characteristics contributing to a high (1 — R?). The lowest firm specific risk is for

Disney, company with the highest market capitalization in our sample.

Jensen’s Alpha:

Jensen’s Alpha, named after Michael Jensen is one of my favorite parameters to
judge the risk and return of a stock. On a lighter note, if one were to visit a bar on
or nearby Wall Street, he may not be surprised to hear stock traders / hedge fund
managers bragging more about the alpha they generated on their portfolio than
talking about the percentage return on investment. Jensen’s Alpha is a risk
adjusted performance measure of a stock. It basically denotes the
abnormal/unusual return on a stock that is over and above the expected return on

the stock as predicted by the CAPM.
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The formula for Jensen’s Alpha is as follows:

oy = Ri — [Ry + Biar - (Rar — Ry)]

Where:
| = Expected Return on Invested Equity
Re= Risk Free Rate
B = Beta of the Investment
Ry = Expected return from the market

(R, —Rp) = Equity Risk Premium

The Regression Statistics table above shows the highest Jensen’s Alpha for Netflix
Inc. at a massive 3.012%, followed by Live Nation at 1.098% and Pandora Media
Inc. at 1.672%. The Walt Disney Company has a low Jensen’s Alpha at 0.682%,
while the lowest and the only negative alpha amongst our sample is for Madison

Square Garden Company at a -0.865%.

Bottom Up Beta:

In order to calculate an accurate cost of equity for each chosen entertainment firm,
I have taken further steps to clean up the above calculated Raw Beta / Top Down
Beta. As a raw beta is derived from a regression against the market return only, it

may have more influence of irrelevant market factors, which make the data a bit
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noisy. As some of our chosen firms are conglomerates and are involved in
multiple businesses in multiple industries a more precise risk estimate would be
the Bottom Up Beta. Bottom-Up Beta’s are a more robust measure of the risk as
they take into consideration the current mix of businesses the firm is involved in as
well as the current mix of its capital structure i.e. the debt to equity ratio.
The following steps need to be undertaken in order to calculate a Bottom-Up Beta:
1) Identify and breakdown the industry segments the company is conducting
businesses in.
2) Evaluate the unlevered beta for a firm to be in each of the particular
identified businesses by referring to the database of Unlevered Beta’s for
6177 firms maintained by Value Line, the independent investment research
and financial publishing firm.
3) Assign weights to each business that a firm operates in, based on the
percentage of revenue earned from it of the total revenue.
4) Multiply the unlevered betas identified for each business to the weight
assigned to that business.
5) Modify the unlevered beta with the company’s current debt to equity ratio
by applying the following formula:

Levered Beta = Unlevered beta {1 + [(1- tax rate) (Debt/Equity)]}
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After thoroughly conducting the above-mentioned steps, we are able to derive a
Bottom-Up Levered Beta, the most precise measure of financial risk for each of

our entertainment firms. The results are as follows:

The Walt Disney Company

Unlevered Firm
Segment Beta Bottom-Up . 1- Debt to Specific
Revenue ] Effective ) )
Segments Unlevered | adjusted Unlevered Effective | Equity | Bottom-Up
% Tax Rate .
Beta for Beta Tax Rate Ratio Levered
Weights Beta
Media
Networks
(Cable 45.19% 0.92 0.41575
Networks +
Broadcasting)
Parks and
R
esorts 31.28% 1.21 0.37849
(Domestic + 1.07967 31.02% 0.6898 0.32 1.32
International)
Studio 13.27% 1.24 0.16455
Entertainment
CP"rgZ“uTtir 7.89% 1.23 0.09705
'"t&f;it;"e 2.36% 1.01 0.02384
Source: FORM 10-K. ANNUAL REPORT, Value Line database of 6177 firms and Own Calculations
Madison Square Garden Company
Unlevered Firm
Segment Beta Bottom-Up . 1- Debt to Specific
Revenue ] Effective ) )
Segments Unlevered | adjusted Unlevered Effective | Equity | Bottom-Up
% Tax Rate .
Beta for Beta Tax Rate Ratio Levered
Weights Beta
Media 50.56% 0.92 0.46515
Sports 35.09% 1.11 0.38950 1.08802 41.35% 0.5865 0.00 1.09
Entertainment 18.82% 1.24 0.23337

Source: FORM 10-K. ANNUAL REPORT, Value Line database of 6177 firms and Own Calculations
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Live Nation Entertainment

Unlevered Firm
Revenue Segment Beta Bottom-Up Effective 1- Debt to Specific
Segments % Unlevered | adjusted Unlevered Tax Rate Effective | Equity | Bottom-Up
? Beta for Beta Tax Rate Ratio Levered
Weights Beta
Concerts 65.65% 1.24 0.81406
Ticketing 23.31% 1.01 0.23543
Artist Nation 6.78% 1.24 0.08407 1.17285 22.23% 0.7777 1.21 2.28
Sponsorship 4.21% 0.92 0.03873
Other 0.05% 1.11 0.00056
Source: FORM 10-K. ANNUAL REPORT, Value Line database of 6177 firms and Own Calculations
Netflix Inc.
Unlevered Firm
Segment Beta Bottom-Up . 1- Debt to Specific
Revenue ] Effective ) )
Segments Unlevered | adjusted Unlevered Effective | Equity | Bottom-Up
% Tax Rate .
Beta for Beta Tax Rate Ratio Levered
Weights Beta
Streaming
(Domestic + 68.50% 1.15 0.78775
. 1.17835 35.81% 0.6419 0.42 1.09
International)
Domestic DVD 31.50% 1.24 0.39060
Source: FORM 10-K. ANNUAL REPORT, Value Line database of 6177 firms and Own Calculations
Pandora Media Inc.
Unlevered Firm
Segment Beta Bottom-Up . 1- Debt to Specific
Revenue ] Effective ) )
Segments % Unlevered | adjusted Unlevered Tax Rate Effective | Equity | Bottom-Up
? Beta for Beta Tax Rate Ratio Levered
Weights Beta
Advertising 87.84% 1.25 1.09800
ipti 1.23784 0% 1.0000 0.11 1.37
Subscription |, 4 6o 1.15 0.13984 °
Services

Source: FORM 10-K. ANNUAL REPORT, Value Line database of 6177 firms and Own Calculations
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As we can see the highest Bottom-Up Levered Beta is for Live Nation
Entertainment making it financially the riskiest company amongst our chosen 5
companies. The second highest Bottom-Up Levered Beta is for Netflix Inc. with a
beta of 1.50. The lowest bottom up beta is for Madison Square Garden Company
making it the least risky company compared to others. The Walt Disney Company

and Pandora media have a Bottom-Up Beta of 1.32 and 1.37 respectively.

Cost of Equity:
Now, that we have all the components in place for calculating the cost of equity
for each of our companies, I will use the CAPM, the formula of which is as

mentioned before and below.
E(R:) = R; + Bi(E(Rw) — Ry)

After placing numbers in the formula we get the Cost of Equity. The results are in

the below table:
Risk Free Rate Firm Specific Bottom-Up Equlty‘Rlsk Cost of Equity
Levered Beta Premium
The Walt Disney 2.715% 1.32 7.793% 13.00%
Company
Madison Square Garden 2.715% 1.09 4.413% 7.53%
Company
Live Nation
. 2.715% 2.28 8.451% 21.98%
Entertainment
Netflix Inc. 2.715% 1.50 9.937% 17.62%
Pandora Media Inc. 2.715% 1.37 9.046% 15.11%

Source: www.treasury.gov and Own Calculations
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The highest cost of equity is for Live Nation Entertainment at 21.98%, followed
by Netflix at 17.62%. Both of these companies have high betas due to the massive
proportion of debt and the volatile nature of technology business. Pandora’s cost
of equity is close to its technology peer in our sample at 15.11%, while Disney’s
Cost of Equity is at an exact 13.00%. The lowest cost of equity is for the family
run Madison Square Garden Company at 7.53%. This may not be surprising as the
cost of equity is the minimum return a company must deliver to its shareholders.
Given that Madison Square Garden is a family run company, the interests of

shareholders might be weighted differently compared to other corporations.

Cost of Debt:

After Cost of Equity the second last step is now to calculate the Cost of Debt for
each of our chosen corporations. Within the Debt component of the capital
structure, companies use various instruments to raise debt capital such as: Short
Term Loans, Long Term Loans, various types of corporate bonds, certificates,
commercial papers, negotiable CDs etc. The company then has to pay interest on
the capital raised via the respective debt source and this interest is known as the
cost of debt. On key thing to note is that as the expense of debt usually is a tax

deductible expense, the more precise measure of the cost of debt is the after tax
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cost of debt. As the cost of equity is also an after tax cost, this helps make an
apples-to-apples comparison making the cost of capital more consistent. I have
used the following formula to calculate the After Tax Cost of Debt:

After-Tax Cost of Debt = Before Tax Cost of Debt x (1 — Tax Rate)

Cost of Debt Calculation
. . Debt
Effective Tax 1 - Effective Pre-Tax Cost of Adiustment After-Tax
Rate Tax Rate Debt ) Cost of Debt
Factor

UG LB 31.02% 68.98% 2.48% 1.29 2.21%
Company

MR D SN LT 41.35% 58.65% 0.00% 1.38 0.00%
Company

Live Nation 22.23% 77.77% 2.38% 1.62 3.00%

Entertainment
Netflix Inc. 35.81% 64.19% 2.74% 1.62 2.85%
Pandora Media Inc. 0.00% 100.00% 2.74% 1.38 3.78%

Source: FORM 10-K. ANNUAL REPORT and Own Calculations

Integrating into WACC:
Now that we have calculated and laid out all pieces of the puzzle, let us further
combine them to come up with a Weighted Average Cost of Capital for each firm.
The formula used will be the same as mentioned previously, which is:

D E

WACC= —— K, +— K,
DiE YT DrE
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Thus we now have the Weight of Debt for each company, Weight of Equity for
each company, Cost of Debt for each company and the Cost of Equity for each

Company. Putting these parameters, above into the formula we get the WACC for

each company. The results are shown in the below table:

WACC - Weighted Average Cost of Capital

Weight of Debt Cost of Debt | Weight of Equity | Cost of Equity WACC

Ul 013 (BT 10.90% 2.21% 89.10% 13.00% 11.83%
Company

HECIEEN SRR (R T 0.00% 0.00% 100.00% 7.53% 7.53%
Company

tive Nation 32.80% 3.00% 67.20% 21.98% 15.76%

Entertainment
Netflix Inc. 2.70% 2.85% 97.30% 17.62% 17.22%
Pandora Media Inc. 0.30% 3.78% 99.70% 15.11% 15.07%

Source: Own Calculations

Finally, as we see in the above table the overall WACC for each firm has been
derived. Netflix Inc. has the highest WACC at 17.22% followed by Live Nation
Entertainment at 15.76%. Pandora Media Inc. comes next with a WACC of
15.07%. The Walt Disney Company has a comparatively low WACC at 11.83%
while the lowest WACC amongst our chosen firms is for Madison Square Garden
Company at 7.53%.

This percentage number is one of the most important numbers used while
conducting financial analysis for a corporation. Internal Finance Managers use the

WACC to determine the minimum return a project/investment should generate in
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order to be considered financially viable, while outside investors use the WACC
as the rate at which the forecasted future cash flows of a company is discounted at,
in order to come up with a valuation for the company. For example, the corporate
finance department of Live Nation Entertainment will take into account the
calculated WACC and determine a project financially viable only if its percentage
return is over and above the minimum acceptable hurdle rate i.e. its WACC of
15.76%. While, for an outside investor for conducting a valuation of Live Nation
Entertainment, he shall forecast the future cash flows based on past and future
projects implementing the Discounted Cash Flow (DCF) Model approach. The
hurdle rate used in this DCF Model is the calculated WACC for the company 1i.e.
the future cash flows shall be discounted back to present values using the rate
15.76%.

By calculating the Weighted Average Cost of Capital for each firm, I have set the
foundation for conducting a project based and/or company-wide valuation. Also, if
one may consider the 5 chosen companies as a sample decent enough a proxy for
the entertainment industry as a whole, an arithmetic mean of the 5 Weighted
Average Cost of Capital’s can be considered as the Average WACC for
investments in the Entertainment Industry. The arithmetic mean of WACC’s for

our 5 chosen firms is 13.48%.
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APPENDIX A - EXHIBIT OF CURRENT HOLDINGS

The Walt Disney Company:

0 A s 3 N67.14 /67.15N 228 x108
e 0 t d Vol 7,587,147 66.50T H 67.27D L 65.9899D Val 506.529M
75 Settings ] : Holdings: Current
Walt Disney Co/The CUSIP 25468710
3 Matrix 4 Ownership 9 Transactions f) Options

h Holder Group an Holders H

Holder Kame Portfolio Name Source opt amt held | %out!

—————e R L
LAURENE POMELL 3 / PROXY
ULT-AGG
uL

E FARM MUTL

BANK OF NEW YORK MELLON CO
NORTHERN TR PORAT ION
T ROWE PRICE £

LING EMENT COMPANY LLP
JENNISON

.87 ol 057.85/57.87(Q 2x4
On § d Vol 232, 532 0 58.180Q H 58.50D L 57.60D Val 13.451M
MSG US Equtty 29 Settmgs Holdings: Current
Madison Square Garden Co/The CUSIP 55826P10
3 Matrix 4 Ownership 9 Transactions f) ODtions

Holder Group Al Holders H

Portfolio Kame Source Amt Held © % Out lam Chg file Dt l

_— A“SOU "'m"'_-_ I
T ROME PRICE IATES INC /
LUXOR CAPITAL GROUP LP !

MENTS LLC

EMENT LP
S uc EL INVESTMEN

0 INC

VAMER ROSENTHAL MCGLYNN LLC
ALINOR MANAGEMENT LLC

12 1000
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Live Nation Entertainment:

LYV US § C19. i 24 s P19.51 /19.52I 20x171
wee ON st 1,063,427 19.37N H 19.55P L 19.26D al 20.677M

LYV US Equ1ty 19 Settings ) Feedback Holdings: Current
Live Nation Entertainment Inc CUSIP 53803410

I oG Al Hotders B (———e—

Source Amt Held

_""EI"'_-

LIBERTY MEDIA
SHAPIRD CAPITAL MANAGEMENT LLC

RWEITZ & COMPAN
MAR INVESTMENTS INC

NFLX US $ e ¥333.39 /333.50Q 2x44
iie On A tid s s 334.000 H 336.48D L 327.60¢k val 1.208B
75 Settings 99) Fes ' Holdings: Current
Netflix Inc CUSIP 64110L10
3 Matrix 4 Ownership ansactions ) Options

o oo (R n

Holder Kame Portfolio Kame Source amt held | %out! latest Chg File Dt ]

__"'I"'_-
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[TNERSHIP 13F

L I I I e A
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Pandora Media Inc.:

PUS§ . BT — 8.17 /28. 181 42
e N )ct d \ 11,498,915 0 27.30N H 28.26N L 27.25F Val 321.549M

P US Equity 19 Settings Holdings: Current

Pandora Media Inc CUSIP 69835410

I e G AU Rolders

Portfolio Kame Source Sou latest Chg [File Ot =
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I I P Y I N

e
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i
1
1
5
]
I
8
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) |
1
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1
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B
.}
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APPENDIX B - EXHIBIT OF MANAGEMENT’S HOLDINGS

The Walt Disney Company:

for explanation.
#<Go> to view holdings in detail
Currency [lH ™
I GICS Industry
a

DIS US Equity
I Security
alt Di

sumer

NIKE Inc ¢

Central European Media Ent Me
Co/The

sumer Durable

17) Euro Disne Consumer

0 Brazil 5511
Singapor

for explanation,
#<Go> to view holdings in detail
Currency I ™
i Security I GICS Industry
Co Media
Corp M a
Media

Citigroup Inc D
ation Entertainment I Media

Cali
Laud
1 Indus

048 4500 Europe
000

Walt Disney Co/The

["Exec

Py
N 104008 EDT GMT-4:00 Ge27-479!

Madison Square Garden Co/The
["Board| |

["Exec
6

Managementfs Holdings
%0utstd Shares
1.83MLN

Board| Mkt Val
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0.016
0.003
0,001

4]
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0,001
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0.001 1
0.001

0 3,000

10,000

402,516
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5,400

0,003
0,001
0

1,605 0,001

04 1210 Hong Kong
right 20 Bloomk
20—

00 Germany 49
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[==)

-

w
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Live Nation Entertainment:

for explanation, for similar functions.
#<Go> to view holdings in detail
Currency [lH ™ Live Nation Entertainment Inc Management's Holdings
i Security " GICS Industry | Exec | Board] | MktVal | %Outstd | Shares
1) Live Nation Entertainment Me 2 11 38.49MLN 1.004 1.99MLN A
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Netflix Inc.:

for explanation, for similar functio
#<Go> to view holdings in detail
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(=g

0.032
0,402
0,002

0,006
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Pandora Media Inc.:

for explanation, for similar functions.
#<Go> to view holdings in detail
Currency [lHg ™ Pandora Media Inc
1 Security " GICS Industry | Exec | Board] | Mkt
1) Pandora Media Inc fwar Vi 6 16
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ified Financia
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Py
N 104008 EDT GMT-4:00
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APPENDIX C - EXHIBIT OF EXECUTIVES / BOARD OF DIRECTORS / COMMITTEES

The Walt Disney Company: Executives

DIS US Equity MGMT

<{Menu> To Return

90 Alerts Page 1/1 Management Profiles
ESCNn= 82 Board 83 Committees 84 Changes 89 Interlocks

|WALT DISNEY CO

57
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=
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The Walt Disney Company: Committees
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Screen Printed

DIS US Equ1ty 91 Alerts Management Profiles
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Madison Square Garden Company: Board of Directors

MSG US Equity MGMT
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Live Nation Entertainment: Executives

LYV US Equity MGMT
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Live Nation Entertainment: Board of Directors
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Live Nation Entertainment: Committees
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Netflix Inc.: Executives
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Netflix Inc.: Board of Directors

NFLX US Equity MGMT
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Netflix Inc.: Committees
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Pandora Media Inc.: Executives

P US Equity MGMT
<Menu> To Return
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Pandora Media Inc.: Committees
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APPENDIX D -

EXAMPLE OF WALT DISNEY COMPANY’S

ENVIRONMENTAL, SOCIAL & GOVERNANCE DISCLOSURE SCORE:

DIS US Equity

Walt Disney Co/The
3B/S

In Millions (except Per Share)
12 Months Ending
[0] ESG Disclosure Score

Environmental
[s1] Environmental Disclosure Score
211 | Total GHG Emissions

[0l |Total Waste

Social

Social Disclosure Score

% Women in Workforce
Wamen in Mgt
Minorities in Workforce
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|ﬂ Size of the Board
|2l |Indep Directors
1
s8] Board Duration (Years)
l:’_" # Board Meetings
|2l Board Mtg Attendance
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97) Actions ~

96 Settings

4 C/F

99 Output -

9 Ratios § Segments

FY 2012 FY 2011 FY 2010
2012-09-297 2011-10-01"
37.60 36,36 36.36

26.36
1,651.95

314.49

38.60

51.00
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2010-10-02

Financial Analysis
currency IS
9 Custom

FY 2009 FY 2008 FY 2007 A
2009-10-03 7 2008-09-27 7 2007-09-29
35.12 35.12 17.77
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APPENDIX E — RAW BETA REGRESSION STATISTICS:

The Walt Disney Company - Beta Regression:
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Live Nation Entertainment - Beta Regression:
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Pandora Media Inc. - Beta Regression:
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<http://www.merriam-webster.com/dictionary/risk>.

* Gore, Al. "The Nobel Peace Prize 2007 - Intergovernmental Panel on Climate
Change." Al Gore -. N.p., n.d. Web. 23 Sept. 2013.
<http://www.nobelprize.org/nobel prizes/peace/laureates/2007/gore-
lecture en.html>.

e Zimmer, Benjamin. "CRISIS = DANGER + OPPORTUNITY: THE PLOT
THICKENS." : Crisis = Danger Opportunity: The Plot Thickens. N.p., n.d.
Web. 18 Sept. 2013.
<http://itre.cis.upenn.edu/~myl/languagelog/archives/004343 . html>.

* "Syntactic N-grams." Google Books Ngram Datasets. N.p., n.d. Web. 16 Oct.
2013. <http://commondatastorage.googleapis.com/books/syntactic-

ngrams/index.html>.

* "Risk and Diversification: Different Types of Risk." Investopedia. N.p., n.d.
Web. 6 Oct. 2013. <http://www.investopedia.com/university/risk/risk2.asp>.
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Corporate Finance 101 - Formulae from Textbook:

* Damodaran, Aswath. "Chapter 6 - The Basics of Risk." Corporate Finance:
Theory and Practice. New York: Wiley, 2001. 149+. Print.

* Damodaran, Aswath. "Chapter 7 - Estimating Hurdle Rates for Firms."
Corporate Finance: Theory and Practice. New York: Wiley, 2001. 186. Print.

Data Extraction from Bloomberg Terminal — NYU Stern School of Business:

* "Bloomberg Terminal - The Walt Disney Company." Bloomberg Terminal.
Bloomberg Inc, n.d. Web. 6 Oct. 2013.

* "Bloomberg Terminal - Madison Square Garden Comapny." Bloomberg
Terminal. Bloomberg Inc., n.d. Web. 6 Oct. 2013.

* "Bloomberg Terminal - Live Nation Entertainment." Bloomberg Terminal.
Bloomberg Inc, n.d. Web. 6 Oct. 2013.

* "Bloomberg Terminal - Netflix Inc." Bloomberg Terminal. Bloomberg Inc,
n.d. Web. 6 Oct. 2013.

* "Bloomberg Terminal - Pandora Media Inc." Bloomberg Terminal.
Bloomberg Inc, n.d. Web. 6 Oct. 2013.
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