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Warner Music Group (WMG)
Sony BMG Consolidated at Only 4.5x
EBITDA; Negative for WMG Valuation

Sony announced the acquisition of the remaining 50% of its Sony

BMG music joint venture (Bertlesman’s share). While Sony’s direct

cash outlay to Bertelsmann was only $600 mm, the true, economic

cost of the transaction was about $900 mm (accounting for the

movement of cash within the JV).

We believe Sony’s acquisition price has negative implications for

music industry valuations, specifically Warner Music.

 Bertelsmann’s 2007 annual report states that their 50% share of

Sony BMG EBITDA was €139 mm, implying that 100% of the

JV’s US$ EBITDA was around $380 mm (using avg. exchange

rates).

 While Sony BMG’s revenues are down in 2008, we believe cost

cutting (including the removal of expensive management layers)

has mitigated EBITDA declines. In addition, the ability to

consolidate Sony Music Japan should lead to cost savings with

Sony BMG’s Japan label, yielding pro forma EBITDA of at least

$400 mm.

 Based on the economic cost to Sony of $900 mm for 50% ($1.8

bn valuation on entire JV) with EBITDA of $400 mm, we estimate

the acquisition occurred at 4.5x 2008E EBITDA.

Note: Sony BMG is a recorded music company (not a diversified

recorded music/music publishing company like the other major

music companies, such as WMG/EMI/Universal); in addition, Sony

was the only logical buyer of Bertlesman’s stake.

Implications for WMG. We estimate that WMG is trading at 7.0x

2008E EBITDA, however, that includes its music publishing

business. Assuming WMG could sell its music publishing biz for

14x EBITDA (12x after-tax), which is likely aggressive in today’s

music landscape and credit markets (especially given the size of

Warner’s music publishing biz), we estimate, WMG’s ’08 recorded

music business is effectively trading at 4.6x EBITDA.
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WMG: Neutral
Price $7.77 <Intraday>
Target Price: N/A

52 Week Range: WMG $4.57 - $12.25

Market Cap. (mm): $1,123

Avg. Daily Volume (100 day): 639,600

5-Yr. Est. EBITDA Grwth Rate: -7%

Fiscal Sept
(WMG)

2007A 2008E 2009E

Q1 $0.12 ($0.11)A N/A

Q2 ($0.19) ($0.23)A N/A

Q3 ($0.12) ($0.20)E N/A

Q4 $0.03 ($0.06)E N/A

FY ($0.14)A ($0.59)E ($0.62)E

P/E NM NM NM

Consensus NM ($0.48)E ($0.27)E

Revenues $3,385 $3,475 $3,399

EBITDA $461 $441 $403

EV/EBITDA NM 7.0x 7.5x

Source: Pali Research Estimates and Company Documents
Note: EBITDA and EPS are before non-recurring items
Please Read: Important
disclosures and analyst’s
certification appear in
PALI RESEARCH
Appendix
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Given that there is only one clear buyer for WMG’s recorded music business (meaning EMI) and

probably no buyers in the current credit market environment, it’s hard to see much upside to

WMG’s valuation at current levels.

 While music industry fundamentals are not nearly as bad as we expected them to be in 2008

(owing to a strong release schedule, especially at WMG and a weaker economy that favors

cheap forms of entertainment), we continue to believe the industry will struggle over the next

couple of years.

Exhibit A: What WMG’s Recorded Music Biz Would be Trading at if Publishing were Sold

WMG Current Price
Current WMG Stock Price 7.75$

WMG Shares Out 148

WMG Revs 3,475$
WMG Net Debt (1,943)$ Current WMG Multiples
WMG EBITDA 441$ 12.7% EBITDA 7.0x
WMG FCF (97)$ FCF (11.8x)
Sale of Warner Chappell

WMG Music Publishing EBITDA (a) 141$ (a) includes 20% of overhead

EBITDA Multiple Paid 14.0x
Value of WMG Publishing 1,968$
Estimated Tax Basis 500$
After-tax Value 1,704$
Tax-Effected Multiple 12.1x

WMG EBITDA 300$ 8.6%
WMG Net Debt (239)$ EBITDA 4.6x
WMG FCF (100) FCF (11.5x)

EBITDA/Share 2.03$
Leverage 0.8x

Source: 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. I also certify that I

have not been, and will not be, receiving direct or indirect compensation in exchange for

expressing the specific recommendations in this report.

I, Ari Danes, hereby certify that the views expressed in this research report accurately reflect my

personal views about the subject companies and their securities. I also certify that I 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 the second quarter of 2008:

Rating Distribution

Buy Neutral Sell

Pali Research 52% 41% 7%

As of the end of the most recent calendar quarter (June 30, 2008), Pali Capital, Inc. had

investment ratings on 56 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 bross@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 August 4, 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.

Disclosure Chart for WMG

Warner Music Group (WMG) Stock Performance, Pali’s Ratings and Price Targets
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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.


