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Results Comment

Entry to China would
justify current valuation

MARKETPERFORM maintained; 6M TP raised 17% to W95,000

- We have hiked our target price for Studio Dragon by 17% (derived from the residual
income model) after revising up our forecast for the annual average revenue growth
until 2022 to 36% from 31%, given that Mr. Sunshine has been sold to Netflix for about
Wa30bn (which brightened the sales outlook for its tent poles). However, we reiterate
our MARKETPERFORM rating as the current 2018E P/E is high at 49x (even when
assuming that Studio Dragon will export one program to China for about W10bn in
2H18 as relations between Korea and China improve).

2Q18 results: Intellectual property revenue comes in low; margins narrow due
to rising costs

- 2Q18 revenue expanded 20% yoy, but contracted 7% qoq to W74.3bn, while OP fell
18% yoy and 32% qoq to W7.3bn.

- Broadcasting revenue jumped 41% yoy to W34.1bn led by beefed up programming at
tvN and OCN, but revenue from intellectual property (for instance, distribution deal with
Netflix) grew somewhat less significantly (up by 9.5% yoy to W28.8bn). OP margin
narrowed 18% yoy as COGS climbed 27.7% yoy to W63.7bn due to increased
production and per-episode production cost of dramas. On a positive note, the average
viewer rating of Studio Dragon’s dramas rose 1.5%p yoy, indicating potential sales
growth going forward. In particular, the newly added Wednesday-Thursday dramas
have been well received by viewers despite them being aired during prime time (21:30)
alongside terrestrial TV dramas. My Mister and What's Wrong with Secretary Kim are
outperforming rival terrestrial TV dramas, with peak ratings of 7.4% and 8.7%,
respectively.

Studio Dragon collects television money from CJ E&M that amounts to about 70% of
its drama production cost, while posting an average margin of about 20% from product
placements and licensing deals. As such, its earnings vary significantly depending on
the amount and timing of distribution rights sales. OP margin narrowed yoy and goq to
9.9% in 2Q18, but it is predicted to rebound to 20% in 3Q18 as the company records
revenue from rights sale of What's Wrong with Secretary Kim, Mr. Sunshine, and
Familiar Wife in its books.

Successful deal with Netflix; current valuations can be justified once the
company breaks into China

- Mr. Sunshine, whose production cost is an estimated W43bn, is said to have been sold
to Netflix at about W30bn.

- Due to the high production cost, the amount of television money the company collected
from CJ E&M is somewhat low, at about 35% of production cost. Furthermore, being a
series inspired by historical events, there is a limited room for indirect ads. The amount
of distribution rights sales to third parties other than Netflix will not be large. With this,
we expect the production margin of Mr. Sunshine to be about 20%. It may be difficult to
boost margins from tent poles such as Mr. Sunshine, but we believe such productions
will help lift the company’s revenue and earnings.

- As Netflix is not available in China yet, rights sales to China would directly increase
Studio Dragon'’s earnings.
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Studio Dragon (253450 KQ)

(Whn, %)
2Q18 3Q18
QL7 1018 %ﬁ Resut| Yoy  QoQ Consensus eghm YoY  QoQ
Revenue 62 80 71 74 196 -70 68 131 688 76.1
OP 9 11 15 7 -180 316 9 26 2945 2599
NP 3 8 13 9 2175 131 10 21 2696 1353
2018(F) Growth
2016 2007 Previus | Daistin Chg  Consensus 2017 2018(F)
Revenue 154 287 343 378 102 380 85.7 318
OP 17 33 71 66 6.8 66 98.3 99.6
NP 8 24 57 55 -30 51 1929 1317
Source: Studio Dragon, WISEfn, Daishin Securities Research Center
Operating results and major financial data (Wbn, W, x, %)
2016A 2017A 2018F 2019F 2020F
Revenue 154 287 378 420 450
OoP 17 33 66 82 97
Pretax profit 10 30 74 91 107
NP 8 24 55 68 79
NP (controlling int.) 8 24 55 68 79
EPS 5,691 1,050 1971 2,408 2,825
PER 00 619 487 399 340
BPS 61,763 13141 15112 16,920 19,045
PBR 00 49 64 57 50
ROE 120 95 140 150 157
Note: EPS, BPS, and ROE are based only on the controlling interest.
Source: Studio Dragon, Daishin Securities Research Center
Yearly earnings forecast revision (Wbn, W, %, %p)
Previous Revised Chg
2018F 2019F 2018F 2019F 2018F 2019F
Revenue 343 367 378 420 102 145
Selling & adm. expense 11 13 13 13 123 02
OP 71 79 66 82 -6.8 32
OP margin 206 216 174 195 -32 21
Non-operating profit 7 8 8 9 221 139
Pretax profit v 88 74 91 4.3 42
NP (controlling int.) 57 65 55 68 -30 42
NP margin 16.6 177 146 16.1 20 -16
EPS (controlling int.) 2032 2312 1971 2408 -30 42

Source: Studio Dragon, Daishin Securiies Research Center
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Fig 1. Revenue and OP
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Fig 2. OP, OP margin, and cost ratio
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Fig 3. Broadcasting revenue vs. intellectual property
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Fig 4. Captive customers account for 97.1% of

broadcasting revenue
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Fig 5. IPR sales
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Fig 6. Domestic sales vs. overseas sales
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Studio Dragon (253450 KQ)

Fig 7. Viewer ratings of Studio Dragon dramas that posted a viewer rating of 5% or higher at

the premiere episode
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Fig 8. Change in viewer ratings of Studio Dragon dramas that posted a viewer rating of 5%
or higher at the premiere episode
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Fig 9. An ad endorsing Mr. Sunshine Fig 10. Avirtual ad endorsing Mr. Sunshine

Source: Wisefn, Daishin Securities Research Center Source: Wisefn, Daishin Securities Research Center
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Fig 11. 12MF P/E band
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Fig 12. 12MF EV/EBITDA band
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Studio Dragon (253450 KQ)

Per share intrinsic value
Residual Income Model (Whn, W, %)

2018F 2019F 2020F 2021F 2022F 2023F 2024F 2025F 2026F 2027F

I NP (contr. int)"®? 55 68 79 94 112 127 144 162 183 207
Il Shareholders’ equity (contr. int.)"*? 424 474 534 534 604 696 795 907 1026 1,160
Estimated ROE 140 150 15.7 17.7 18.6 18.2 18.0 17.9 179 17.9
Il Required rate of retumn M3 55
Risk free rate of return ™4 2.3
Market risk premium "¢ 40
Beta 0.80
IV Spread (estimated ROE — required rate of return) 85 95 10.2 12.2 131 12.7 125 124 124 124
V  Required income 20 23 26 29 29 33 38 44 50 56
VI Residual income (1-V) 35 44 53 65 83 94 105 118 133 151
Present value factor 0.98 0.93 0.88 0.84 0.79 0.75 0.71 0.67 0.64 0.61
PV of residual income 34 11 47 54 66 70 75 80 85 91
VIl Sum of residual income 645

VIl PV of residual income following forecasting period 1,662

Terminal growth (g)"=® 0.0%
IX Beginning shareholders’ equity 368
X Fair market cap (VII+VIl+1X) 2,675
Total number of shares (thousands) 28,037
Xl Per share value (W) 95,404
Current share price (W) 96,000
Potential (%) -0.6%

Note 1: Under the residual income model (RIM), we add the current shareholders’ equity to the residual income based on the eamnings forecast for the next ten years
before adding the result to the residual income after the forecasting period to derive the value of shareholders' stakes. The RIM is considered less subjective than similar
valuation models such as DDM, DCF, and EVA.

Note 2: The RIM reflects consolidated subsidiaries’ earnings not in their entirety but only for the stake controlled by the company.

Note 3: The required rate of retumn (i.e., cost of equity) is the rate of return expected by the shareholders who take risks. Itis derived by the capital asset price model: Cost
of equity = Risk-free interest rate + Beta * Market risk premium.

Note 4: The yield on five-year government bonds was used as the proxy for the risk-free interest rate.

Note 5: Market risk premium refers to the gap between the expected return on the market portfolio and the risk-free interest rate. It has been lowered from 6-8% to 3-5%
in reflection of the current low-growth environment.

Note 6: The terminal growth was assumed to be zero.



Financial statements
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Income statement (Whbn) Balance sheet (Wbn)
2016A  2017A  2018F  2019F  2020F 2016A  2017A  2018F  2019F  2020F

Revenue 154 287 378 420 450 Current assets 81 290 327 364 410
Cost of goods sold 133 240 29 326 339 Cash & cash equiv. 12 51 71 9 139
Gross profit 2 47 9 9% m Trade & other receive. 39 55 73 81 87
S&A expenses 5 14 13 13 14 Inventories 0 1 2 2 2
opP 17 33 66 82 97 Other current assets 31 182 182 182 182
OP margin 108 ns 174 195 215 Long-term assets 161 170 179 19 209
EBITDA 39 74 124 173 193 Tangible assets 1 1 1 1 1
Non-OP 6 -3 8 9 10 Investments in affiates 0 0 0 0 0
Income from affiliates 0 0 0 0 0 Other long-term assets 159 169 178 1% 208
Financial revenue 1 1 8 9 10 Total assets 242 459 507 558 618
FX related gains 0 0 0 0 0 Current liabiliies 8 91 83 84 8
Financial expense 2 3 -1 -1 1 Payables & other liab. 23 A 36 37 37
FXrelated losses 1 1 0 0 0 Borrowings 8 0 0 0 0
Others 5 0 0 1 1 Current portion of LT debts 0 10 0 0 0
Income before taxes 10 30 74 91 107 Other current liabiliies 54 47 47 47 47
Income tax expense 2 6 -19 24 28 Long-term liabilties 21 0 0 0 0
Income from cont. op. 8 24 55 68 e Borrowings 20 0 0 0 0
Income from discont. op. 0 0 0 0 0 Convertible securities 0 0 0 0 0
NP 8 24 55 68 9 Other long-term liab. 2 0 0 0 0
NP margin 53 83 146 161 176 Total liabiities 106 91 83 & 84
NP for non-contr. interest 0 0 0 0 0 Controlling interest 136 368 424 474 534
NP for contr. interest 8 24 55 68 e Capital stock 1 14 14 14 14
Valuation of AFS fin. assefs 0 0 0 0 0 Capital surplus 15 320 320 320 320
Other compreh. income 0 0 0 0 0 Retained eamings 8 32 87 138 198
Comprehensive income 8 24 55 67 9 Other capital changes 2 3 3 3 3
Comp. income for non-contr. Int. 0 0 0 0 0 Non-controliing interest 0 0 0 0 0
Comp. income for contr.int. 8 24 55 67 79 Total shareholder's equity 136 368 424 474 534
Net borowings 16 -182 212 240 -280

Valuation metrics (W, %, %) Cash flow statement (Whn)
2016A  2017A  2018F 2019F  2020F 2016A  2017A  2018F  2019F  2020F

EPS 5691 1050 1971 2408 2825 Operating cash flows 12 -7 34 88 106
PER 00 619 487 399 340 NP 8 24 55 68 79
BPS 61763 13141 15112 16920 19045 Non-cash items 27 52 71 108 116
PBR 00 49 64 57 50 Depreciation 2 41 59 91 9%
EBITDAPS 27127 3271 4435 6,166 6877 FX gains 0 1 0 0 0
EV/EBITDA 04 21 199 142 125 Equity method gain 0 0 0 0 0
SPS 107949 12628 13483 14986 16043 Others 5 10 13 17 20
PSR 00 51 71 64 60 Chgin assets & liab. -46 73 82 73 71
CFPS 24634 3351 4514 6,267 6974 Other cash flows 2 -10 -10 14 -18
DPS 0 0 600 700 850 Investing cash flow -0 141 68 -106 -110
Investmentassets 0 1 0 0 0

Financial ratios (W, %, %) Tangible assets 1 0 0 0 0
2016A  2017A  2018F  2019F  2020F Others 68 -140 68 -106 -110

Growth potential Financing cash flows R3 188 -12 -18 21
Revenue growth na 857 318 111 70 Short-term borrowings 7 8 0 0 0
OP growth na 983 996 243 184 Bonds payable 20 10 0 0 0
NP growth na 1929 1317 22 173 Long-term borrowings 0 0 0 0 0
Profitability Rights offering 56 208 0 0 0
ROIC 194 170 265 288 311 Cash dividends 0 0 0 17 20
ROA 137 94 136 154 165 Others 10 2 -12 2 2
ROE 120 95 140 150 157 Netchgin cash 12 40 20 28 40
Stability Beginning cash balance 0 12 51 71 [°°]
Debt ratio 778 247 196 177 158 Ending cash balance 12 51 71 9 139
Net borrowings ratio 121 494 500 506 525 NOPLAT 13 26 49 61 72
Interest coverage ratio 195 190 00 00 00  FCF 4 67 39 45 57

Source: Studio Dragon, Daishin Securiies Research Center
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[Compliance Notice]

In accordance with Subparagraph 5 of Paragraph 1 of Article 4-20 of the supervisory regulations for the financial investment industry, we confirm
that no information or content has been shared prior to its release on Daishin’s website, and that the analyst has not received nor will receive direct
or indirect compensation in exchange for expressing specific opinions. Daishin is not affiliated with the company presented in this report. This report
has been presented without any undue external influence or interference, and accurately reflects the personal views of the analyst who is
responsible for its content.

This report is distributed for the purpose of helping investors make informed decisions. This report has been prepared from the data and information

believed to be correct and reliable, but Daishin Securities does not make any guarantee as to the accuracy thereof. Investors reading this report
should make final decisions based on their own judgment.

For U.S. persons only: For U.S. persons only: This independent third party research report is a product of Daishin Securities, which is the employer
of the research analyst(s) who has prepared the research report. The research analyst(s) preparing the research report is/are resident outside the
United States (U.S.) and are not associated persons of any U.S. regulated broker-dealer and therefore the analyst(s) is/are not subject to
supervision by a U.S. broker-dealer, and is/are not required to satisfy the regulatory licensing requirements of FINRA or required to otherwise
comply with U.S. rules or regulations regarding, among other things, communications with a subject company, public appearances and trading
securities held by a research analyst account.

This independent third-party research report is distributed in the United States (“US”) to Major US Institutional Investors (as defined in Rule 15a-6
under the Securities and Exchange Act of 1934, as amended) by Maybank Kim Eng Securities USA Inc. (‘“Maybank KESUSA") and Auerbach
Grayson and Company LLC, broker-dealers registered in the US (registered under Section 15 of the Securities Exchange Act of 1934, as
amended). All responsibility for the distribution of this report by Maybank KESUSA in the US shall be borne by Maybank KESUSA. All responsibility
for the distribution of this report by Auerbach Grayson and Company LLC shall be borne by Auerbach Grayson and Company LLC.

If the recipient of this report is not a Major Institutional Investor as specified above, then it should not act upon this report and return the same to the
sender. Further, this report may not be copied, duplicated and/or transmitted onward to any U.S. person, which is not the Major Institutional Investor.
In reliance on the exemption from registration provided by Rule 15a-6 of the Exchange Act and interpretations thereof by the SEC in order to
conduct certain business with Major Institutional Investors, Daishin Securities has entered into an agreement with two U.S. registered broker-
dealers, Maybank Kim Eng Securities USA Inc and Auerbach Grayson and Company LLC. All U.S. persons receiving and/or accessing this report
and wishing to effect transactions in any security mentioned within must do so with: Maybank Kim Eng Securities USA Inc. 777 Third Avenue 21st
Floor New York, New York 1- (212) 688-8886 or Auerbach Grayson and Company LLC 25 West 45th Street, New York, NY 10036 and not with the
issuer of this report.

Analyst Certification of Independence

The views expressed in this research report accurately reflect the analyst's personal views about any and all of the subject securities or issuers; and
no part of the research analyst's compensation was, is or will be, directly or indirectly, related to the specific recommendations or views expressed in
this report.
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Investment rating breakdown and framework (Aug 6, 2018)

BUY MARKETPERFORM  UNDERPERFORM

Ratio 82.1% 15.8% 1.1%

Date

Rating

Target price

Dift (avr. %)

Dift. (maxJ/min, %)

180809 180429

1801.28

Marketperform  Marketperform  Marketperform

95,000 81,000
2668
an

74000
1940
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171125

46,000
44.64
2565
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Rating

Target price

Dift (avr. %)

Diff. (max/min., %)

Date

Rating

Target price

Dift (avr. %)

Dif. (max/min., %)

Date

Rating

Target price

Diff. (awr. %)

Diff. (max/min, %)

Sector ratings breakdown

- Ovenweight: industry indicators are expected to outperform the
market over the next six months.

- Neutral: industry indicators are expected to be in line with the
market over the next six months.

- Underweight: industry indicators are expected to underperform the
market over the next six months.

Company ratings breakdown

- Buy: the stock is expected to outperform the market by at least
10%p over the next six months.

- Marketperform: the stock is expected to either outperform or
underperform the market by less than 10%p over the next six
months.

- Underperform: the stock is expected to underperform the market
by at least 10%p over the next six months.




