Studio Dragon essssox

Singapore/Hong Kong NDR review:
Asadal Chronicles to beef up earnings

Starting with Asadal Chronicles (the firm’s first multi-season tent-pole
drama), Studio Dragon is to employ an OIMU strategy aimed at expanding
its business arenas. Margins for Asadal Chronicles should improve in earnest
from Season 2. Also warranting attention are: 1) collaborations with global
players (Netflix, Chinese OTT firms); and 2) CJ E&M (largest shareholder)’s
planned disposal of a stake in Studio Dragon.
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Foreign investors expressing strong interest in Asadal Chronicles

Over Feb 25~28, we conducted a NDR for Studio Dragon with foreign
institutional investors in Singapore and Hong Kong. The attendees mainly
focused on: 1) future business plans; 2) global collaborations with Netflix and
Chinese OTT players; 3) CJ E&M (largest shareholder)’s planned disposal of a
stake in Studio Dragon; and 4) Studio Dragon’s depreciation method for
intangible assets. The investors positively responded to the company’s long-
term business direction and its conservative cost recognition method.

The attendees’ largest area of interest was Asadal Chronicles, Studio Dragon’s
first multiple seasonal tent-pole drama. Starting with Asadal Chronicles (the
firm’s first multi-season tent-pole drama), Studio Dragon is to employ a One IP
Multi Use (OIMU) strategy aimed at expanding its business arenas to
encompass games, tours, and other ventures—the company is nicknaming this
new business model ‘Studio Dragon 2.0’. We note that pre-distribution
negotiations are already underway with a global OTT before its planned airing
(2Q19). BEP for the project should be achievable even though fixed costs (such
as set-up expenses) are to concentrate in Season 1 (as is the general case for
multi-season dramas). But, from Season 2 (2020), margins should improve in
earnest in line with: 1) operating leverage (on reduced fixed costs thanks to
reuse of production assets set up for Season 1); and 2) the start of other income
from IP utilization (including games and tours).

Focus on: 1) collaborations with global OTT firms; and 2) CJ
E&M’s planned stake sale

Global collaborations: Two Netflix originals (Love Alarm and Holo) produced
by Studio Dragon are to be released in 2H19. The firm is also expected to
crystallize its plans for co-production of three dramas (My Mister, What’s
Wrong with Secretary Kim?, and 100 Days My Prince) with a Chinese player
within 1H19.

Disposal of largest shareholder’s stake: CJ E&M (largest shareholder)’s planned
disposal of a stake (likely around 20%) in Studio Dragon should be finalized
within 1H19. Studio Dragon is aiming to select strategic investors (SIs) in order
to accelerate its global advancement via synergies on the production side.
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Buy (maintain)
TP W135,000 (maintain)
CP (19/02/28) W94,100
Sector Entertainment
Kospi/Kosdag 2,195.44 [ 731.25
Market cap (common) US$2,346.52mn
Outstanding shares (common) 28.1mn
52W high ('18/07/12) W119,800
low ('18/05/08) W79,600
Average trading value (60D) US$15.56mn
Dividend yield (2018E) 0.00%
Foreign ownership 2.8%
Major Shareholders
CJENM & 3 others 74.4%
Share perf M 6M 12M
Absolute (%) -16.9 141 73
Relative (%p) -204 6.2 25.8
2017 2018E  2019F  2020F
Sales 286.8 3795 5150  599.6
Chg 85.8 32.3 35.7 16.4
OP 33.0 39.8 76.8 11.0
OPM 11.5 10.5 14.9 18.5
NP 23.8 35.8 63.9 90.5
EPS 1,050 1,277 2277 3,226
Chg 84.5 21.6 78.3 41.7
PIE 61.9 724 413 29.2
P/B 4.9 6.4 5.6 4.7
EVIEBITDA 22.1 21.3 13.5 1.5
ROE 9.5 9.3 14.6 17.6
Debt/equity 24.7 21.0 19.0 16.7
Net debt -1822 1745 -2223 -301.5

Unit: Wbn, %, won, x

Note 1: NP excludes minority interests

Note 2: EPS, P/E, P/B, and ROE based on NP (excl minority interests)
Source: NH [&S Research Center estimates
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Building foothold: To be beneficiary of global OTT industry growth

Benefiting from intensifying competition between global OTT players, Studio Dragon is
now beginning to pave the way towards reaping solid profit figures. Adhering to a Buy
rating, we continue to suggest the company as our sector top pick.

Going forward, we suggest that investors concentrate on: 1) Studio Dragon’s production of
multi-season dramas such as Asadal Chronicles and Love Alarm; and 2) the firm’s
strengthened global influence thanks to both the securing of SIs and co-productions with
global partners. In detail, as it is important for OTT companies to maintain subscriber
bases, multi-season drama series tend to be more valuable than mini-series. Meanwhile,
Studio Dragon’s cooperation with global partners should translate into its contents being
greater distributed over a more diverse range of countries. Given these positives, we
believe now is the time to look at the firm’s long-term potential rather than focus on its
short-term profits.

Studio Dragon 2.0: OIMU strategy to boost earnings

Foreign investors showed interest in Studio Dragon’s business plans. The company plans
to deploy a One IP Multi Use (OIMU) strategy aimed at expanding its business arenas to
encompass games, tours, and other ventures—it is nicknaming this new business model
Studio Dragon 2.0. Based on its IPs from original creative works of fiction, the company
intends to create a collection of multi-season dramas and derivative works (eg, games)
that share the same fictional universe. Such a strategy has proven successful for both
various Marvel IPs-based series and HBO’s Game of Thrones.

Asdal Chronicles is to mark the first drama series produced under Studio Dragon’s
OIMU strategy. Season 1 is to air in 2Q19, and Season 2 should follow in 2020. And,
discussions are underway to produce games and animated features that share the same
fictional universe with the drama series. There are plans to make the drama filming site
in Osan open to tourists. BEP is to be achievable from Season 1. From Season 2, margins
should improve in earnest in line with revenue from derivative works.

Studio Dragon 2.0
One IP Multi Use
Tour/exhibition
Share Produce m
same Production multi-
fictional system season
unicerse dramas m
i . . VR
Obtain IPs for content  Establish a solid
that targets global production Create drama
auidence system R Merchandise

Source: Studio Dragon, NH 1&S Research Center
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Concept images from Asdal Chronicles to be used in games

Asdal Chronicles cast: JG Song, JW Kim, DG Chang and animated features

Source: Media reports, NH 1&S Research Center Source: Media reports, NH 1&S Research Center

Asdal Chronicles filming site in Osan House-raising ceremony in Osan

Source: Osan City blog, NH &S Research Center Source: Media reports, NH 1&S Research Center
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Production cost per
episode for Asadal
project estimated to
exceed W2.0bn

However, BEP to be
achievable from
season 1

Multi-season
dramas are
generally in red
during the
inaugural season

Asadal Chronicles
margins to improve
sharply from
Season 2

Overall production costs for Asadal Chronicles Season 1 are sized at W40bn. In 2018,
Studio Dragon inked contracts for the series with Samhwa Networks for set construction
(W10bn) and scenic design (W4.8bn), and with Dexter Studios for visual effects (VFX;
W8.4bn). Even not including expenses for the hiring of actors and crew, W23.2bn has
been already budgeted. Moreover, expenses related to filming the drama in Brunei need
to be taken into account as well. Given that VFX-related costs generally represent around
10~20% of the overall production expenses for a film production, we estimate that
production cost per episode for Asadal Chronicles will exceed W2.0bn.

It appears that broadcasting revenue will recover only a portion of Studio Dragon’s hefty
production costs. And, with the drama set in the ancient city of Asadal, product
placement revenue is to be limited. Overall, we estimate that broadcasting revenue will
cover about 50% of production costs. But, we note that pre-distribution negotiations are
already underway with a global OTT. Studio Dragon’s distribution contracts with Netflix
last year averaged at 60% of related overall drama production costs, with a premium
being rendered for tent-pole dramas. As for the Asadal project, while believing that
drama set construction costs (W10bn) will be excluded from the anticipated distribution
contract with the global OTT, we still estimate that the contract will be set at about 50%
of the total production expenditure (W40bn). Thus, should the contract with global OTT
be pulled through successfully, BEP should be achievable even from Season 1.

Even in the US where multiple seasonal dramas are the norm, BEP tends to be reached
only from Season 3. For instance, early seasons of the mega-hit drama series Game of
Thrones generated only meager profits.

In summary, BEP for the Asadal Chronicles project should be achievable even from
Season 1 thanks to a differentiated profit structure based on the drama’s global
distribution model. Furthermore, from Season 2, margins for the drama should grow in
earnest in line with: 1) greater operating leverage on reduced fixed costs (thanks to the
reuse of production assets set up for Season 1); and 2) the start of income from IP
utilization (including in games and merchandise). Moreover, we also note that as for a
successful seasonal drama, the distribution sales tend to increase for later seasons.

Asadal Chronicles: Expenses and revenue breakdown for Season 1 and Season 2

Fixed cost
A
o Aeefioya i Production
VFX service P Filming in overseas cost
(W8.4bn) countries, crew cost WAOb:
S1 (W40on)
Pre-distribution contract with global OTT Revenue
(50%<) (W40bn)
: Filming in overseas Production
VFX service Actors countries, crew cost Leverage } cost reduced
S2
Pre-distribution contract with global OTT P ~ Margins
((S1 distribution sales <) | revenue improvement

Source: Dart, NH I1&S Research Center estimates
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Earnings forecasts (IFRS-consolidated)

(Unit: Wbn, won, x, %)

2017 2018P 2019E 2020F

Sales - Revised 286.8 3795 515.0 599.6
- Previous 286.8 3795 5144 606.3

- Change 0.0 0.1 -1.1

oP - Revised 33.0 39.8 76.8 11.0
- Previous 33.0 39.8 88.4 121.7

- Change 0.0 -13.1 -8.8

OPM - Revised 1.5 10.5 14.9 18.5
EBITDA 74.3 113.6 178.5 202.7
NP (excl minority interests) 238 35.8 63.9 90.5
EPS - Revised 1,050 1,277 2,277 3,226
- Previous 1,277 2,599 3,525

- Change 0.0 -124 -85

P/E 61.9 724 413 29.2
P/B 49 6.4 5.6 47
EV/EBITDA 22.1 21.3 13.5 1.5
ROE 9.5 9.3 14.6 17.6

Note 1: EPS, P/E, P/B, and ROE based on NP (excluding minority interests)
Note 2: Intangible asset amortization figures raised from previous estimates; however, no changes in EBITDA

Source: NH 1&S Research Center estimates

Earnings forecasts, by division

(Unit: episodes, Wbn, %)

1217 2Q17 3Q17 4Q17 | 1Q18 2Q18 3Q18 4Q18P [1Q19E 2Q19F 3Q19F 4Q19F | 2017 2018E 2019F
Number of dramas 4 6 6 7 6 6 6 8 7 7 8 8 22 25 30
TV (domestic) 4 6 6 7 6 6 6 8 7 7 7 7 22 25 28
oTT - - - - - - - - - - 1 1 - - 2
Sales 753 621 775 719 | 799 743 1237 101.7 | 1048 129.9 139.5 140.7 | 286.8 379.5 515.0
Broadcasting revenue 263 241 418 390 | 407 341 489 544 | 446 553 524 482 | 1312 1781 2005
IP +VOD 365 263 233 257 | 321 288 634 378 | 490 597 740 800 | 1118 1621 262.7
Other (DVD, OST) 125 116 124 7.2 71 114 114 95| 113 149 131 125 | 437 394 518
¥y (%) - - - - 6.0 196 597 415| 313 748 128 384 | 467 323 357
COGS 586 499 668 644 | 662 637 989 952 | 861 1099 1129 1145 | 239.7 324.0 4234
Production costs 352 318 382 445 | 446 333 477 623 | 522 653 730 738 | 1497 1879 2643
Amortization costs 9.9 98 103 109 | 127 131 233 244 | 206 295 252 261 | 410 735 1015
Other 134 83 182 9.0 89 172 279 86| 133 151 146 145 | 490 626 575
GP 16.8 122 107 74| 136 106 248 65| 187 200 266 263 | 471 555 91.6
GPM 222 196 139 104 | 171 143 201 64| 179 154 1941 187 | 164 146 178
oP 14.0 8.9 6.7 35| 107 73 215 04| 150 165 225 227 | 3341 398 768
OPM 185 143 8.7 48| 133 99 174 04| 143 127 1641 162 | 115 105 149
¥y (%) - - - -| =237 -176 2185 -87.3| 412 1255 4.9 50584 - 204 929
NP 13.4 2.8 5.7 2.0 7.9 89 173 17/ 119 158 180 182 | 238 358 639
NPM 17.8 45 7.3 2.8 98 120 140 1.7 113 122 129 129 8.3 94 124
Note: Number of dramas based on those aired in each quarter (If a drama is aired through two consecutive quarters, 0.5 is reflected in each quarter)
Source: NH 1&S Research Center estimates
O NHERE 5
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Studio Dragon’s 2019 drama line-up
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Highest

Title Airing date Quarter Channel Type . .| Remarks
viewership
God’s Quiz: Reboot (Season 5) 18.11.14~19.01.10 4Q,1Q OCN 16 episodes 2.6% All episodes supplied to Netflix
Priest 18.11.24~19.01.20 4Q,1Q OCN 16 episodes 2.4%
Eunjoo’s Room 18.11.06~19.01.22 4Q,1Q Olive 12 episodes 0.6% Second season possible
Encounter 18.11.24~18.01.17 4Q,1Q tvN 16 episodes 10.0% Export to more than 100 countries
Memories of the Alhambra 181201~18.0120  4Q,1Q WN  16episodes  9.7% [g:;;n';‘;'ﬂ %‘r‘]‘lﬂ‘*d sl
The Man Who Became a King 19.01.07~19.02.26 1Q tvN 16 episodes 10.1%
Touch Your Heart 19.01.23~19.03.14 1Q tvN 16 episodes 4.7%
Romance is a Bonus Book 19.01.26~19.03.17 1Q tvN 16 episodes 5.8% Globally aired on Netflix
Possessed 19.03.06~19.04.25 1Q,2Q OCN 16 episodes
Kill it 19.03.16~19.04.21 1Q,2Q OCN 12 episodes
He Is Psychometric 19.03.11~19.04.30 1Q, 2Q tvN 16 episodes
Confession 19.03.23~19.05.12 1Q,2Q tvN 16 episodes
Her Private Life 2Q tvN 16 episodes
Voice 3 2Q OCN 16 episodes
Watcher 2Q OCN 16 episodes
The Chronicles of Asdal 2Q tvN 18 episodes g%r]t-pole] To be sold to global
Spring Night 2Q, 3Q MBC 16 episodes Terrestrial broadcasting
Abyss 2Q, 3Q tvN 16 episodes
Save Me 2 2Q, 3Q OCN 16 episodes
Love Alarm S$1 3Q Netflix | 8 episodes E:::g on popular webtoon
Man Who Bakes Bread 3Q tvN 16 episodes
Everyone’s Privacy 3Q tvN 16 episodes
Doctor Room 3Q SBS 16 episodes Terrestrial broadcasting
When the Devil Calls Your Name 3Q tvN 16 episodes
Hotel del Luna 3Q tvN 16 episodes [Tent-pole]
Designated Survivor 3Q,4Q tvN 16 episodes Drama remake
I am Alone S1 4Q Netflix e;fs;i .

Note: Media report, Studio Dragon, NH 1&S Research Center estimates
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Valuation / Profitability / Stability

(Wbn) 2017/12A 2018/12E 2019/12F 2020/12F 2017/12A 2018/12E 2019/12F 2020/12F
Sales 286.8 379.5 515.0 599.6  Price/Earnings (x) 61.9 724 413 29.2
Growth (%) 85.8 32.3 357 16.4  Price/Book Value (x) 49 6.4 5.6 47
COGS 239.7 324.0 423.4 470.7  Price/Gross Cash Flow (x) 21.2 21.8 14.5 12.8
Gross Profit 471 55.5 91.6 128.9  Price/Sales (x) 5.1 6.8 5.1 44
Gross margin (%) 16.4 14.6 17.8 21.5 EVIEBITDA(x) 221 21.3 135 1.5
SG&A 14.2 15.7 14.8 18.0  EVIEBIT (x) 49.7 60.7 315 211
Operating Income 33.0 39.8 76.8 111.0  Fully diluted EPS (won) 1,050 1,277 2,277 3,226
Growth (%) 98.8 20.6 93.0 44.5  BVPS (won) 13,141 14411 16,687 19,913
Operating margin (%) 1.5 10.5 14.9 18.5  Sales PS (won) 12,628 13537 18,358 21,377
EBITDA 74.3 113.6 178.5 202.7 ROE (%) 9.5 9.3 14.6 17.6
Non-Operating Profit 2.7 5.1 5.0 51 ROA(%) 6.8 7.5 12.2 15.0
Financial Income(Costs) 25 0.6 11 1.5  ROIC (%) 14.2 14.8 259 35.3
Other Non-Operating Profit -0.2 0.0 0.0 0.0  Dividend Yield (%) 0.0 0.0 0.0 0.0
Gains(Losses) in Associates, Subsidiaries and JVs 0.0 45 39 3.6  Payout Ratio (%) 0.0 0.0 0.0 0.0
Pre-tax Profit from Cont. Op. 30.3 45.7 81.9 116.0  Total Cash Dividend (Wbn) 0.0 0.0 0.0 0.0
Income Taxes 6.4 9.9 18.0 25,5  Cash DPS (won) 0 0 0 0
Profit from Continuing Op. 238 35.8 63.9 90.5  Net debt(cash)/ equity (%) -49.4 -43.2 -47.5 -54.0
Net Profit 23.8 35.8 63.9 90.5  Debt/ equity (%) 24.7 21.0 19.0 16.7
Growth (%) 193.8 50.4 78.5 41.6  Interest-Bearing Debts (Wbn) 10.0 0.0 0.0 0.0
Net margin (%) 8.3 94 12.4 15.1  Current Ratio (%) 319.6 3271 370.4 4417
Net Profit of Parent 238 35.8 63.9 90.5  Total shares (mn) 28 28 28 28
Net Profit to Non-Controlling 0.0 0.0 0.0 0.0  Parvalue (won) 500 500 500 500
Other Comprehensive Income -0.1 0.0 0.0 0.0  Share price (won) 65,000 92,400 94,100 94,100
Total Comprehensive Income 23.8 35.8 63.9 90.5  Market Cap (Wbn) 1,822 2,592 2,640 2,640

STATEMENT OF FINANCIAL POSITION

CASH FLOW STATEMENT

(Wbn) 2017/12A 2018/12E 2019/12F 2020/12F  (Wbn) 2017/12A 2018/12E 2019/12F 2020/12F
Cash and Cash Equivalents 51.3 26.6 67.0 1385  Operating Cash Flow 7.2 108.7 165.0 182.0
Accounts Receivables 54.9 57.7 60.0 61.8  Net Profit 238 35.8 63.9 90.5
Total Current Assets 289.8 276.2 321.7 410.1  Depreciation & Amortization 41.3 73.8 101.7 91.7
Tangible Assets 1.1 0.8 0.6 0.5  +Loss(Gains) from Subs 0.0 0.0 0.0 0.0
Investment Assets 38 43 44 45  +FC translation loss(profit) 0.8 0.0 0.0 0.0
Non-Current Assets 169.6 2129 229.4 242.0  Cross Cash Flow 69.7 118.9 182.5 206.3
Assets 459.5 489.1 557.1 652.1 - Incr. (Decr.) in WC -72.9 -0.2 0.5 1.3
Short-Term Debt 10.0 0.0 0.0 0.0 Investing Cash Flow -141.0 1230 1245 -110.6
Account Payables 6.1 6.1 6.2 6.4  + Decr. In Tangible Assets 0.1 0.0 0.0 0.0
Current Liabilities 90.7 84.4 88.5 92.8 - Incr. In Tangible Assets (capex) -0.1 0.0 0.0 0.0
Long-Term Debt 0.0 0.0 0.0 0.0  +Disp.(Acq.) of Inv. Assets -1.5 -0.5 -0.1 -0.1
Long-Term Allowance 0.3 04 0.6 0.7  Free Cash Flow -7.3 108.7 165.0 182.0
Non-Current Liabilities 0.3 0.4 0.6 0.7  Net Cash Flow -148.2 -14.3 40.5 714
Liabilities 91.0 84.9 89.0 93.5  Financing Cash Flow 188.1 -10.4 0.0 0.0
Capital Stock 14.0 14.0 14.0 14.0  Equity Financing 207.8 0.0 0.0 0.0
Capital Surplus 319.6 319.6 319.6 319.6  Debt Financing -19.7 -10.4 0.0 0.0
Retained Earnings 321 67.9 131.8 222.3  Incr.(Decr.) in Cash 39.8 -24.8 40.5 714
Non-Controlling Interests Equity 0.0 0.0 0.0 0.0  Ending Cash and Cash Equivalents 51.3 26.6 67.0 138.5
Shareholders' Equity 368.4 404.2 468.1 558.6  Net Debt (Cash) -1822 1745 2223  -301.5
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Rating and TP update Studio Dragon (253450.KQ)
. Disparity ratio (%)
Date Rating TP Avg Max/Min (won)
2019.02.15 Buy W135,000(12M) . .
200,000 F cm— i i
2018.07.30 Buy W150,000(12M) -32.9% -22.5% Closing Price
2018.03.30 Buy W110,000(12M) -8.5% 8.9% 160,000 [ =====Target price(12M)
120,000 F
80,000
40,000
0 1 1 1 1 1 ]

"17.3 "7.7 "17.11 '18.3 '18.7 '18.11 '19.3

NH Investment & Securities stock ratings

1. Rating based on a stock’s forecasted absolute return over a period of 12 months from the date of publication.

© Buy: Greater than +15%
© Hold: -15% to +15%
o Sell: Less than -15%

2. Regarding listed companies under NH 1&S’ coverage, our stock ratings break down as follows (as of Mar 1, 2019).

o NH 1&S’ stock rating distribution
Buy | Hold | Sell
76.8% \ 23.2% \ 0.0%

- The stock rating on an individual company can change at irregular intervals. Our stock rating distribution is calculated on a weekly basis.

Compliance notice

o NH I&S does not have a stake greater than or equal to 1% in Studio Dragon as of the preparation date.

o NH I&S has not provided this material to any institutional investor or other third party in advance.

o The analyst and his/her spouse do not own any securities of Studio Dragon as of the preparation date.

o This report correctly reflects the analyst's opinion and was written without any external influence or intervention.

Disclosures

The research is based on current public information that NH 1&S considers reliable, but NH 1&S does not represent it as accurate or complete and it should not be relied on as such.
Furthermore, the research does not take into account particular investment objectives, financial situations or individual client needs, and NH 1&S is in no way legally responsible for future

returns or loss of original capital. All materials in this report are the intellectual property of NH I&S. Copying, distributing, transmitting, transforming or lending of this material without NH &S
consent is prohibited.
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