S&P Global
Ratings

RatingsDirect’

Research Update:

Disney Downgraded To 'A' On Risks
Associated With Strategic Pivot And
Integration Of Fox; Outlook Stable

Primary Credit Analyst:
Naveen Sarma, New York (1) 212-438-7833; naveen.sarma@spglobal.com

Secondary Contact:
Jawad Hussain, Chicago + 1 (312) 233 7045; jawad.hussain@spglobal.com

Table Of Contents

Rating Action Overview
Rating Action Rationale
Outlook

Liquidity

Ratings Score Snapshot
Related Criteria

Ratings List

WWW.STANDARDANDPOORS.COM/RATINGSDIRECT MARCH 12,2019 1

THIS WAS PREPARED EXCLUSIVELY FOR USER JERRY LAI.
NOT FOR REDISTRIBUTION UNLESS OTHERWISE PERMITTED.



Research Update:

Disney Downgraded To 'A' On Risks Associated
With Strategic Pivot And Integration Of Fox;
Outlook Stable

Rating Action Overview

e Burbank, Calif.-based TWDC Hol dco 613 Corp. (to be renamed The Walt
Disney Co. [Disney]) is poised to conplete its acquisition of rmuch of New
York City-based Twenty-First Century Fox Inc. (21CF). At the sane tine,
Disney will becone the new parent conpany, and the former parent, The
Walt Disney Co. (renaned TWDC Enterprises 18 Corp.) and 21CF will becone
whol | y owned subsi di ari es.

e On March 12, 2019, S&P G obal Ratings lowered its ratings on Disney,
including the issuer credit and issue-level ratings to 'A from'A+ . W
renoved our ratings on Disney from CreditWatch, where we placed them on
Dec. 18, 2018. As a result of the downgrade, we |owered our short term
rating on Disney to 'A-1' from'A-1+

* W are also assigning our "A'" issuer credit rating to the proposed new
parent conpany, TWDC Hol dco 613 Corp. (renanmed Disney).

» The stable outl ook on Disney reflects our belief that, notw thstanding a
| ow probability event or action, Disney will be able to navigate the
strategic shift and potential econonic downturn, w thout breaching our
2.5x downsi de threshold, and nmintai ni ng adequate headroom

Rating Action Rationale

Disney is poised to close on its acquisition of certain portions of 21CF

(i ncluding 20th Century Fox studio, selected U S. donestic cable networks

i ncl udi ng FX and National Geographic, all international cable networks, and
Fox's key DTC platforms including its 30% stake in Hulu and STAR India, its
| eadi ng DTC service in India). The rest of 21CF (the Fox broadcast network,
the 28 owned and operated stations, Fox News cable network, and the nationa
sports networks including FS1) will be spun off into a new conpany, Fox Corp
Disney is required by the U S. Departnment of Justice to sell 21CF s regiona
sports networks (RSNs) in order to get regulatory approval for the 21CF
transaction. For our rating action on 21CF and its financing subsidiary 21CFA,
see "Twenty-First Century Fox Inc. Ratings Raised To 'A" On Pendi ng Di shey
Acqui sition", which was published concurrently with this rating action

The downgrade reflects the operational risks as a result of the transaction
Wil e our base-case forecast shows that Disney could reduce | everage back to
under 2x (the downside threshold for the prior 'A+ issuer credit rating)
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within two years, we believe Disney faces internal and external challenges
that coul d delay that del everagi ng process, resulting in adjusted | everage
remai ni ng above 2x.

A shift in content distribution strategy carries operational risks.

Disney is undertaking a fundamental strategic shift in howit controls and
distributes its owned content. The conpany is nmoving away froma traditiona
di stribution nmodel in which it licenses or syndicates content to third-party
di stributors, such as television networks and stream ng vi deo-on-denand (SVOD)
operators and toward a "wal | ed-garden" approach in which D sney-owned content
is only avail able exclusively through its owned direct-to-consuner (DTC)

servi ces such as Hul u, ESPN+, and the soon-to-be-launched Di sney+. Disney
plans to end syndicating and |icensing any new content and to recl ai malready
syndi cated/licensed content as its agreenments with third parties expire. The
nost significant of those is its 2012 distribution agreement with Netflix
which Disney let expire at the end of 2018. W anticipate Disney will do the
sane with 21CF s distribution agreements with Netflix and, potentially, HBO

(expires in 2022). Eventually, the only place that consumers will be able to
find and consune Di sney and 21CF content, outside of first run novies that
will continue to be released in theaters, will be Disney's owned DTC services.

Credit metrics will likely worsen in the near term as content costs ramp up and revenue is subject to
increased volatility.

While we believe Disney, with its unique collection of iconic brands and
intell ectual property, has the ability, nore than any other traditional nedia
conpany, to succeed in this transformation, this strategy presents

consi derabl e risks. This pivot exposes Disney directly to the nore volatile,

| ower margin consuner distribution nodel while forfeiting the nore predictable
hi gher margi n syndi cation/licensing revenues. To expand its owned content
library to attract and retain subscribers to these new DTC servi ces, Disney
will need to neaningfully increase spending on new original content. Over

time, these DTC services should grow subscribers, generating revenues and cash
fl ow whi ch could eventually nmake up for the | ost syndication revenues and

hi gher programmi ng spending. Until this happens, Disney's credit measures
woul d i kely worsen, the nmagnitude of which would depend on how |l ong this
transformati on takes, how rmuch Di sney spends on new origi nal programm ng, and
how successful the DTC services are.

None of this is unique to Disney. Other traditional nedia conpanies have
recogni zed the need to foll ow sone version of this strategy, but the strategic
risk (and the likelihood of failure) and the inpact to earnings (and credit
nmeasures) has deterred every other traditional nedia conpany fromfoll ow ng

t he sane path.

The integration of 21CF carries risk because of scale and cultural differences.
On top of a shift in distribution strategy, Disney will be integrating its
| argest acquisition ever and reorganizing its businesses. This integration
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which will include new business segnment | eadership, with several coming over
from21CF, will be significantly nore challenging and nore conpl ex than
previous acquisitions This is not only because of the size and gl obal scal e of
21CF but al so because of the seisnic differences in Disney's and 21CF' s
corporate cultures. By itself, this integration will challenge the

organi zational, |eadership, and operational skills of Disney's senior

| eadership. Adding in the strategic shift will surely anplify these chall enges
and increase the risk of potential m ssteps.

Economic uncertainty increases risk at a time of elevated leverage and integration challenges.
While not explicitly factored into our base-case analysis, Disney's strategic
pivot is being initiated, in our opinion, late in the credit cycle. D sney
remai ns vulnerable to swings in the econony, not just through its reliance on
advertising which is correlated to GDP, but also at its thene parks business
whi ch depends on consumer spendi ng. Thus, a gl obal econom c sl owdown woul d put
added negative pressure on Disney's credit neasures.

Deleveraging prospects will partly depend on asset sale proceeds and future acquisitions.
Overhangi ng our ratings on Disney is the uncertainty surrounding 21CF s

regi onal sports networks (RSNs) whose divestnent the U S. Departnent of
Justice has mandated, as well as Disney's future ownership plans for the 40%
of Hulu that it doesn't own (Contast Corp. and AT&T Inc. own 30% and 10%
respectively). The required sale of 21CF' s 22 RSNs has yet to be finalized,
and the results of that process will have a material inpact on Disney's pace
of del everagi ng. Qur base-case forecast assunes Di sney receives post-tax
proceeds of $12 billion-$13 billion (8x nmultiple), which we expect would be
used to reduce the anpbunt of new debt needed to purchase Fox.

In addition, uncertainty remains regarding Disney's desire to acquire the 40%
of Hulu that it doesn't own, pro forma for the Fox acquisition. AT&T has
publicly stated that it would be interested in selling its 10% non-voti ng
stake. We factor $1 billion in unspecified acquisitions annually into our

Di sney forecast. This would nore than likely capture a transacti on between
AT&T and Di sney yet would not be sufficient if Disney were to also acquire
Contast's stake.

The acquisition of 21CF adds to the depth and breadth of the company's content and distribution
footprint.

Qur ratings on Disney reflect the conpany's unparalleled collection of iconic
brands, which includes D sney, Star Wars, Marvel (21CF is adding the X-Men and
Fantastic Four), Pixar, and Avatar; the breadth and depth of its studi os which
is greatly enhanced with the addition of the 20th Century Fox studio and
library; the global distribution footprint which was greatly enhanced by Fox's
cabl e networks and SVOD services; and the conpany's broad diversity inits
medi a and entertai nnent businesses. In our view, Disney remains the preem nent
conpany for nonetizing intellectual property across the full breadth of its
busi nesses. Sonmewhat tenpering these strengths is Disney's exposure to shifts
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in media consunption and advertising spending, particularly within the U S
tel evision industry. The rating benefits from Di sney's conservative financi al
policy, which bal ances conservative credit nmetrics with sharehol der returns
and acquisitions and Disney's strong cash flow generation, though this could
be sonewhat tested over the next few years due to the strategic shift.

We forecast Disney's adjusted | everage, pro forna for the Fox transaction

will rise to roughly 2.4x. Over the next two years, we expect the conpany wll
focus on reducing adjusted | everage back to bel ow 2x. To aid in that process,
Di sney has al ready suspended its share repurchase programand will likely sl ow
the annual growth in its dividend. Qur base-case forecast shows adjusted

| everage of 2.4x at the end of fiscal 2019 (which will roughly include six
nonths of 21CF — 2.3x on a pro forma basis), declining to around 2x as of
fiscal 2020 (18 nonths post-closing).

Qur base-case forecast includes the follow ng assunptions:
« US GDP growth of 2.3%in 2019 and 2.3%in 2020, and eurozone GDP growth
of 1.5%in 2019 and 1.5%in 2020.

* Consolidated revenue growth of about 16%in fiscal 2019 (2% on a pro
forma basis) and 24%in fiscal 2018 (6% on a pro forma basis).

» (perating expense growh rising nodestly faster than revenue growth
(primarily because of growth in progranmm ng expenses and integration
costs), resulting in a 10% decline in EBITDA in fiscal 2019 and
hi gh-teens percentage growth in fiscal 2020 (mid-teens on a pro forna
basi s).

e Adjusted EBITDA margins declining to the 24-26%range in fiscal 2019 and
2020 (it was 32.9%in fiscal 2018).

* Free operating cash flow of about $6.5 billion in fiscal 2019, which is

significantly lower than fiscal 2018 levels, and above $7.5 billion in
fiscal 2020
 Discretionary cash flow of about $3.5 billion in fiscal 2019 and nore

than $4 billion in fiscal 2020.

e $1 billion in acquisitions annually. We believe this would capture the
price of AT&T's 10% stake in Hul u.

For nmore details on our forecast, see our full analysis on Disney to be
publ i shed shortly.

Outlook
The stable outlook on Disney reflects our belief that, notw thstanding a | ow
probability event or action, Disney will be able to navigate the strategic

shift and potential econom c downturn, w thout breaching the 2.5x downside
threshol d, and maintain sufficient headroom agai nst this threshold.
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Upside scenario

We coul d raise our ratings on Disney if the conpany is successful with its DIC
services and 21CF integration andcash flow stability continues at its thene
parks, while adjusted | everage decreases to bel ow 2x on a sustai ned basis.

This is likely if growth in Disney's DIC revenues nakes up for the losses in
traditional revenues and there is a clear path toward cash flow breakeven for
its DIC services.

Downside scenario
We could tighten our |everage threshold for our issuer credit rating on Disney

or

lower the rating if secular trends worsen or significant m ssteps occur

with its DTC strategy, causing pernmanent operating nmetric erosion. In

addition, we could lower the rating if Disney's |leverage rises above our 2.5x
threshol d, with no prospect of declining over the next two years. This could
occur if the conmpany changes its financial policy such that the result would
be a permanent increase in leverage or if a global economc downturn triggers
a sharp decline in revenue and EBI TDA wi t hout a correspondi ng debt reduction

Liquidity

We are revising our assessment of Disney's liquidity to strong from
exceptional in spite of the still-healthy cash generation and still-strong
cash bal ances as the conpany will have el evated cash uses for the next 12-24
nont hs due to the 21CF acquisition and the associated integration costs,
Disney's venture into DIC products that will |ose cash for the next few years
and consolidation of Hulu which renmains a net user of cash. Qur assessnent is
based on the conpany's high standing in credit nmarkets, exceptional access to
capital, and well-established and solid relationships w th banks. Managenent
exerci ses very prudent risk managenent, which was evident in the conpany's
credit profile stability during the 2008-2009 recessi on. W expect Disney's
liquidity sources to cover uses by nore than 1.5x over the next 24 nonths. The
conpany's conpliance with the interest coverage covenant could survive a nore
than 30% drop in EBITDA. W believe the conpany has the ability to absorb

hi gh-i nmpact, |ow probability events (such as market turbul ence and sovereign
risk) without refinancing, and that its discretionary cash flow wll be
sufficient to cover maturing debt, notw thstanding a period of peak capita
expenditures for a major thene park.

Principle sources of liquidity include:

Cash bal ances totaling $4.5 billion as of Dec. 29, 2018;
A recently increased $12.25 billion conmercial paper program

Availability of $11.5 billion under its revolving credit facility as of
Dec. 29, 2018, including $6 billion 364 days facility maturing in Mrch
2020; and

Annual cash flow from operations of $12 billion in fiscal 2019 and over
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$13 billion in fiscal 2020.

Principal uses of liquidity include:

* Increasing capital expenditures of under $6 billion in fiscal 2019 and
nore than $6 billion in fiscal 2020, which include increased spendi ng at
t hene parks;

* Shar ehol der dividends of $3 billion in fiscal 2019 and $3.3 billion in
fiscal 2020

e Debt maturities of about $2.8 billion in fiscal 2019 and $3.0 billion in
fiscal 2020; and

» No share repurchases in fiscal 2019 and fiscal 2020.

Ratings Score Snapshot

I ssuer Credit Rating: A/Stable/A-1
Busi ness risk: Strong

* Country risk: Low

e Industry risk: Internediate

 Conpetitive position: Strong

Fi nanci al risk: Mdest
e Cash flow Leverage: Modest

Anchor: a+

Modi fiers

« Diversification/Portfolio effect: Neutral (no inpact)
e Capital structure: Neutral (no inpact)

 Financial policy: Neutral (no inpact)

e Liquidity: Exceptional (no inpact)

 Managenent and governance: Strong (no inpact)

 Conmparable rating anal ysis: Negative (-1 notch)

Related Criteria

e Criteria - Corporates - Ceneral: Reflecting Subordination Risk In
Corporate |Issue Ratings, March 28, 2018

e Ceneral Criteria: Methodol ogy For Linking Long-Term And Short-Term Rati ngs
, April 7, 2017

e Criteria | Corporates | Ceneral: Mthodol ogy And Assunptions: Liquidity
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Descriptors For d obal Corporate |Issuers, Dec. 16, 2014

e Criteria | Corporates | Industrials: Key Credit Factors For The Media And
Entertai nnent I ndustry, Dec. 24, 2013

e General Criteria: Goup Rating Methodol ogy, Nov. 19, 2013

e Criteria | Corporates | Ceneral: Corporate Methodol ogy: Ratios And
Adj ust nents, Nov. 19, 2013

* Criteria | Corporates | Ceneral: Corporate Methodol ogy, Nov. 19, 2013

e General Criteria: Country Ri sk Assessment Methodol ogy And Assunpti ons,
Nov. 19, 2013

e Ceneral Criteria: Methodology: Industry Risk, Nov. 19, 2013

e CGeneral Criteria: Methodol ogy: Managenent And Governance Credit Factors
For Corporate Entities And Insurers, Nov. 13, 2012

e CGeneral Criteria: Use OF CreditWatch And Qutl ooks, Sept. 14, 2009

Ratings List

Downgr aded; CreditWatch/ Qutl ook Action

To From

Capital Cities/ABC Inc.
Di sney Enterprises Inc.

| ssuer Credit Rating Al St abl e/ - - A+/ Wat ch Neg/ - -
The Walt Di sney Co.

| ssuer Credit Rating Al Stable/ A1 A+/ Wat ch Neg/ A- 1+
TWDC Hol dco 613 Cor p.

Seni or Unsecured A A+/ Wat ch Neg

Conmer ci al Paper A1 A- 1+/ Wat ch Neg
Capital Cities/ABC Inc.

Seni or Unsecured A A+/ Wat ch Neg

Di sney Enterprises Inc.

Seni or Unsecured A A+/ Wat ch Neg
The Walt Disney Co.

Seni or Unsecured A A+/ Wat ch Neg

Conmrer ci al Paper A1l A-1+/ Wat ch Neg
New Rati ng;
TWDC Hol dco 613 Cor p.

| ssuer Credit Rating Al St abl e/ - -
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Certain terms used in this report, particularly certain adjectives used to
express our view on rating relevant factors, have specific neanings ascribed
to themin our criteria, and should therefore be read in conjunction with such
criteria. Please see Ratings Criteria at ww. st andardandpoors. com for further

i nformati on. Conplete ratings information is available to subscribers of

Rati ngsDirect at ww. capitalig.com Al ratings affected by this rating action
can be found on S&P G obal Ratings' public website at

ww. st andar dandpoors. com Use the Ratings search box located in the |eft

col um.
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