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Music Industry
US Digital Track Trends Weakening

While recent music industry news has focused on the potential of an
EMI/WMG merger, as well as the strength of WMG’s March quarter,
we believe weakening digital download trends are concerning.

Year-to-date, digital tracks (including digital singles and digital
albums converted to tracks at a 10:1 ratio) are up 98% over the
same 18 week period in 2005. However, the weekly trend lines are
significantly different year-over-year. In 2005 (see Exhibit A),
digital track figures increased significantly throughout the first
18 weeks of the year, with tracks continuing to improve throughout
the rest of the year (see Exhibit B which goes thru calendar Q3).

In 2006, despite the aggregate year-to-date strength in digital
tracks, weekly performance continues to decline, with every week
during the second quarter below the year-to-date average.

e During calendar Q2/Q3 2005, we were concerned that digital
track growth was flattening out, albeit Q4 2005 showed a
dramatic acceleration that continued through Q1 '06.

e We are now concerned that digital tracks will actually be
down sequentially in Q2 06 (over the past 9 quarters since
digital began, growth has never been less than 8% sequentially).

0 While new revenue streams that are not included in the digital
track figure (OTA downloads, streaming music videos,
ringtones, etc..) are offsetting the track slowdown, with
physical sales down 5.4% year-to-date, the music industry
needs as much growth as possible in digital tracks to achieve
a flat-to-up 2006 (currently up 2.0%).

While seasonality is certainly part of the reason behind the current
slowdown, we believe the weak 2006 trendline increases the
likelihood that EMI will make another attempt to acquire WMG.

However, it is unclear whether EMI would offer more than $30-$32.
Based on our view that at least 60% of a transaction will be stock-
based, we remain comfortable with our NEUTRAL rating on WMG
(as 15%-plus upside from current levels appears hard to achieve).
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Exhibit A. Weekly Digital Track Trends during the First 18 Weeks of 2006 vs. 2005 (digital alboums converted 10:1)

2006 Trendline

2006 Average YTD

2005 1st 18wk Trendline

20,000
A
S 18,000 |
o
=
g
S 16,000
—
©
@
€ 14,000
C
@]
O
%)
E 12,000
2
<C
<
= 10,000
2
<
S
> 8,000 -
©
©
o
=
3 6,000 -
[a)
4
(&]
©
= 4,000 -
<
i=)
(a]
S 2000 -
4
(0]
2
0

10

Week

2005 1st 18wk Average

11 12 13 14

15

02005 Digital Downloads

B 2006 Digital Downloads

Source: Nielsen/Soundscan data via Billboard.com.

PALl CAPITAL, INC.

16 17 18




PALI RESEARCH

May 16, 2006
Exhibit B. Weekly Digital Track Trends during the First 9M of 2005 vs. 2006 YTD (digital albums converted 10:1)
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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. | also certify that |
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 last quarter:

Rating Distribution
Buy | Neutral | Sell
Pali Research 5200 |  48% | 0%

As of the end of the most recent calendar quarter (March 31, 2006), Pali Capital, Inc. had
investment ratings on 21 equity securities.

All required disclosures, including price charts, designating ratings and price targets on all Pali
Research-rated stocks are available upon request by contacting mdsmaldon@palicapital.com.

Subject companies in each rating category for which Pali Capital has provided investment
banking services within the last 12 months is 0%.
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Unless otherwise noted, all prices are as of the close on May 15, 2006.

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.

OTHER DISCLOSURES

Other Companies Mentioned:

e Warner Music (WMG, $28.49, NYSE, NEUTRAL)

o EMI Group (EMI, LSE, £2.73, Not Rated)

Copyright 2006 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.
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