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Recommendation Buy Dark Blue Sea (DBS)

e so03 | The tide is coming in fast
Target (12 mths) $1.70 | ¢ DBS owns a portfolio of over 500,000 internet domain names
¢ Fast growing internet advertising is r

Expected Return . . . .
¢ Value s in the secondary domain name market are increasing

Capital growth 82.8%
Dividend yield 38% | & Weval ueDBSat$l. 21-2.17 per share. Target price is $1. 70. Buy
Total expected return 86.6%
Dark Blue Sea (DBS) owns the rights to over 500,000 6 d o t .intemehdomain
Compan y Data and Ratios names that have been accumulated and commercially optimised over the last five
Enterprise value $74m | years. We see the rapid increase in internet usage and online advertising as
Market cap sgom | contributingtoanongoingappr eci ation in the value of
Issued capital 86.4m | Management has a track record of success and we like its innovative approach to
Free float 100% | building shareholder value in the online space. We are commencing coverage with a
12 month price range $1.15-30.61 | Buy recommendation and a $1.70 price target.
GICS sector Software and Sewvices | ppg has robust financials. We r egar d BenSaamings madile as
. compelling, with strong revenue growth in both advertising and domain name sales
expected, on low levels of capex. We 6 r e | 0 o k i pa @PSfgmwth out4c0 %
150 —es FY10. We value DBS stock at $1.21 base case (current breakup value) and $2.17
0 ] Al Ordinaries optimistic case (DCF based on secondary market domain sales).

DBSisprofiting from t he Gléb&l oterget azlverisingis o my 6 .
currently growing at a 25-30% pa rate. The prime beneficiary of this has been

Google, whose multi-billion dollar advertising network has expanded by 60% over

the last two years. DBS has also been able to ride the Google wave by sourcing
Google ads for its 500,000 web pages. We estimate that these ads have contributed

to a doubling in revenue per web site visitor since 2004.
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DBS domain sales are boosting margins. DBS has started to sell its domains in
N : the secondary market for significant multiples on acquisition cost. With these sales
Disclaimer and disclosures Ki | . fatl 80%. the eff I ins is hiahl
This report must be read with the disclain | t2KiNg place at gross margins of at least b, the effect on overall margins is highly
disobsures on the last page of this report that for | favourable. We see secondary market domain sales in particular driving a near-

I doubling in EBITDA margins, to close to 30%, as well as pushing ROE above 40%.
Analyst | Domain name prices are going up. We estimate that the typical sub-US$2,500
Stuart Roberts 612 8224 28 . . . .

sroberts@sceg.con | dot.com domain name rose 25% in value in calendar 2007. We see the ongoing
Authorisation appreciation of domains contributing to a re-rating of DBS. With the overall domain
David Whittaker 6129231081 | name market growing in size and liquidity, there is potential for DBS to attract

whittakerd@sceq.con .
overseas bidders over the next few years.

Absolute price Earnings Forecasts

DBS (c) Year end June 30 2007a 2008f 2009f 2010f
NPAT (reported) (A$m) 3.6 44 6.9 10.6
EPS (reported) (cps) 4.2 5.0 7.9 12.2
EPS growth (%) 25% 20% 57% 54%
60 - PER (x) 22.2 18.5 11.7 7.6
. P/CFPS (x) 30.2 18.4 13.3 8.2
EV/EBITDA (x) 13.8 11.8 7.5 4.9
Dividend (¢ps) 3.0 35 55 8.0
ooz mm mer ae0s zm  mor Yield (%) 3.2% 3.8% 5.9% 8.6%
ROE (%) 36.4% 37.3% 42.1% 43.6%

Source: Iress Source: SCEQ estimates
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Dark Blue Sea (DBS)

Dark Blue Sea i the tide is coming in fast

Dark Blue Sea owns online real estate. A profitable, Brisbane-based company, Dark Blue Sea
(DBS) is the owner of over 500,000 dot.com internet domain names. It has been building this
portfolio since 2002. The company has developed various proprietary, linguistics-based tools for
identifying and acquiring domains that have potential to attract advertising revenue, and that may
ultimately be sold, for a considerable profit, to other parties who have an affiliation with the
domain name.

Current prices for online real estate are going up, and may still be low. With the online
economygrowingsorapi dly, and domai n nanaedsd rtemehiébthisi ¢ 0
economy is built, prices of established domains in the secondary market have been rising rapidly

for several years now. We argue that the long-run price appreciation of domain names, which is
contributing to an increase in shareholder value for DBS, is in its early days, as much as the

growth of the online economy is still very much early days. Put another way, current prices at

which domain names are changing hands may in the future look like those famous low-price
transactions in 6offline real estatedé such as
its current territory for US$15m in 1803) or the Alaska Purchase (the US acquisition of that

territory in 1867 for a mere US$7.2m).

Dark Blue Sea built its domain empire for what now seems incredible value. In the internet

world DBS is best known as the owner of Fabulous.com, an accredited domain name registrar,

that is, a middleman between domain names owners and Verisign, the US company which acts

as the central registry for the dot.com class of domain. An important fundamental of the internet

is the low cost of primary domain nhame acquisition by accredited registrars. Verisign currently

charges registrars only US$6.42 patoregist er a domain for a year eV«
www.amazon.com.

Eight reasons to own Dark Blue Sea. With our target price of $1.70 per share we regard DBS
stock at current prices as attractive. Consider:

1) U.S.internet advertising is growing strongly. With internet advertising booming along at
25-30% annualrates, DBS6s 500, 000 domain names are ra
search thanks to the companyb6s use of the h

pi
i
2) We expect earnings to almost triple between FY07 and FY10 thanks to a combination of

strong growth in internet advertising revenue and, importantly, growth in secondary market

domain sales, where domains registered for US$6.42 can be sold for values in excess of

US$1,000;

3) Low capex and scale benefits. DBS has a low capex bill, benefiting as it does from the
falling hardware costs characteristic of the IT industry. Also, the company believes that it can
grow its business without increasing staff levels, effectively scaling off its current R&D base;

4) Strong margins and RoE. We see secondary market domain sales in particular driving a
near-doubling in EBITDA margins, to close to 30%, as well as pushing RoE over 40%.

5) Balance sheet. DBS is debt free and currently accumulating cash;

6) Strong valuation upside from secondary market success. We value DBS stock at $1.21
base case (current breakup value) and $2.17 optimistic case (DCF based on secondary
market domain sales);

7) Low valuation compared to comparables. On our numbers $1.70 represents an FY09 P/E
of 22. We argue that this price target is justified given our ~40% pa EPS growth expectation
out to FY10. Also, multiples higher than 30 are suggested by looking at a range of
comparables including Google and Yahoo!;

8) Potential for M&A activity. Photon Group (ASX: PGA), the Sydney-based marketing
services company, made a 76 cent per share takeover offer for DBS in early 2007. While this
offer was not successful, Photon retains 20.3% of the DBS register and remains the largest
shareholder. We see potential for other bidders to look at DBS in the future. Possible
acquirers could include North American companies like NameMedia, Marchex, Demand
Media and Internet REIT, all of which are seeking to build domain portfolios.
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Dark Blue Sea (DBS)

How Dark Blue Sea creates shareholder value

Dark Blue Sea has three basic revenue streams: 1) advertising on its own domains; 2) revenue
share from managing third party domains, and 3) sales of its domains to new owners.

1) DBS profits from the highly sThekegtsteefearhingd pai d
growth of DBS since it went public i4perthtekdl
business model (see glossary). Paid search on the internet has boomed in recent years, and
this has greatly contributed to a rise in the number of proprietary DBS domains that are
profitable (ie cover their registration costs). There were 153,000 of them in the September
2007 quarter. That was 35% better than the 113,000 profitable domains of September 2006
and double the 77,000 of September 2005.

2) DBSb6s abbuséness is stabilising. DBS manages domains owned by third parties as
well as its own domain name portfolio. The agency business sees the domain owner and
DBS sharing the click revenue on what has averaged a 70% revenue share to the former.
Between 2004 and 2006 domain management was lucrative for DBS, with revenue growing
in excess of 70% annually wuntil Americads Oct
affected DBS because the company had been managing advertising for gaming-related
domains, and it contributed significantly to a halving of revenue from external customers
between September 2006 and June 2007. However external revenue is once again picking
up and we believe it will be stable going forward.

3) DBS buys domains wholesale, and sells at retail. In 2006 and 2007 DBS developed what
it called a O6Domain Distribution Network©& in
domains for its own and third party accounts. We see this as a significant driver of
shareholder value going forward, for two reasons:

a) Domains can beverylowcostcompared to DBS6s p.ésvemdteda l
above, for a domain name registrar such as DBS, the cost of obtaining a primary dot.com
domain is trivial, the only real cost being the US$6.42 annual fee payable to VeriSign.

Such domains, however, can often be sold for orders of magnitude more than this. DBS,
through the application of its proprietary information processing tools, has sought to
maximise its chances of enjoying such gains.

b) The market for D B S &merging Domains is growing. In recent years sales of
individual domains names for prices in the millions have become commonplace. DBS

doesndt operate at this &édsuper premiumd | ev
OEmerging Domai nd | eiceddgenerdllg belew USH2500aa8dk i ng pr
averages around US$1, 300. I n this note we &

substantial business from Emerging Domains are strong, given the size of its portfolio
and the growing demand for such domains.

DBS has a management team worth backing. We think DBS has the management smarts to
build significant shareholder value over time. We have five reasons for asserting this view:

e The c o mifaasightedl approach to value creation in 2002 in initiating the building of
DBS6s domain portfolio. I n 2002 investor and
profitable domain names could be acquired fairly easily;

e Itwas early in spotting the potential of the paid search model and the market for secondary
market domains;

e It has developed various systems that have allowed the DBS domain portfolio to be built up,
maintained, refined and marketed in a cost-effective fashion, and in the face of larger, better
capitalised competitors;

e It has demonstrated tight cost control and a focus on cash generation that has allowed DBS
to grow with no capital infusions since listing;

e Its solid information disclosure regime, al |l owi ng fairly transparer
commercial prospects. For example, DBS discloses key operating statistics each quarter,
such as internal and external click revenue, number of profitable domains, and revenue
margins for each part of the business.
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Dark Blue Sea (DBS)

Dark Bl ue Seads mar ket I S str

Broadband lines to US Global internet access is rising rapidly. The global internet user base has continued to expand
residences went up 36% through the 2000s, gaining 15% pa between 2002, when Dark Blue Sea went public, and 2007.

in 2006 Users now represent around 18% of the wohel dbs
percentage of the pop duseastisinavwtypicaltlymer 48%afthed 6act i v
population, with the active user base growing at 4% pa. In the US, where just under 50% of the
popul ation are active users, t hestimathatanyhother n o w
media outside radio and television. Driving growth in that market is the rapid expansion of
broadband access. Calendar 2006 saw the number of high speed lines serving @rimarily
residentialendusersd6 i n t he United Bhisatumsirovg anestimdied 21366 %.
increase in broadband subscribers, to around 39% of active internet user base.
Figure 17 Global internet access has doubled since 2002 Figure 21 The active internet user base in is rising fast
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Source: Internet World Stats, www.internetworldstats.com Source: Neilsen // NetRatings
Online shoppi ng i sThésmepirisesntbnosallzandiaccess has accelerated two
important trends in US retailing i online lead generation and online sales. Studies have shown
that a consi der afandenoa mauwt pafr cblasiesk i n Ameri ca
online. Where the actual transaction is online, business is growing at around 20% pa. The extent
to which online retail sales is mainstreaming in the US is reflected in the recent emergence of
6Cyber Mondayd (the first Monday after Thanksg
Shopping Seasonbb.
Figure 31 US retail trade is rapidly moving online Figure 41 % of US retailers hosting online deals for Cyber Monday
Source: US Department of Commerce Source AP
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