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IN THE COURT OF CHANCERY OF THE STATE OF DELAWARE

IN AND FOR NEW CASTLE COUNTY

PARAMOUNT COMMUNICATIONS INC.
and KDS ACQUISITION CORP.,

Plaintiffs,

v. C.A. No. 10866
TIME INCORPORATED, T.W. SUB INC.,
JAMES F. BERE, HENRY C. GOODRICH,
CLIFFORD J. GRUM, MATINA S. HORNER,
DAVID T. KEARNS, GERALD M. LEVIN,

J. RICHARD MUNRO, N.J. NICHOLAS, JR.,
DONALD S. PERKINS, CLIFTON R. WHARTON,
MICHAEL D. DINGMAN, EDWARD S.
FINKELSTEIN, HENRY LUCE III,

JASON D. MCMANUS, JOHN R. OPEL, and
WARNER COMMUNICATIONS INC.,

vvh—ovuvwvvuvyvvuuvq—pv

Defendants.

STATE OF NEW YORK

COUNTY OF NEW YORK

CHARLES G. PHILLIPS, being duly sworn deposes and
says:

1. I am a Managing Director at Dillon, Read & Co.
Inc. ("Dillon, Read"). In that capacity I have
responsibility for the High Yield Finance Group and I have
also had broad experience in valuing, financing and selling
media companies. During 1988, I was a member of the Board of
Directors of T™vX, Inc., one of the largest indépendent
broadcasting companies in the United States and was

responsible for leading the restructuring of that company.




2. Dillon, Read has been retained by Simpson
Thacher & Bartlett as an independent financial analyst for
the purpose of evaluating financial data prepared by the
management of Time Inc. ("Time" or the "Company") and Time's
financial advisors in connection with the Company's leveraged
acquisition of Warner Communications Inc. ("Warner").
Simpson Thacher & Bartlett has also requested Dillon, Read to
render its own opinion concerning the trading value of the
common stock of a combined Time Warner entity following the
proposed leveraged acquisition. On behalf of Dillon, Read, I
have supervised both assignments and this affidavit reflects
Dillon, Read's conclusions. I make this affidavit based upon
personal knowledge, my review of documents produced in
connection with this litigation, and my seventeen years of

investment banking experience.

Overview
3. With the assistance of colleagues under my
supervision I have:

(a) Reviewed in detail and evaluated the
financial projections prepared by Time's management and
financial advisors which set forth the pro_forma results
of Time's leveraged acquisition of Warner;

(b) Established a range of future prices for the
common stock of Time Warner based on an analysis of
comparable publicly-traded companies;

1/ In connection with this analysis, my colleagues and
I have reviewed, among other documents, all
presentations to the Boards of Directors of Time
and Warner by their respective financial advisors
that were produced in connection with this litigation.



(c) Derived the present value of this range by
applying that band of discount rates which accurately
reflects the returns over time required by institutional
investors; and

(d) Calculated the present value of the estimated
trading range of the common stock of a combined Time
Warner entity based upon the projections of estimated
trading range for the years ended 1990-93 provided to
the Time Board by Time's financial advisors.

4. On the basis of this analysis, I believe that a

Time Warner combination would trade in a range between $90
and $140 per share, on a fully distributed basis, after the
completion of Time's contemplated $70 per share tender offer
and second step merger. Absent changes in general market
conditions or a specific offer for Time Warner, I would
expect the shares of Time Warner to trade within this range
for a minimum of six months. I further believe that the
present value of the estimated trading ranges of Time Warner
common stock for the years ended 1990-93 provided to the Time

Board by Time's financial advisors is, almost without

exception, within the $90 to $140 range.

The Importance of Cash Flow

. The most common measure used to determine the
relative value of commoﬁ stocks is the Price-to-Earnings or
P/E ratio. This ratio is computed by dividing the current
price of the common stock of a particular company by the most
recently reported 12 month earnings per share for that
company. Accordingly, the P/E ratio reflects in summary
fashion the sentiments of investors regarding a company's

prospects for future growth.




6. Comparing market values for highly leveraged
companies on the basis of P/E ratios is not generally
meaningful as most highly leveraged companies have little or
no reported net income. As a result, highly leveraged
companies are more typically valued on the basis of earnings
before interest and taxes ("EBIT" or "Operating Income") or
earnings before interest, taxes and depreciation ("EBITD" or
“cash Flow").

7. After incurring the high degree of leverage
required to consummate the planned Warner acquisition, I
believe that Time Warner's share price would be established
by reference‘to its cash flow. Mr. Nicholas, the current
President of Time, himself uses a company's free cash flow in
making relative valuations between businesses in the same
field. Nicholas Tr. at 98-99. 1In the case of the
contemplated Time Warner combination, however, the financial
community may value the combined company based upon
prospective earnings (prior to goodwill charges) rather than
on a cash-flow basis. Such a method of valuing Time Warner
would depress the anticipated trading range of the new

company's stock.

Methodoloqgy

8. There are relatively few publicly-traded,
highlylleveraged companies. My analysis has therefore
focused upon those major publicly-traded companies which have
been recapitalized through the incurrence of high levels of

indebtedness. The primary thrust of this analysis was to



derive the rates of return required by common equity
investors in these highly leveraged companies; these
required returns are indicative of the expectations that
institutional investors will have for the proposed Time
Warner entity and for leveraged transactions in general.

.9. To value the common stock of a highly
leveraged company, the market typically evaluates
managemeﬁt's estimates of the future cash flow anticipated
for the business and supplements management's projections
with their own views. The market then generates a range of
future values for a company over a three to five year horizon
based upon the company's and its own assessments. These
future values are calculated by applying the appropriate
multiples of EBIT or EBITD derived from comparable publicly-
traded companies to the corresponding EBIT or EBITD
projections for the highly leveraged company.

10. The resulting future market value of the net
assets of the company must be adjusted by subtracting
projected indebtedness to derive the expected future ecuity
value for the company. This future equity value must, in
turn, be discounted back to present value to estimate the
current trading price for the common stock (the "Stub
Value") of the company under consideration. As previously
stated, the range of appropriate discount rates is the range
of rates of return required by equity investors in other
highly leveraged companies. In other words, for highly

leveraged companies with freely traded common stock, the




implied rate of return required by investors is that
discount rate which, when applied to projected future equity
values, will produce a result equal to the current price of
the company's common stock.

11. For the companies I have studied in connection
with this project, the required rates of return were above
30% one month after the leverage was incurred. The required
rates of return when recalculated based on current share
prices vary substantially depending upon company performance
relative to its projections. For example, the required rate
of return for FMC Corporation, which has achieved its
projections, remains in the 25%-30% range. On the other
hand, common equity investors in Owens=-Corning, a company
which has substantially exceeded its projections, require
returns in the 20-25% range.

12. Significantly, the two companieslin'the
comparison group that incurred high leverage most recently,
Interco and USG, are trading at levels which suggest that
investors are discounting future performance by more than
50%. These high discount rates may reflect the lack of
recent performance data with which to judge the prospects of

both companies.

Application of Methodology to Time Warmer

13. In establishing the expected trading values
for highly leveraged companies, the multiples used to compute
the future value of net assets and the discount rate used to

derive the present common equity value should be established



with reference to comparable companies. While the range of
discount rates used for determining Stub Values generally is
25%-35%, the multiples of Cash Flow and Operating Income
used to establish future value vary widely by industry and
the character and guality of assets. 1In applying this
methodology to determine the expected trading value of Time
Wwarner stock I have used a discount rate range of 25%-30% and
a range of multiples of 9-11 times EBITD and 10-12 times
EBIT. These multiple ranges are consistent with those used
by Time's financial advisors and were determined by:

- examining the trading multiples of Time and Warner
prior to the announcement of the proposed
transaction; and

- examining the current trading multiples for
comparable companies in each of Time's and
Warner's business segments.

14. The historical trading levels of Time and
Warner stock prior to the announcement of the transaction are
shown in the graphs in Exhibit A annexed hereto. These
graphs show that, for the past 18 months, Time (Company A)
and Warner (Company B) have each traded in a range of
approximately 8-12 times EBIT and 6-11 times EBITD. More
recently, prior to the announcement of the Paramount offer,
the range for both companies narrowed to 9-11 times EBIT and
.7-9 times EBITD. T believe that these historic valuation
ranges for Time and Warner will have a major impact on future
valuations for the combined company.

15. Summary financial statistics for companies

comparable to each of Time's business segments reviewed to




assist in determining the trading multiples are shown in
Exhibit B annexed hereto.

16. Based upon financial projections for Time and
Warner prepared for Time management by their financial
advisors, I examined the pro forma impact of the business
combination of the common stock of Time and Warner. On the
basis of this analysis and the multiples and discount rates
derived above, I believe that Time Warner would trade in a
range between $90 and $140 per share, on a fully distributed
basis, for a period of at least six months after the
transaction is consummated. The business combination
analyzed assumes that the consideration paid in connection
with the combination (after giving effect to the back-end
merger) consists of 75% cash and 25% preferred stock. This
combination of cash and preferred stock was used by Time's
financial advisors as an illustrative financing alternative
in their June 26, 1989 presentation to Time's Board. A copy

of this presentation is annexed as Exhibit C hereto.2/

Long Term Market Value

17. Over the long term the principal determinant

of the value of Time Warner's common stock will be the

2/ At the Time Board's June 15 meeting, the Company's
financial advisors also presented four other financing
alternatives for the transaction and the associated
estimated trading levels of Time Warner stock. Copies
of these projections are annexed as Exhibit D hereto. I
do not believe that the common stock in the proposed
Time Warner entity would exceed a trading range of $90-
140 per share if any of the alternatives described in
Exhibit D are pursued.



combined compaﬁy's performance and its relationship to
Time's current financial preojections. Time's financial
advisors, in preparing an estimated trading range for the
common stock aséumed substantial cost savings ($50 million in
1990 and $100 million per year thereafter) and the sale of
significant assets of the combined entity at very favorable
prices.

18. There is no documentation to support the
dramatic cost savings assumed in the presentations by the
Company's financial advisors for the purpose of establishing
the trading range of Time Warner stock. These projected
savings are so large that, if they are not achieved, the
trading range estimated by Time's financial advisors will be
substantially lower than the advisors currently predict.

18. Failure to realize the prices projected for
assets sales will also adversely affect trading range.

20. In assessing Time's projections, I would
further note that the growth rates and improvements in
operating margins in the magazine and cable segments seem
aggressive and are higher than what I believe the financial
community anticipates. If the increases in growth rates and
operating margins are materially lower than those set forth
in the projections prepared by Time's management and
financial advisors, then the trading range will be materially
lower than the range estimated by Time's financial advisors.

21. Even assuming, for purposes of analysis, that

the shares of a combined Time Warner entity will, for the
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years ended 1990-93, trade in the estimated price ranges set
forth in the June 26 Board presentation of Time's financial
advisors, applying discount rates that I believe are
appropriate for a highly leveraged investment yields the
following discounted present value for each price range:

Price Range

Year of June '26 ' Implied Valuation

Ended Presentation Discount Rates
25% 27.5% 30%

1990 $106-188 ($76-135) ($76-135) ($72-127)

1991 159-247 (91-141) (B7-135) (83=-128)

1992 230-332 (105-152) (98-142) (92-133)

1993 288-402 (1L06=-147) (97=135) (88-123)

As indicated, the present values of the trading ranges estimated
by Time's financial advisors for the years ended 1990-1993 are,
almost withoﬁt exception, no higher than the $90-140 trading
range that I believe will be achieved following consummation of

the business combination between Time and Warner.

The Flawed Opinion of Time's Financial Advisors
Concerning the Value of Time

22, Time's financial advisors have opined that the
offer of Paramount Communications Inc. ("Paramount") to
acquire all shares of Time for $200 per share in cash is
inadequate. In my review of the valuation materials relied
upon by Time's financial advisors, I found flaws that would
improperly increase the private market valuation of Time.
Specificélly:

(a) The rates used for the discounted free cash

flow valuation are lower than Time's weighted average
cost of capital, which I believe is the appropriate

discount rate to apply for purposes of this valuation.
The method employed by the Company's financial advisors
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serves to unduly increase the discounted free cash flow
values. ‘

(b} With respect to the comparable company
analysis, in several instances the projected performance
of the combined Time Warner entity was applied to
multiples of various indicia of operating performance
derived from the historic performance of comparable
companies. I believe that it would have been more
appropriate te apply multiples derived from the

_ projected performance of comparable companies to Time
Warner's projected financial performance. Such an
approach would have resulted in lower valuations since
trading multiples of projected performance are lower
than multiples of historic performance for growth
companies.

(c}) The valuations of the business segments of
Time on a pre-tax basis set forth in the presentation of
Time's financial advisors tend to overstate Time's
private market value. Since Time's overall tax basis
appears to be on the order of 10% of fair market value,
any purchaser who intends to divest significant assets
following an acquisition would likely incur a
substantial tax liability. As a result, most purchasers
who would subsequently sell the assets of Time would not
be willing to pay full market value for all of Time's
components. Accordingly, I believe that any sale of the
whole company would most likely occur at a significant
discount to the pre-tax private market values of its
segments.. '

I believe these flaws or oversights, combined with generally
aggressive projections for Time as described herein,

overstated Time's private market value.

Conclusion
23. On the basis of my analysis, I believe that
Time Warner would trade in a range between $90 and $140 per
share after the completion of the proposed transaction.
Absent changes in general market conditions or a specific
offer for Time Warner, I would expect the shares of Time
Warner to trade within this range for a minimum of six

months.
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24. To the extent that the proposed Time Warner
fails to realize growth rate projections and operating margin
improvements or fails to achieve the anticipated prices for
sales of assets, the long-term trading range of Time Warner
stock will fall below the level predicted by Time's financial
advisors. In any event, even assuming Time Warner meets the
aggressive projections, the present value of the anticipated
trading range for the combined entity is, almost without
exception, within the $90 to $140 range.

25. Finally, I believe that the methods used by
Time's financial advisors tend to overstate Time's private

W/Z//é@,

market wvalue.

chaftd¥es G. Philli

Sworn to before me this
3rd day of July, 1989

i Huato

Notayy Public
i ™ a‘

- alary Public, Siatg of New York
“No. 4ﬂ55
p lmt&mw
:a © b “ York Coumty
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