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Ticker NASDAQ: ATVI
Overview Sector Fomm Svcs
Industry Video Game
Activision Blizzard, Inc. publishes, develops, and distributes interactive Price $54.43
entertainment software and peripheral products. The Company's Market Cap (mm) $41,868.7
Shares Outstanding 769.2

products cover diverse game categories, including action/adventure,

action sports, racing, role playing, simulation, first-person action, music- Recommendation

based gaming, and strategy. Stock Rating Buy

' Price Target $69.23
Investment Thesis Implied Upside 27.2%
Activision Blizzard is an attractive investment based on the following Dividend Yield 0.8%
drivers and catalysts: Total Implied Return 27.9%

1. Secular trend of a higher installed console and player base and a

shift toward digital full-game downloads on consoles Key Statistics

2. Exposure to fast growing video game market with greatest Revenue 6,489.0
diversity of geography, platforms, and genres EPS $1.95

3. Strong portfolio of intellectual property and core franchises that EV/ EBITDA 16.1x
have consistent sales and growth P/E 26.7x
Beta 0.87

4. Expansion into new sources of revenue including in-game

purchases and mobile versions of Activision and Blizzard game Performance History

franchises 52-Week High $64.37
) 52-Week Low $42.19
Risks 1-Year Return 15.9%

The following risks could negatively impact Activision Blizzard and

prevent it from reaching my target price: Contact Information

1. Delayed content releases and decreased consumer spending due Fund OSUSIM
to coronavirus-related economic damage and work stoppages Fund manager Royce West, CFA
2. Cannibalization of base franchise games from new title launches ~Analyst Samuel Hyde

such as Call of Duty: Warzone Email Hyde.117@osu.edu

3. Regulation of in-game purchases, such as loot boxes Phone (330) 907-5365
4. Over-concentration in too few game franchises
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Business Description

Company Overview

Activision Blizzard, Inc. is a video game publisher headquartered in Santa Monica, California. It
publishes, develops, and distributes interactive entertainment software and peripheral products. The
company operates in three reportable business segments: Activision Publishing, Inc., Blizzard
Entertainment, Inc., and King Digital Entertainment. Its products cover diverse game categories,
including action/adventure, action sports, racing, role playing, simulation, first-person action, music-
based gaming, and strategy.

ATVl is the largest video game publisher in the US with 15.8%" market share. Its core franchises are
among the most popular and well-known globally and include: World of Warcraft, Overwatch, Candy
Crush, and one of the best-selling video game franchises of all time in Call of Duty'. The company also
has a well-diversified product offering by creating, selling, and distributing games and services on video
game consoles, PC’s, and mobile devices throughout the world.

Business Segments 8.7%
2019 Segment Revenue

Activision 2,219.0

King 2,031.0

Blizzard 1,676.0

Other 563.0

Total 6,489.0

: m Activision King
Table 1: Sales by Segment' = Blizzard Other
Figure 1: Sales by Segmenti

Activision

Activision Publishing, Inc. is a leading global developer and publisher of interactive software products
and entertainment content, particularly for the console platform. Activision primarily delivers content
through retail and digital channels, including full-game and in-game sales, as well as by licensing
software to third-party or related-party companies that distribute Activision products. Activision
develops, markets, and sells products primarily based on our internally developed intellectual
properties, as well as some licensed properties.

Activision’s key product franchises are: Call of Duty, Destiny, Guitar Hero, Spiro, and Crash Bandicoot.
Blizzard

Blizzard Entertainment, Inc. is a leading global developer and publisher of interactive software products
and entertainment content, particularly for the PC platform. Blizzard primarily delivers content through
retail and digital channels, including subscriptions, full-game, and in-game sales, as well as by licensing
software to third-party or related-party companies that distribute Blizzard products. Blizzard also
maintains a proprietary online gaming service, Blizzard Battle.net, which facilitates digital distribution of
Blizzard content and selected Activision content, online social connectivity, and the creation of user-
generated content. Finally, Blizzard contains all of Activision Blizzard’s esports content.
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Blizzard’s key product franchises are: World of Warcraft, Warcraft, Starcraft, Diablo, and Overwatch.
King

King Digital Entertainment is a leading global developer and publisher of interactive entertainment
content and services, primarily for the mobile platform, including for Google’s Android and Apple’s iOS.
King also distributes its content and services on the PC platform, primarily via Facebook. King’s games
are free to play; however, players can acquire in-game items, either with virtual currency or real
currency. Additionally, in-game advertising is a large source of revenue. Candy Crush and its related
games are King’s largest franchise.

Other
Activision Blizzard also engages in business that are not reportable segments, which are:

e Activision Blizzard Studios — creates original film and television content based on ATVI’s library
of globally recognized intellectual properties

e Activision Blizzard Distribution business — consists of operations in Europe that provide
warehousing, logistics, and sales distribution services to third-party publishers of interactive
entertainment software, ATVI’s own publishing operations, and manufacturers of interactive
entertainment hardware

Geographic Breakdown Sales by Location
5.5%
2019 Revenue by Geography
United States 2984.9 = United States
EMEA 1460.3 EMEA
Asia Pacific 909.0 Acia Pacifi
United Kingdom 778.7 " fisia Fadie
Americas (Excluding US) 356.1 United Kingdom
Total 6,489.0 Americas (Excluding US)

Table 2: Revenue by geographyi ;
Figure 2: Revenue by geography

Activision Blizzard sells products globally and is therefore somewhat shielded from regional economic
changes. Its largest sales region is the United States, followed by EMEA.

Industry Overview

Video Game Industry

The video game industry is a growth stage industry experiencing rapid changes. Sales in the industry
have grown an average of 14.4% annually " over the past five years in the US. The way that games are
purchased, sold, and played have been overhauled recently due to the emergence of the mobile gaming
industry. Mobile gaming has greatly contributed to recent growth, but it is a low-cost and low-margin
market that is likely to weigh on growth moving forward. However, the industry is still primed for above
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average growth because of increased consumer spending on in-game content and the release of the

new generation of gaming consoles in late 2020.

Video Game Industry Statistics

US Annual Sales Growth

2019 Financials

2014-2019A 2019-2024P
14.4% 5.5%

Table 3: Video game industry statistics”

Product Segmentation

Over 80% of products sold in the video game industry are games
with the majority of those games being online. The share of
online games has increased recently due to faster download
speeds and greater system storage on consoles. This trend bodes
well for video game publishers, because games sold online have
a higher margin as there are fewer physical costs.

Customer Base

Profit
$11,200.0

Revenue
$63,400.0

Products and Services Segmentation
6.1%

m Online games and software
Physical games and software
= Consoles
Accessories

63.8%

Figure 3: 2019 Products and services segmentation”

Video games are heavily targeted toward younger males (18-50 years old) with over 67% of games being
action or shooter games primarily designed for a male audience . However, there is an increasing focus

on content creation for women aged 18-50 as they are the
fastest growing customer base and recently surpassed
adolescent males as the second largest gamer
demographic. This recent expansion in women gamers can
be attributed to the rapid rise of mobile gaming as well as
increased couple gaming. To help cater to this new
customer base, game developers are creating more gender-
neutral games, such as Blizzard’s Overwatch.

Video Game Customer Demographics

Men aged 18-50 28.0%
Women aged 18-50 21.0%
Men younger than 18 17.0%
Women older than 50 12.0%
Men older than 50 11.0%
Women younger than 18 11.0%

Table 4: 2019 Video game consumer demographics”

Video Game Industry Segments

The video game industry is divided into four main segments: game system constructors, game

developers, game publishers, and game testers. Activision Blizzard operates almost exclusively as a

game publisher.

Video Game
Industry

Game
Publishers

Game
Developers

Game System
Constructors

Game Testers

Figure 4: Video game industry overview""
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Video Game Publishing

Video game publishers are responsible for publishing, manufacturing, and marketing games that are
created by the developers. These developers can either be an in-house studio or external firm.
Publishers also often finance the development of games.

The video game publishing industry has experienced nearly 10% annual growth over the past five years
and is also expected by IBISWorld to continue having positive growth over the next five years. The
recent historical growth rate spike in 2014-2015 was due to the rise of microtransactions in mobile
gaming and the 2017 spike occurred due to the release of Fortnight and subsequent rise of in-game
transactions in console gaming.

30,000.0 Video Game Publishing Revenue and Growth 20.0%
25,000.0 e —X

/ 15.0%
20,000.0 \ .
15,000.0 ,/ \ 7 \ 10.0%
10,000.0 o \/ \ ~

-t = - P L. 5.0%
5,000.0 - O — ¢ —e— 9 —¢

0.0 0.0%
2010A 2011A 2012A 2013A 2014A 2015A 2016A 2017A 2018A 2019A 2020P 2021P 2022P 2023P 2024P

Video Game Publishing Revenue == @= \/ideo Game Publishing % growth

Figure 4: Video game publishing revenue and growthiv
Competitive Dynamics
Concentration

The video game publishing industry is moderately concentrated with the largest three companies
accounting for about 30% of total sales and hundreds of smaller, upstart competitors competing for the
remaining 70%. The largest drivers of market share are popularity of released games and franchises and
partnerships with console-makers.

The largest player in this $30bn industry is Activision Blizzard with 15.8% of the US market, more than
Microsoft and Electronic Arts combined.

Video Game Publishing Market Leaders

Activision Blizzard — Electronic Arts —
15.8% 5.1%

Microsoft — Other-70.1%
9.0% (100k+ businesses)

Figure 5: Video game publishing market share”
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Volume (mm)

Barriers to Entry

The video game publishing industry has moderately high barriers to entry. New entrants require a large
initial investment and face steep competition from the incumbent, larger players. The largest companies
in this industry have several distinct advantages over their smaller competitors: they have stronger
relationships with game developers, access to licenses for gaming content, and are able to invest in
rapidly changing technology and equipment required to deliver modern games to their customers.
Additionally, while the barriers to entry are high for publishers of PC and console games, they are much
lower for mobile games as there are no physical product costs and no distribution expenses. This has
allowed thousands of incredibly small mobile game publishers to enter the market.

Key Success Factors

There are many factors that lead to success in the video game publishing industry, but the three most
notable are™:

1. Leveraging new technology— Companies in this industry must stay up to date with the most
modern technology to compete. They must be able to quickly adapt to new technology and
trends, such as the new generation of consoles and the new trend of online game
distribution

2. Establishment of strong franchises— To have consistent success video game publishers must
develop strong franchises, such as Activision’s Call of Duty or Blizzard’s World of Warcraft,
which will maintain customer loyalty

3. Maintaining a strong product pipeline— As with most other forms of media, customers are
constantly craving new content, so game publishers must be cognizant of having a strong
product pipeline of upcoming releases

Market Considerations for Share Price

Recent Stock Performance

120 Losses due to investor 595
110 fears of poor engagement
100 in core fr.anchlses c.a.used $85
by Fortnite competition Loss from
20 Loss due to poor coronavirus
80 4Q19 earnings from related broad $75
70 Fortnite competition market selloff
and announcement of
60 layoffs $65
50
Loss from World of
40 Warcraft delay and $55
o $54.43
30 soft product pipeline
20 S45
10
0 S35
Mar-17 Sep-17 Mar-18 Sep-18 Mar-19 Sep-19 Mar-20
Volume @ Share Price
Figure 6: ATVI annotated stock price chart™i
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Activision Blizzard’s share price has been very volatile over the past three
years with a large increase before a steep crash in 3Q18. All of the different YTD (7.2%)
large share price drops can be attributed to some combination of broad 6m 0.9%
macroeconomic factors, Fortnite competition, and fears of lower franchise 1y 16.1%
engagement. None of these factors should be considered long-term 2y (20.0%)
fundamental risks to the business and the recent pre-coronavirus stock 3y 10.8%

appreciation shows that the market concurs. Table 5: ATV stock performance”

Industry Performance
500.0%

450.0%
400.0%
350.0%
300.0%
250.0%
200.0%
150.0%
100.0%

50.0%

0.0% =~
Mar-15 Sep-15 Mar-16 Sep-16 Mar-17 Sep-17 Mar-18 Sep-18 Mar-19 Sep-19 Mar-20

Indexed Video Game Publisher Stock Performance

138.8%

62.7%

e A ctivision Blizzard, Inc. Take-Two Interactive Software, Inc. === Electronic Arts Inc. S&P 500

Figure 7: Video game publishing indexed performance""
Over the past five years, Activision Blizzard’s stock has significantly outperformed the S&P 500 and
Electronic Arts, its closest competitor. This outperformance can mainly be attributed to the company’s
strong user growth in new and existing franchises and its highly accretive acquisition of King in early
2016. Take-Two Interactive’s strong stock performance is from the incredible success and monetization
of GTA V, which has become the highest selling video game of all time. However, Take-Two has not had
any significant launches since GTA V and still hasn’t officially announced development of a sequel, so |
do not believe that it will continue this outperformance into the future'.

Coronavirus Impact

While Activision Blizzard’s stock has fallen recently due to the economic effects of the coronavirus, |
believe that the company is well-positioned to benefit from the virus in the short-term. As more
guarantines are enacted and the number of workplace and school disruptions increase, there will be
increased demand for at-home-entertainment, such as the video games published by Activision Blizzard.
However, | do not believe that the company is immune to the long-term effects of the virus as it could
disrupt game sales and development.
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Investment Thesis

Catalysts

There are four main drivers that investors should focus on moving forward that will allow Activision
Blizzard to grow and increase its valuation:

1. Strong portfolio of core franchises

2. Expansion into new sources of revenue

3. Leading position in fast growing video game market

4. Shift toward digital full-game downloads on consoles

Strong Core Franchises

Activision Blizzard has seven core franchises (Call of Duty, World of Warcraft, Overwatch, Diablo,
Hearthstone, StarCraft, and Candy Crush) that are all very successful with loyal customers. Specifically,
Call of Duty has generated the most console sales 10 out of the last 11 years, Overwatch has over 50m
players worldwide, and Candy Crush has been the top grossing US app store franchise for multiple years.

The success of these franchises has afforded Activision Blizzard the ability to invest heavily in them
leading to more player engagement and in-game monetization, which has allowed for even more
investment into these titles'.

New Sources of Revenue

Having a core portfolio of strong franchises has also given Activision Blizzard the ability to create new
offerings for its brands to better address the mobile, free-to-play, and digital download markets. Some
of the first efforts into this initiative are the recently released Call of Duty: Mobile and planned future
mobile ports of Blizzard games. Call of Duty: Mobile specifically has been a major success with over
150m downloads and a win for Mobile Game of the Year.

Monthly Active Users (MAUs)

Sep-18 Dec-18 Mar-19 Jun-19 Sep-19 Dec-19

Activision 46.0 53.0 41.0 37.0 36.0 128.0
% growth - 15.2% (22.6%) (9.8%) (2.7%) 255.6%
Blizzard 37.0 35.0 32.0 32.0 33.0 32.0
King 262.0 268.0 272.0 258.0 247.0 249.0
Total 345.0 356.0 345.0 327.0 316.0 409.0
% growth - 3.2% (3.1%) (5.2%) (3.4%) 29.4%

Table 6: Activision Blizzard monthly active user datd’
Call of Duty: Mobile has also greatly increased the number of monthly active users of Activision games.
With the 128m MAUs reached in December 2019 being an all-time high for the company.

Activision also recently released Call of Duty: Warzone in mid-March, which is a free-to-play battle
royale style Call of Duty game and is a major jump away from the standard yearly $60, November
release game. Warzone also had over 15m players in its first three days, which is 50.0% higher than what
Apex Legends, a similar game published by Electronic Arts, had when it was released in 2019,

AC"VIS|ON 9| Page
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The new digital offerings that leverage already established franchises in Activision Blizzard’s portfolio
will add new high margin revenue to the business from digital in-game currency sales and mobile
advertisement revenue that does not nearly as high physical, distribution, or marketing costs.

Activision Blizzard is also expanding into new businesses outside of video game publishing, which should
help it diversify and grow into new markets. The most notable are its studio division, which will create
media involving its IP and its new Esports division under Blizzard, which has already launched an
Overwatch league that has viewers around the world.

Fast Growing Market

In the past decade, online gaming grew from a fledgling industry to one worth over $40bn annually”. In
the next decade this growth will continue with the further growth of mobile gaming and the new ways
to monetize console and PC games through post-purchase downloadable content, loot boxes, and other
purchasable add-ons. There is also a new generation of gaming consoles from Sony and Microsoft being
released in late 2020, which will provide a large boost to the publishing industry as consumers flock to
buy games for their recently purchased consoles. Activision is perfectly positioned to take advantage of
these secular trends in the industry, because its leading market position has allowed it to build strong
relationships with a myriad of video game publishers and console sellers.

Digital Full-Game Downloads

Another secular shift in favor of Activision Blizzard is the increasing prevalence of mobile downloads.
Video game players are now able to download content and games directly to their device instead of
purchasing discs at the store. This has a three-fold effect that will help the company moving forward.
First, it vastly increases the ease of purchase of consumers, which makes it more likely that they spend
money on games or add-ons. Second, it allows video game publishers to increase their margins because
they no longer have to pay physical retailers a percentage of the gross profit from the game sales and
can instead take a larger cut of the proceeds. Finally, the direct physical costs of discs, such as
manufacturing and transport, are eliminated, which further improve margins.

Financial Analysis

Financial Projections

To project Activision Blizzard’s income statement, | first found the historical growth rates of each of the
four individual segments of the business and then | used those figures along with IBESWorld estimates
of future industry growth to find projected revenue for the company. While | found consensus estimates
after the market declined over 20% from coronavirus fears, | still made my projections generally lower
than consensus to account for a potential decrease in consumer spending and researchers not yet fully
accounting for the effects of the virus in their models.

Even after having lower revenue estimates than consensus, my EPS figures are higher due to a
combination of straight-lining share count instead of growing it like many Activision Blizzard researchers
and increasing margins over time due to my conviction that an increased digital presence will allow the
business to retain more revenue as profit.
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Income Statement

Fiscal Year 2017A 2018A 2019A 2020P 2021P 2022p 2023P 2024P
Fiscal Year End Date 12/31/17 12/31/18 12/31/19 12/30/20 12/30/21 12/30/22 12/30/23 12/29/24
Revenues:
Blizzard 2,139.0 2,291.0 1,676.0 1,734.7 1,908.1 2,079.9 2,225.4 2,381.2
Activision 2,628.0 2,458.0 2,219.0 12,3189 2,585.5 12,8441 3,043.2 3,256.2
King 1,998.0 2,086.0 2,031.0 2,112.2 2,281.2 2,440.9 2,587.4 2,742.6
Other 252.0 665.0 563.0 568.6 574.3 580.1 585.9 591.7
Total Revenue 7,017.0 7,500.0 6,489.0 6,734.4 7,349.2 7,944.9 8,441.8 8,971.7
Consensus Revenue Estimate 6,818.3 7,446.9 8,132.7 8,324.5 11,041.4
Cost of revenues - product sales
Product costs 733.0 719.0 656.0 639.8 661.4 715.0 759.8 807.5
Software royalties, amortization, and intellectual property licenses 300.0 371.0 240.0 269.4 294.0 317.8 337.7 358.9
Cost of revenues - subscription, licensing, and other revenues
Game operations and distribution costs 984.0 1,028.0 965.0 875.5 918.6 953.4 1,013.0 1,076.6
Software royalties, amortization, and intellectual property licenses 484.0 399.0 233.0 269.4 294.0 317.8 337.7 358.9
Gross Profit 4,516.0 4,983.0 4,395.0 4,680.4 5,181.2 5,640.9 5,993.7 6,369.9
Product development 1,069.0 1,101.0 998.0 1,010.2 955.4 1,032.8 1,097.4 1,166.3
Sales and marketing 1,378.0 1,062.0 926.0 942.8 1,028.9 1,112.3 1,181.9 1,256.0
General and administrative 760.0 832.0 864.0 740.8 808.4 873.9 928.6 986.9
Operating Income (EBIT) 1,309.0 1,988.0 1,607.0 1,986.6 2,388.5 2,621.8 2,785.8  2,960.7
Interest and other expense (income) 146.0 71.0 (26.0) 20.9 13.7 6.0 (2.5) (11.6)
Loss on extinguishment of debt 12.0 40.0 0.0 0.0 0.0 0.0 0.0 0.0
Pre-tax Income 1,151.0 1,877.0 1,633.0 1,965.7 2,374.8 2,615.8 2,788.3 2,972.3
Income tax expense (benefit) 878.0 29.0 130.0 412.8 498.7 549.3 585.5 624.2
Net Income 273.0 11,8480 1,503.0 1,552.9 1,876.1 2,066.5 2,202.7 2,348.1
Basic shares outstanding 754.0 762.0 767.0 767.0 767.0 767.0 767.0 767.0
Impact of dilutive securities 12.0 9.0 4.0 4.0 4.0 4.0 4.0 4.0
Diluted shares outstanding 766.0 771.0 771.0 771.0 771.0 771.0 771.0 771.0
Basic EPS $0.36 $2.43 $1.96 $2.02 $2.45 $2.69 $2.87 $3.06
Diluted EPS $0.36 $2.40 $1.95 $2.01 $2.43 $2.68 $2.86 $3.05
Consensus Diluted EPS $1.91 $2.26 $2.62 $3.26 -

Growth rate and margins
Segment revenue growth

Blizzard revenue growth (12.3%) 7.1% (26.8%) 3.5% 10.0% 9.0% 7.0% 7.0%

Activision revenue growth 18.4% (6.5%) (9.7%) 4.5% 11.5% 10.0% 7.0% 7.0%

King revenue growth 26.0% 4.4% (2.6%) 4.0% 8.0% 7.0% 6.0% 6.0%

Other revenue growth (30.6%) 163.9% (15.3%) 1.0% 1.0% 1.0% 1.0% 1.0%
Total revenue growth 6.2% 6.9% (13.5%) 3.8% 9.1% 8.1% 6.3% 6.3%
Cost of revenues - product sales

Product costs margin 10.4% 9.6% 10.1% 9.5% 9.0% 9.0% 9.0% 9.0%

Software royalties, amortization, and intellectual property licenses m: 4.3% 4.9% 3.7% 4.0% 4.0% 4.0% 4.0% 4.0%
Cost of revenues - subscription, licensing, and other revenues

Game operations and distribution costs margin 14.0% 13.7% 14.9% 13.0% 12.5% 12.0% 12.0% 12.0%

Software royalties, amortization, and intellectual property licenses m: 6.9% 5.3% 3.6% 4.0% 4.0% 4.0% 4.0% 4.0%
Gross profit margin 64.4% 66.4% 67.7% 69.5% 70.5% 71.0% 71.0% 71.0%
Product development margin 15.2% 14.7% 15.4% 15.0% 13.0% 13.0% 13.0% 13.0%
Sales and marketing margin 19.6% 14.2% 14.3% 14.0% 14.0% 14.0% 14.0% 14.0%
General and administrative margin 10.8% 11.1% 13.3% 11.0% 11.0% 11.0% 11.0% 11.0%
Tax rate 76.3% 1.5% 8.0% 21.0% 21.0% 21.0% 21.0% 21.0%
Net profit margin 3.9% 24.6% 23.2% 23.1% 25.5% 26.0% 26.1% 26.2%

Figure 8: Activision Blizzard projected income statement and financial ratios'
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Valuation

ATVI Valuation Summary
$85.00 20,18 82.55
$80.00
$75.00
$70.00 e e e e NS _T___Heew  _ ______ )
$65.00
$60.00

$55.00

$50.00 52.39 53.83

$45.00
$40.00 42.19 Current Price = = =Target Price 42.41

$35.00
52-Week Range DCF - Exit Multiple DCF - Perpetuity Growth Relative Valuation -
EV/EBITDA

Figure 9: Valuation summary

Due to the recent stock market pullback from coronavirus-related selling, Activision Blizzard is currently
trading at a very attractive valuation for an entry point in the stock.

Valuing Activision Blizzard using a discounted cash flow analysis shows that it is mispriced on an intrinsic
basis. To evaluate the company a long-term growth rate of 3.0% and an exit EBITDA multiple of 17.0x
were used and implied an intrinsic value using base case assumptions of $74.30 and $72.20,
respectively.

Activision Blizzard also trades at an EV/EBITDA multiple of 17.3x, compared to an industry median
multiple of 16.5x, which shows that the company trades in line with its industry and is fairly valued on a
relative basis.

As Activision Blizzards grows its product offerings, leverages its franchises, and improves it margins, it
will grow faster than its peers and will expand its trading multiples to more closely reflect its intrinsic
value.

The target price of $69.23 is based on a 40.0% weighting of each DCF terminal value method and a
20.0% weighting to an EV/EBITDA multiple of 16.5x.

Full intrinsic and relative valuation models can be found on pages 17 and 18 of the appendix.

Investment Risks

Macroeconomic Risks

As video games are considered consumer discretionary items, their purchase is greatly impacted by how
consumers view the economy and how much disposable income they have. This makes video games a
very cyclical industry that can be hurt badly during economic downturns and recessions. The best
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economic measures available to gauge how much consumers are able to spend and how they view the
economy over time are real disposable income per capital and the consumer sentiment index. Looking
at the current values of these indicators shows that the US economy is currently at or near its all-time

high in both, which means that consumers are willing and able to spend their money on discretionary

items, which will help companies like Activision Blizzard.

Disposable Income per Capita Consumer Sentiment Index

50,000.0 120.0
40,000.0 100.0
80.0

30,000.0
60.0

20,000.0
40.0
10,000.0 20.0
0.0 0.0

Jan-59 Jan-71 Jan-83 Jan-95 Jan-07 Jan-19 Feb-78 Feb-86 Feb-94 Feb-02 Feb-10 Feb-18
Figure 10: US disposable income per capita"i Figure 11: Univ. of Miehigan Consumer sentiment index"’

| will note that neither of these figures have been updated to include the month of February 2020 and
the effects that the coronavirus has had on the US economy. It is very likely that both figures are
substantially lower now than they were just thirty days ago. This recent volatility shows how these
macroeconomic factors can be such a large risk for a company like Activision Blizzard that depends on
individual US consumers for its revenue. However, | still believe that the company is insulated from
many of the short-term effects of the virus due to its nature as a publisher of at home entertainment
material.

Industry Risks

There are several risks that could affect Activision Blizzard and all the other players in the video game
publishing industry. Because the industry is so reliant on new content, any delayed game releases can
significantly harm their publisher. This is a notable risk now, because any work stoppages related to the
coronavirus could cause game delays. There is also regulatory risk from the US congress, who have
recently discussed regulating in-game purchases and loot boxes more specifically.

Idiosyncratic Risks

There are also several risks specific to Activision Blizzard that could prevent the company from reaching
my target price. While they are large sources of growth, new title launches such as Call of Duty: Warzone
could potentially cannibalize base games within the franchise. This is a risk, but Activision released
Warzone in March, which is usually one of the months with the lowest Call of Duty MAUs, so they are
clearly cognizant of this risk. The company may also be over-concentration in too few game franchises.
In 2018, the company’s four most popular franchises (Call of Duty, Candy Crush, Overwatch, and World
of Warcraft) accounted for 58.0% of revenue, meaning that one poor launch could have a very
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significant impact on earnings . While this risk is significant, the company is currently trying to address it
by releasing more titles and growing its product pipeline.

Conclusion

Recommend BUY

The recent coronavirus market sell-off in combination with strong future growth prospects and potential
margin expansion make Activision Blizzard, Inc. a buy with a target valuation of $69.23 and an implied
return of 27.9%. The company is the industry leader of the video game publishing industry and is in a
strong position to capitalize on future industry growth by leveraging its strong brands and position
within the industry while still expanding its presence in newer markets.
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Appendix 1

2019 Annual Segment Revenue

Annual Segment Revenue

—_

$2,000 e — j

/

$3,000

$1,000

S0
FY2014 FY2015 FY2016 FY2017 FY2018 FY2019
«=@=Activision == ing Blizzard Other

2019 Annual Segment Revenue Growth

Segment Revenue Growth

Segment FY2014 FY2015 FY2016 FY2017 FY2018 FY2019
Blizzard 1,720.0 1,565.0 2,439.0 2,139.0 2,291.0 1,676.0
% growth (9.0%) 55.8% (12.3%) 7.1% (26.8%)
Activision 2,686.0 2,700.0 2,220.0 2,628.0 2,458.0 2,219.0
% growth 0.5% (17.8%) 18.4% (6.5%) (9.7%)
King 1,586.0 1,998.0 2,086.0 2,031.0
% growth 26.0% 4.4% (2.6%)
Other 407.0 399.0 363.0 252.0 665.0 563.0
Total Revenue 4,813.0 4,663.9 6,608.4 7,017.3 7,500.1 6,488.6
% growth - (3.1%) 41.7% 6.2% 6.9% (13.5%)
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Video Game Industry Financials

Industry Financials

Total Video Game

Video Game Publishing

Year Revenue % growth
2010A

2011A 37,733.9

2012A 31,070.1 (17.7%)
2013A 31,651.5 1.9%
2014A 32,333.5 2.2%
2015A 33,547.4 3.8%
2016A 42,927.9 28.0%
2017A 49,887.7 16.2%
2018A 58,791.2 17.8%
2019A 63,447.5 7.9%
2020pP 67,954.3 7.1%
2021P 71,829.8 5.7%
2022P 75,518.8 5.1%
2023P 79,136.3 4.8%
2024pP 82,849.8 4.7%
2025P 86,401.3 4.3%

Revenue % growth
11,570.9

12,068.3 4.3%
12,651.6 4.8%
13,363.5 5.6%
15,579.8 16.6%
18,303.1 17.5%
19,465.9 6.4%
21,991.5 13.0%
23,115.1 51%
24,229.2 4.8%
25,247.7 4.2%
26,252.9 4.0%
27,2154 3.7%
28,137.8 3.4%
29,016.4 3.1%

Activision Monthly Average User (MAUs) Data

Monthly Active Users (MAUs)

Sep-18 Dec-18 Mar-19 Jun-19 Sep-19 Dec-19

Activision 46.0 53.0 41.0 37.0 36.0 128.0
% growth - 15.2% (22.6%) (9.8%) (2.7%) 255.6%
Blizzard 37.0 35.0 32.0 32.0 33.0 32.0
King 262.0 268.0 272.0 258.0 247.0 249.0
Total 345.0 356.0 345.0 327.0 316.0 409.0
% growth - 3.2% (3.1%) (5.2%) (3.4%) 29.4%

Quarterly Average Revenue per User

Sep-18 Dec-18 Mar-19 Jun-19 Sep-19 Dec-19

Activision $8.6 $26.6 $7.7 $7.2 $5.8 $11.1
% growth - 208.5% (71.0%) (6.3%) (19.8%) 91.9%
Blizzard 17.2 19.6 10.8 12.0 11.9 18.6
% growth - 14.2% (45.2%) 11.6% (0.5%) 55.7%
King 1.9 2.0 1.9 1.9 2.0 2.0
% growth - 4.9% (4.0%) (0.6%) 4.7% (0.2%)
Total 27.7 48.2 204 21.2 19.8 31.8
% growth - 74.0% (57.7%) 3.7% (6.6%) 60.6%
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Appendix 3 — Intrinsic Valuation

Free Cash Flow Build Up

Fiscal Year 2020P 2021P 2022P 2023P 2024pP 2025P 2026P 2027pP 2028P
Fiscal Year End Date 12/30/20 12/30/21 12/30/22 12/30/23 12/29/24 12/31/25 12/31/26 12/31/27 12/31/28
Revenue 6,734.4 7,349.2 7,944.9 8,441.8 8,971.7 9,510.0 9,985.5 10,385.0 10,696.5
% growth 3.8% 9.1% 8.1% 6.3% 6.3% 6.0% 5.0% 4.0% 3.0%
EBITDA 2,307.2 2,728.0 2,988.9 3,175.8 3,375.2 3,676.6 3,860.4 4,014.8 4,135.3
% growth 1.1% 18.2% 9.6% 6.3% 6.3% 8.9% 5.0% 4.0% 3.0%
Depreciation and Amortization 132.0 144.0 155.7 165.5 175.8 186.4 195.7 203.5 209.7
Stock Based Compensation 188.6 195.5 211.3 224.6 238.6 256.8 269.6 280.4 288.8
EBIT 1,986.6 2,388.5 2,621.8 2,785.8 2,960.7 3,233.4 3,395.1 3,530.9 3,636.8
% growth 23.6% 20.2% 9.8% 6.3% 6.3% 9.2% 5.0% 4.0% 3.0%
% margin 29.5% 32.5% 33.0% 33.0% 33.0% 34.0% 34.0% 34.0% 34.0%
Taxes 417.2 501.6 550.6 585.0 621.7 679.0 713.0 741.5 763.7
Tax rate 21.0% 21.0% 21.0% 21.0% 21.0% 21.0% 21.0% 21.0% 21.0%
NOPAT 1,569.4 1,886.9 2,071.2 2,200.8 2,338.9 2,554.4 2,682.1 2,789.4 2,873.1
% growth 6.1% 20.2% 9.8% 6.3% 6.3% 9.2% 5.0% 4.0% 3.0%
(+) Depreciation and Amortization 132.0 144.0 155.7 165.5 175.8 186.4 195.7 203.5 209.7
% capex 98.0% 98.0% 98.0% 98.0% 98.0% 98.0% 98.0% 98.0% 98.0%
(+) Stock Based Compensation 188.6 195.5 211.3 224.6 238.6 256.8 269.6 280.4 288.8
% sales 2.8% 2.7% 2.7% 2.7% 2.7% 2.7% 2.7% 2.7% 2.7%
(-) Change in NWC 430.2 50.3 (1.9) 22.0 (61.3) 47.6 49.9 51.9 53.5
% sales 6.4% 0.7% (0.0%) 0.3% (0.7%) 0.5% 0.5% 0.5% 0.5%
(-) Capex 134.7 147.0 158.9 168.8 179.4 190.2 199.7 207.7 213.9
% sales 2.0% 2.0% 2.0% 2.0% 2.0% 2.0% 2.0% 2.0% 2.0%
Unlevered Free Cash Flow 1,325.1 2,029.1 2,281.3 2,400.0 2,6353 2,759.8 2,897.8 3,013.7 3,104.1
% growth (51.6%) 53.1% 12.4% 5.2% 9.8% 4.7% 5.0% 4.0% 3.0%
Discount period 0.38 1.27 2.27 3.27 4.26 5.27 6.27 7.27 8.27
Discount factor 0.97 0.91 0.85 0.79 0.73 0.68 0.63 0.59 0.55
Present Value of Unlevered Free Cash Flows 1,288.8 1,851.2 1,935.7 1,894.1 1,934.8 1,883.8 1,839.8 1,779.6 1,704.9
Cumulative PV of FCF 16,112.7 Enterprise Value 54,919.3 53,290.9
Perpetual Growth Rate 3.00% Equity Value 58,038.3 56,409.9
2029 Estimated FCF 3,190.6 Diluted SO 780.8 780.8
Terminal Value 70,657.5 Equity Value per share $74.3 $72.2
Present Value of Terminal Value 38,806.6 Fair value premium/(discount) to market 36.6% 32.7%
% of Enterprise Value 70.7%
Implied Exit Multiple 17.7x
Enterprise Value 54,919.3

Exit Multiple Approach Terminal Value

Exit Multiple Sensitivity Analysis

Cumulative PV of FCF 16,112.7 Exit Multiple
Exit EBITDA Multiple 17.0x 15.0x 16.0x 17.0x 18.0x 19.0x
2021 Estimated EBITDA 4,128.9 gl 7.00%[ $6872 $71.63  $74.55  $77.46  $80.37
;erm'nta\'/vla'ut%f rerminal Val ;giggg & 7.25% 67.62 70.47 73.33 76.18 79.04
resent Value ot lerminal Value B . b~ o
% of Enterprise Value vo.8% § 7.5004, 66.54 69.34 72.14 74.94 77.73
Implied Perpetuity Growth Rate 281% 9| 775% 65.49 68.23 70.97 73.71 76.45
Enterprise Value 53,290.9 a 8.00% 64.46 67.15 69.83 72.52 75.20

Weighted Average Cost of Capital

Cost of debt 2.0% Perpetuity Growth Sensitivity Analysis
Marginal tax rate 21.0% Perpetual Growth Rate
After-tax cost of debt 1.6% 2.80% 2.90%  3.00% 3.10% 3.20%
Risk-free rate 0.84% g 7.00% | $80.36 $81.77 $83.24  $84.79  $86.43
Beta _ 104 @ 725%| 7604 7727 7855 7990 8132
Market risk premium 6.0% 2| 750%| 7218 7326 7439 7557  76.81
Cost of equity 7.1% 3

A . S 7.75% 68.71 69.67 70.66 71.71 72.79

mount % of Total @ .

Market value of equity 1079% O 8.00% 65.57 66.42 67.31 68.23 69.20
Net debt (7.9%)
[Weighted Average Cost of Capital 7.52%|
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Appendix 4

Relative valuation

Activision Blizzard, Inc. Comparable Company Valuation

Data as of close 3/24/2020
($ in millions, except per share data)

Company Info Share Price Data Enterprise Value Data
Company Ticker Market Cap Enterprise Value Trailing P/E EV/Revenue EV/EBITDA
Microsoft Corporation MSFT 1,138,625.2 1,091,541.2 26.1x 8.1x 17.3x
Nintendo Co., Ltd. 7974 44,535.5 34,439.8 21.8x 3.0x 12.0x
Electronic Arts Inc. EA 27,626.2 23,262.2 10.0x 4.3x 15.6x
Take-Two Interactive Software, Inc. ~ TTWO 11,991.6 10,183.0 37.8x 3.6x 22.4x
Ubisoft Entertainment SE UBI 8,745.3 9,230.9 - 4.7x -

Low $8,745.3 $9,230.9
25th Percentile 9,556.9 9,468.9
Median 19,808.9 16,722.6

Average 23,224.7 19,279.0
75th Percentile 40,308.2 31,645.4
High 44,535.5 34,439.8

Activision Blizzard, Inc. ATVI $42,496.9 $39,377.9 27.9x 6.1x 17.3x

Activision Blizzard, Inc. Implied Share Price

Trailing P/E EV/Revenue EV/EBITDA
Low $19.49 $28.93 $39.07
25th Percentile $25.24 $31.42 $41.70
Median $46.69 $39.73 $52.07
Average $46.64 $43.39 $53.17
75th Percentile $67.99 $57.19 $65.74
High $73.69 $71.31 $69.47
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Projected Balance Sheet

Balance Sheet

Fiscal Year 2017A 2018A 2019A 2020P 2021P 2022P 2023P 2024P

Fiscal Year End Date 12/31/17 12/31/18 12/31/19 12/30/20 12/30/21 12/30/22 12/30/23 12/29/24
Cash and cash equivalents 4,713.0 4,225.0 5,794.0 7,229.2 8,677.0 10,329.2 12,062.9 13,996.3

Accounts receivable 918.0 1,035.0 848.0 875.5 955.4 1,032.8 1,097.4 1,166.3

Inventories, net 46.0 43.0 32.0 30.8 32.5 34.6 36.7 39.0

Other current assets 476.0 539.0 296.0 404.1 441.0 476.7 506.5 538.3

Total Current Assets 6,153.0 5,842.0 6,970.0 8,539.6 10,105.9 11,873.3 13,703.6 15,739.9

Cash in escrow 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Software development 453.0 329.0 376.0 699.3 1,005.0 1,335.5 1,686.7 2,059.9

Property and equipment, net 294.0 282.0 253.0 255.7 258.6 261.8 265.2 268.8

Deferred income taxes, net 459.0 403.0 1,293.0 404.1 441.0 476.7 506.5 538.3

Other assets 440.0 482.0 658.0 437.7 477.7 516.4 548.7 583.2

Intangible assets, net 1,106.0 735.0 531.0 531.0 531.0 531.0 531.0 531.0

Goodwill 9,763.0 9,762.0 9,764.0 9,764.0 9,764.0 9,764.0 9,764.0 9,764.0

Total Assets 18,668.0 17,835.0 19,845.0 20,631.3 22,583.1 24,758.7 27,005.7 29,485.1

Accounts payable 323.0 253.0 292.0 262.1 262.1 262.1 262.1 262.1

Deferred revenues 1,929.0 1,493.0 1,375.0 11,3469 1,396.3 1,509.5 1,603.9 1,704.6

Accrued expenses and other liabilities 1,411.0 896.0 1,248.0 1,010.2 11,0289 1,032.8 1,013.0 1,076.6

Total Current Liabilities 3,663.0 2,642.0 2,915.0 2,619.2 2,687.4 2,804.5 2,879.1 3,043.4
Long-term debt, net 4,390.0 2,671.0 2,675.0 2,675.0 2,675.0 26750 26750 2,675.0

Deferred income taxes, net 21.0 18.0 505.0 13.5 14.7 15.9 16.9 17.9

Other liabilities 1,132.0 1,147.0 945.0 1,010.2 1,102.4 1,191.7 1,266.3  1,345.8

Revolver 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Total Liabilities 9,206.0 6,478.0 7,040.0 6,317.8 6,479.4 6,687.1 6,837.3 7,082.1

Common stock / Additional paid-in capital 10,747.0 10,963.0 11,174.0 11,362.56 11,558.05 11,769.39 11,993.94 12,232.59
Treasury stock (5,563.0) (5,563.0) (5,563.0) (5,563.0) (5,563.0) (5,563.0) (5,563.0) (5,563.0)
Retained earnings 4,916.0 6,558.0 7,813.0 9,133.0 10,727.6 12,484.1 14,356.5 16,352.4
Accumulated other comprehensive loss (638.0) (601.0) (619.0) (619.0) (619.0) (619.0) (619.0) (619.0)
Total stockholders' equity 9,462.0 11,357.0 12,805.0 14,313.5 16,103.7 18,071.5 20,168.4 22,403.0
Balance Check 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Ratios

Net debt (323.0) (1,554.0) (3,119.0) (4,554.2) (6,002.0) (7,654.2) (9,387.9) (11,321.3)
Asset turnover (Revenue / Total assets) 0.4x 0.4x 0.3x 0.3x 0.3x 0.3x 0.3x 0.3x
Return on assets (ROA) 1.5% 10.4% 7.6% 7.5% 8.3% 8.3% 8.2% 8.0%
Return on book equity (ROE) 2.9% 16.3% 11.7% 10.8% 11.6% 11.4% 10.9% 10.5%
Return on invested capital (ROIC) 2.2% 14.0% 9.6% 9.2% 10.0% 10.0% 9.6% 9.3%
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