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Research Report

DivX, Inc. (DIVX)

“Rise in Web-Based Video Content and Viewers Should Drive Adoption:
Initiating Coverage with a HOLD based on Valuation”

SUMMARY:

Rating: HOLD

Current Price:(5/22/2008) $9.90

Intrinsic Value Est.: $10.61

52 Wk Range: $9.90-$26.54

QUICK FUNDAMENTALS:

Sector: Information Technology
Industry: Software Services
Asset Class: Small-Cap
Index: N/A
Year 2007 2008e 2009
Sales (Net) (In Mill HKD) 85 98 110
Eamings Per Share $0.20 $0.28 $0.61
Operating Profit Margin 3.6% 10.3% 23.3%
PIE Ratio 50.17 34.78 16.19
PEG Ratio 263 182 0.85
Price to Sales Ratio 397 342 3.05
Beta 15
Dividend/Yield (%) 0.00%
LT Sales Growth (%) 19%
Shares Outstanding/ADR (mill) 34.00
Market Cap (mill) $337
FY Ends: 31-Dec
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Company Description: DivX, Inc., a digital media company, creates, distributes,
and licenses digital video technologies. The company's digital media ecosystem
enables users to compress, secure, and distribute digital video and participate in its
digital media ecosystem. Its technologies are incorporated into various software
product bundles, as well as software development kits that are licensed to hardware
and software companies. DivX also offers certification services to software and
hardware companies, and operates a digital media distribution system in which, it
acts as an application service provider to third party content owners. In addition, the
company offers a mobile media platform service, which enables users to discover
video content from various sources using compatible handheld Internet-connected
devices and provides access to manage accounts and favorites from a computer's
browser. It markets its technologies to a range of integrated circuit manufacturers,
original design manufacturers, original equipment manufacturers, and software
developers worldwide. The company was incorporated in 2000 and is headquartered
in San Diego, California.

RESEARCH UPDATE HIGHTLIGHTS: 5/23/2008

We initiate coverage on the shares of DivX, Inc. (DIVX) with a
HOLD rating and a $10.61/share intrinsic value estimate. Based
on our Shareholder Value Analysis, DIVX is trading at a 6.7%
discount to our intrinsic value estimate. Our rating and valuation
estimate is based on the following factors:

Licensing Partnership with Leading Manufacturers of DVD
Players, HD Television and Mobile Phones to Support Long
Term Growth and Profitability: DIVX continues to strengthen its
partnership with leading market players in the three primary
digital media areas, namely DVD players, HD-Television and
Mobile handsets. The company said global penetration of its DivX
solutions in the DVD market stood at 42%, up 27% in FYQ7 from
FYO06. Further, the company renewed its contract with Samsung
and Philips to license its digital media solutions across multiple
product categories, in addition to DVD players.

Acquisition of MainConcept AG to Expand DIVX Application
Base: In November 2007, DIVX acquired MainConcept AG, a
leading provider of H.264 video compression technology for
broadcast, consumer electronics and software markets, for $22
million in cash and stock. It also includes an earn-out of $6 million
if MainConcept completes certain developments goals and
financial milestones. The deal will enable DIV X to include H.264,
a video compression technology widely used to deliver and view
high quality audio-visuals on mobile phones and consumer
electronics, in its solution suite. We believe the acquisition should
help DIVX to expand its market and further broaden its licensing
base to drive long term profitable revenue growth.

Outlook: Based on the company guidance and our outlook, we
expect DIVX to generate an annual average revenue growth of
11.0% and an annual average operating margin of 21.3% over the
next five years. Any issues related to the integration of
MainConcept and a slowdown in the consumer electronic sales are
some of the key risks to our estimates. Currently, DIVX trades at a
35 times projected FY08 EPS of $0.28 and at 16 times FY09 EPS
estimate of $0.61. The multiple implies a PEG ratio of above one
based on our 5 year average EPS growth rate of 19%.

INTRINSIC VALUE ANALYSIS
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See the “IMPORTANT DISCLOSURES?” section at the end of this report.
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Q1 FY08 Snapshot: DIVX reported Q1 FY08 revenue of $25.0
million, up 23.8% from $20.2 million in Q1 FY07. Revenue
growth was led by a 14.2% y-0-y increase in technology licensing
and a 69.1% y-o-y increase in services segments. Gross profit was
up 24.6% y-o-y to $23.8 million, as cost of revenue grew slower
than revenue. Gross margin expanded by 70 bps y-0-y to 95.2%.
Total operating expense grew 49.8% y-o-y to $22.4 million
resulting in a 66% y-o0-y decline in operating income. Operating
margin was hurt due to higher operating expenses and down
sharply by 14.9 points y-0-y to 5.6% in Q1 FY08. As a result of the
above mentioned factors, net income was down 32.2% to $2.48
million from $3.66 million in Q1 FY07. On a diluted basis, the
company earned $0.07 a share, down 32% from $0.10 a share in
Q1 FYO07.

Q1 FY08 Cash Balance and Balance Sheet Snapshot: DIVX
closed the quarter with $113 million in cash and short term
investments on its balance sheet and with no outstanding debt. The
company’s balance sheet remains strong with ample cash and we
do not expect any liquidity issues over the near term. During Q1
FY08, DIVX generated $4.01 million in operating cash flow, down
44% y-o-y from $7.2 million in Q1 FY07.

Q2 FY08 and FY08 Outlook: DIVX expects Q2 FY08 revenue in
the $20.5 million - $21.5 million range and EPS in the $0.03-$0.05
range. DIVX raised its FY08 EPS guidance to the $0.24-$0.30
range from $0.14-$0.22 range announced earlier. It maintained its
FY08 revenue guidance of $95 million-$100 million range, which
implies a 15% y-o0-y growth from the midpoint of the guidance
range. Q2 FY08 and FYO08 guidance includes expenses related to
stock-based compensation, stage6 expenses, impairment of
intangible assets, and amortization of acquired intangibles.

INVESTMENT MERRIT

Market Leading Position Should Help Sustain Long Term
Growth and Profitability: At the end of FY07, DIVX had a market
share of more than 40%, up 27% y-o0-y, in the global DVD player
market. This reflects on the wide adoption of its solutions by the
leading OEM manufacturers. Further, the acquisition of
MainConcept should help DIVX expand its market footprint across
multiple devices. We believe the market leading position should
enable DIVX to sustain its double digit revenue and earnings
growth over the near to medium to drive shareholder value.

Rise in Network Speed, Content Publishers, Content Viewers and
Cross Platform Use Should Increase Adoption and Usage of
DIVX Solutions: Network speed is growing at a rapid rate with
users connected to fiber optic or cable. Nowadays content creation
is not limited to studios with big budgets. With multiple popular
websites to launch your content, video and audio visual content is
on the rise. In addition, there has been a change in the way a
content is viewed from the initial days, when the content was tied
to display devices. Recent technology developments has helped to
create a standard digital content, to deliver it to the viewer on
multiple channels and to let the viewer decide to watch it on a
computer, HD-television or mobile phone. We believe the above
mentioned factors will help drive demand for digital content
solutions and we expect DIV X, with its industry leading solutions,
will benefit tremendously from such a development.

Expected Partnership with Multiple Hollywood Content
Providers to Deliver Their Content on DivX format to Support
Higher Adoption and Improve Long Term Outlook: We are
encouraged by the company’s strategy to cover all possible
contents in the market and also help the end viewer by providing a
seamless way to view contents from multiple channels on multiple
platforms. DIVX is currently working with Hollywood content
providers to offer its solutions for the secure distribution of its
content using DivX format. It has already received a format
approval from Sony Pictures Entertainment, which allows third
party content distributors to offer the Sony library over DivX
format. We believe Hollywood content remains a strong library in
not only the U.S. market but also in the global market. Further, this
should help DivX to improve adoption in the U.S. market.

INVESTMENT CONCERN

Successful Integration of MainConcept is Key in Realizing the
Expected Cost Saving and Gaining Market Share Over Multiple
Platforms: The successful integration of the recent acquisition is
expected to drive cost down and improve scale. Although the
acquisition was completed in Q4 FYOQ7, the company continues
with its efforts of integration. Also, the integration success also
implies an increase in revenue and profitability with DIVX
expanding its footprint on multiple platforms. The timely and cost
efficient combination of the acquisition is critical and remains a
near term risk to our estimates.

Stage6 Expenses, Acquisition Payouts and Related Amortization
to Remain a Drag on Earnings on a GAAP Basis: The company
reported Q1 FY08 GAAP diluted earnings of $0.07 and adjusted
EPS of $0.18. The adjustments, which included primarily stage6
related expenses, and impairment and amortization of intangibles
related to the acquisition. In February 2008, the company shutdown
its video service website Stage6.com in order to focus on its core
business. The video service website was a DivX video platform for
content publishers and viewers. The company has moved the
content to another video service website and has ceased its
operations. However, the website related expenses is expected to
remain a drag on its near term profitability.

Outlook: Based on the company guidance and our outlook, we
expect DIVX to generate an annual average revenue growth of
11.0% and an annual average operating margin of 21.3% over the
next five years. Any issues related to the integration of
MainConcept and a slowdown in the consumer electronic sales are
some of the key risks to our estimates. Currently, DIVX trades at a
35 times projected FY08 EPS of $0.28 and at 16 times FY09 EPS
estimate of $0.61. The multiple implies a PEG ratio of above one
based on our 5 year average EPS growth rate of 19%.

INVESTMENT RATIONALE

We initiate coverage on the shares of DivX, Inc. (DIVX) with a
HOLD rating and $10.61/share intrinsic value estimate. Based on
our Shareholder Value Analysis, DIVX is trading at a 6.7%
discount to our intrinsic value estimate. Its FY08 economic return
of 4.5% is below our cost of capital estimate of 12.5%, implying
shareholder value erosion. However, we expect the company to
generate excess returns over our forecast period. We expect strong
demand for DIVX solutions to drive revenue growth and margin
expansion over the near and the medium term. We believe the
stock price already reflects these expectations and currently it
trades at a reasonable valuation with limited upside potential.
Therefore, we rate it a HOLD.
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Chart 4:
DIVX: Q1 FY08 Revenue Contribution by Segment
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RECENT QUARTER PERFORMANCE:

Table 1: ($ 000's, except for per share figures) Q1FY08 % ofsales Ql1FYQO7 % ofsales Growth
Technology Licensing 19,078 76.2% 16,702 82.6% 14.2%
Media and other distribution and services 5,944 23.8% 3,516 17.4% 69.1%

Total Revenue 25,022 100.0% 20,218 100.0% 23.8%
Cost of technology licensing 1,036 4.1% 848 4.2% 22.2%
Cost of media and other distribution and services 172 0.7% 261 1.3% -34.1%

Total cost of revenue 1,208 4.8% 1,109 5.5% 8.9%

Gross profit 23,814 95.2% 19,109 94.5% 24.6%
SG&A expense 15,977 63.9% 10,796 53.4% 48.0%
Product development 5,425 21.7% 4,156 20.6% 30.5%
Impairment of acquired intangibles 1,000 4.0% 0 0.0%

Total operating expenses 22,402 89.5% 14,952 74.0% 49.8%

Operating income 1,412 5.6% 4,157 20.6% -66.0%
Interest income, net 1,657 6.6% 1,903 9.4% -12.9%
Other income 517 2.1% 0 0.0%

Income before income taxes 3,586 14.3% 6,060 30.0% -40.8%
Income tax 1,105 4.4% 2,400 11.9% -54.0%

Net income 2,481 9.9% 3,660 18.1% -32.2%

Diluted earning per share 0.07 0.10 -32.1%

Diluted outstanding shares 35,356 35,413 -0.2%
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Exhibit I: Income Statement (in millions USD)

2006 2007 2008e 2009e 2010e 2011e 2012e
Sales (Net) 59 85 98 110 121 132 143
Cost of Goods Sold 3 2 3 3 3 4 4
Gross Profit 57 83 96 107 118 129 139
SG&A 41 77 83 78 85 93 100
Earnings Before Interest, Taxes, & Depreciation 15 5 13 29 33 36 39
Depreciation & Amortization 2 2 3 3 4 4 4
Operating Profit 14 3 10 26 29 32 35
Other Revenues & Gains 0 3 0 0 0 0 0
Earnings before Interest & Taxes 14 6 10 26 29 32 35
Total Interest Income 0 0 6 6 7 8 9
Earnings Before Taxes 14 6 16 32 37 40 44
Total Taxes 1 -1 6 11 13 14 15
Income after taxes 13 7 10 21 24 26 29
Preferred Dividends 6 0 0 0 0 0 0
Net Income 7 7 10 21 24 26 29
Earnings Per Share $0.42 $0.20 $0.28 $0.61 $0.70 $0.77 $0.84
Shares Outstanding (Diluted) 18 35 34 34 34 34 34
Exhibit I1: Balance Sheet (in millions of USD)
2006 2007 2008e 2009e 2010e 2011e 2012e
Total Cash & Marketable Securities 149 141 148 167 188 212 238
Accounts Receivable 7 11 13 15 16 18 19
Other Current Assets 3 7 9 10 11 13 14
Total Current Assets 159 159 170 191 216 242 271
Gross Fixed Assets 8 11 14 17 21 25 29
Less: Accumulated Depreciation 4 6 9 12 16 20 24
Net Fixed Assets 3 5 5 5 5 5 5
Other Assets 2 36 36 36 36 36 36
TOTAL ASSETS 164 201 211 233 257 284 313
Accounts Payable 2 3 3 4 4 4 5
Other Current Liabilities 4 10 11 11 11 11 11
Total Current Liabilities 7 13 14 15 15 16 16
Total Long-Term Debt 0 0 0 0 0 0 0
Other Liabilities 2 1 1 1 1 1 1
Total Liabilities 8 15 15 16 16 17 18
Total Equity 156 186 196 217 241 267 295
TOTAL LIABILITIES & EQUITY 164 201 211 233 257 284 313
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Exhibit I11: Ratio Analysis

2006 2007 2008e 2009e 2010e 2011e 2012e 5 yr. Avg
Sales Growth Rate (G) (%) 79.52 43.05 16.00 12.00 10.00 9.00 8.00 11.00
Change in Earnings Per Share (%) NM (52.85) 44.23 17.57 14.52 10.01 9.19 19.10
Cost of Capital (K) (%) 12.50 12.50 12.50 12.50 12.50 12.50 12.50 12.50
Earnings Per Share 0.42 0.20 0.28 0.61 0.70 0.77 0.84 0.64
Free Cash Flow Per Share (6.38) 3.60 (0.00) 0.32 0.38 0.42 0.46 0.31
Capital Expenditure Per Share 0.00 0.00 0.09 0.10 0.11 0.12 0.13 0.11
Sales Per Share 3.36 2.40 2.90 3.24 3.57 3.89 4.20 3.56
Book Value Per Share 8.85 5.26 5.77 6.38 7.08 7.85 8.69 7.15
Shares Outstanding 17.64 35.42 34.00 34.00 34.00 34.00 34.00 34.00
Gross Profit Margin (%) 95.56 97.24 97.25 97.25 97.25 97.25 97.25 97.25
Operating Profit Margin (P) (%) 23.12 3.59 10.25 23.25 24.25 24.25 24.25 21.25
Return on Assets or Investment (%) 7.96 3.48 4,59 8.94 9.27 9.23 9.14 8.23
Return on Equity (%) 8.39 3.75 4.94 9.59 9.89 9.82 9.68 8.78
Days in Receivables 43 48 49 49 49 49 49 48.50
Days in Payables 303 438 438 438 438 438 438 438.00
Days in Inventory 0 0 0 0 0 0 0 0.00
Fixed Asset Turnover 17.01 15.71 18.22 20.41 22.45 24.47 26.43 22.40
Debt/Total Capital (%) 0.32 0.08 0.08 0.07 0.07 0.06 0.06 0.07
Current Ratio 23.84 12.03 12.22 13.18 14.28 15.46 16.71 14.37
Working Capital 152 146 156 177 200 227 255 202.98
Price to Book Ratio 112 1.88 1.72 1.55 1.40 1.26 1.14 1.41
Price to Earnings Ratio 23.65 50.17 34.78 16.19 14.14 12.85 11.77 17.95
Exhibit 1V: Cash Flow Statement (in million of USD)
2006 2007 2008e 2009e 2010e 2011e 2012e
Net Income 13 7 10 21 24 26 29
Depreciation Expense (Funds) 2 2 3 3 4 4 4
Less: Non-Operating Profit (0) 3 6 6 7 8 9
Funds from Operations After Tax 15 6 7 18 20 22 24
Less: Working Capital Consumption (127 121 4) 4) 4) 4) 4)
Cash from Operating Cycle (113) 127 3 14 17 18 20
Less: Fixed Capital Investment 0 0 3 3 4 4 4
Less: Additions to Goodwill & Intangibles 0 25 0 0 0 0 0
Add: Proceeds from Asset Sales & Other 2 (5) 0 0 0 0 0
Operating Cash Flow after Capex (115) 98 0) 11 13 14 16
Add: Non-Operating Income 2 (6) 6 6 8 9
Less: Dividends 6 0 0 0 0 0
Free Cash Flow (123) 92 6 17 20 23 25
Cash Flow from Debt Financing ) 0) 0 0 0 0 0
Cash Flow from Equity Financing 127 18 0 0 0 0 0
\Net Cash Flow 3 109 6 17 20 23 25
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Exhibit V: Shareholder Value Analysis
PV Cum PV *Adjusted Capital Excess Economic Cost of Excess

Year CashFlow  Cashflow Cashflow NOPAT - Charge = Returns Margin - Capital = Returns

%e ©) ©) ©) 2006 13 20 (6) 8.4% 12.5% -4.1%

2009e 11 9 8 2007 4 23 (19) 2.2% 12.5% -10.3%

2010e 13 9 18 2008 10 25 (15) 4.9% 12.5% -1.6%

2011e 14 9 2% 2009 21 27 (6) 9.6% 12.5% -2.9%

2012 16 9 35 2010 24 30 (6) 9.9% 12.5% -2.6%

2013 16 8 43 Adjusted NOPAT: Net operating profit after tax

2014e 17 8 51 Adj Capital Base = Debt, Equity, and Min Int

2015e 18 7 58 Capital Charge: Cost of capital * Adj Capital Base

2016e 19 7 65 Economic Margin: Adjusted NOPAT / Adjusted Capital Base

2017e 19 6 71

2018e 20 6 76

2019 20 5 -

PV of Residual Value 119

Cum. PV of Cash Flows and Residual Value 201

Total Marketable Securities 141

Long-Term Funding Asset 0

Investments in Stocks and Bonds 19

Corporate Value 361

Shareholder Value 361

Divided by Shares o/s 34

Shareholder Value per Share (PV) $10.61

Current Stock Price $9.90

Premium/Discount to Current Price 6.7%

I

PV Cashflow is calculated by discounting cashflows using the company's cost of capital.

Exhibit VII: Peer Group Analysis

Consensus EPS Intrinsic
Current Mkt Cap FY EPS Growth| Revision Value Economic Cost of BOE
Name Price (In Millions) P/IE Rate 4 wks Est. Returns Capital Rating
[Double-Take Software Inc. | s000 [ s270 | 2205 18% | $004 | s1061 | 494% 12.50% HOLD
RealNetworks Inc. $7.16 $1,022 36.14 23% ($0.02) NC NC NC NC
NDS Group PLC (ADS) $53.81 $3,131 17.51 22% $0.07 NC NC NC NC
Apple Inc. $177.05 $156,091 29.58 22% $0.35 $187.03 24% 12% BUY

NC= Not Covered, NA = Not Applicable NM denotes Not Meaningful
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IMPORTANT DISCLOSURES:

Certification of Independent Research Report:

BOE Research Services, Inc. (BOE) hereby certifies that the views expressed in this research report accurately reflect the company’s independent personal views about the
subject stocks and issuers. This report was prepared by a BOE analyst and published after an inter-company analytical review and approval by BOE’s Investment
Committee. BOE also certifies that no part of BOE’s or the analyst’s respective compensation was, is, or will be, directly or indirectly, related to the specific
recommendations or view expressed in this research report.

Stock Ratings and Beta are defined as follows:

Buy: Stocks whose total return is expected to exceed the S&P 500 Index average over the next 12 months.

Hold: Stocks whose total return is expected to be in line with the S&P 500 Index average over the next 12 months.

Sell: Stocks whose total return is expected to be below the S&P 500 Index average over the next 12 months.

Not Rated: BOE has decided not to publish a rating on this stock due to unusual or extraordinary business circumstances.

Beta [Volatility Indicator]: A measure of the extent to which the price of a given stock moves with the market as a whole. A beta of 1 indicates that the stock’s price will
move with the market. A beta greater than 1 indicates that the stock’s price will be more volatile than the market. A beta less than 1 means that it will be less volatile than
the market.

BOE’s distribution of stock ratings is:

Rating Distribution
BUY 51%
HOLD 37%
SELL 12%
NOT RATED 0%

Other Disclosures:

The information, tools and material presented in this report are provided to you for information purposes only and are not to be used or considered as an offer or the
solicitation of an offer to sell or to buy or subscribe for securities or other financial instruments. BOE will not treat recipients as its customers by virtue of their receiving
the report. The investments or services contained or referred to in this report may not be suitable for you and it is recommended that you consult an independent investment
advisor if you are in doubt about such investments or investment services. Nothing in this report constitutes a personal recommendation to you.

Information and opinions presented in this report have been obtained or derived from sources believed by BOE to be reliable, but BOE makes no representation as to their
accuracy or completeness, except with respect to the Disclosure Section of the report. Additional information is available upon request. BOE accepts no liability for loss
arising from the use of the material presented in this report, except that this exclusion of liability does not apply to the extent that liability arises under specific statutes or
regulations applicable to BOE. This report is not to be relied upon in substitution for the exercise of independent judgment. BOE may have issued, and may in the future
issue, other reports that are inconsistent with, and reach different conclusions from the information presented in this report. Those reports reflect the different assumptions,
views and analytical methods of the analysts who prepared them and BOE is under no obligation to ensure that such other reports are brought to the attention of any
recipient of this report.

Past performance should not be taken as an indication or guarantee of future performance, and no representation or warranty, express or implied, is made regarding future
performance. Information, opinions and estimates contained in this report reflect a judgment at its original date of publication by BOE and are subject to change without
notice. The price, value of and income from any of the securities or financial instruments mentioned in this report can fall as well as rise. The value of securities and
financial instruments is subject to exchange rate fluctuation that may have a positive or adverse effect on the price or income of such securities or financial instruments.
Investors in securities such as ADR’S, the values of which are influenced by currency volatility, effectively assume this risk.

Some investments discussed in this report have a high level of volatility. High volatility investments may experience sudden and large falls in their value causing losses
when that investment is realized. Those losses may equal your original investment. Indeed, in the case of some investments the potential losses may exceed the amount of
initial investment, in such circumstances you may be required to pay more money to support those losses. Income yields from investments may fluctuate and, in
consequence, initial capital paid to make the investment may be used as part of that income yield. Some investments may not be readily realizable and it may be difficult to
sell or realize those investments, similarly it may prove difficult for you to obtain reliable information about the value, or risks, to which such an investment is exposed.

Please note that this report was originally prepared and issued by BOE for distribution to its market professionals, financial consultants and institutional investor customers.
Recipients who are not market professionals, financial consultants or institutional investor customers of BOE should seek the advice of their independent financial advisor
prior to taking any investment decisions based on this report or for any necessary explanation of its contents.

BOE does not make markets in any of the securities mentioned in this report. BOE does not have investment banking relationships with the firm whose security is
mentioned in this report. BOE and its employees may have long/short positions or holdings in the securities or other related investments of companies mentioned herein.
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 BOE or any of its affiliates. BOE or any of its employees do not own shares equal to one percent or more of the company
in this report.

Copyright © 2008 BOE Research Services, Inc.



