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Overview and business model 

Dolby Laboratories (DLB) was founded by Ray 

Dolby in 1965 and is listed on the NYSE. Its 

technologies are mainly used in the 

entertainment industry (home and cinema). The 

main sources of revenues are licensing (83%) 

and products (14%). Licensing revenue is by far 

the revenue stream with the highest gross 

margins at 98% compared to products revenue, 

with fluctuating gross margins of 43% and 

services revenue at 59%. 

The licensing business model adopted is 

extremely profitable, given the risks of 

manufacturing of goods held as inventory (risk of 

obsolescence) are farmed out to those adopting 

its technologies. 

Historical performance and financials 

Revenue, net income and operating cashflow 

have been increasing for the past 10 years and 

overall gross margins are also held steady at 88% 

to 96% in the last 5 years. 

As a technology company, DLB’s main capex is 

on R&D. This has been constant at 11% of 

revenues and only increased to 13% for FY11. 

DLB currently has 2,300 patents which are 

expected to fully expire by 2030. 52 patents are 

scheduled to expire in 2012, 30 in 2013 and 91 

in 2014. As such, it is imminent that DLB will 

increase its capex in the foreseeable future. 

Acquisitions are kept at a low level with the 

largest being made in 2008 at US$253 mil, in 

the past 10 years. For the rest of the years, 

acquisitions average US$9.5 mil annually. This 

is out of an average annual operating cashflow 

of US$286 mil in the past 5 years. 

Net profit margins since 2003 have been 

increasing consistently from 14% to 32% in FY 

2011. DLB has maintained its net profit margin 

at 30% levels for the past 5 years. 

Suppliers and customers 

DLB’s only suppliers are those engaged for its 

product line of consumer electronics, which 

makes up 13% of DLB’s total revenue. This is 

not significant compared to its licensing revenue 

stream whose ‘suppliers’ are the brain power of 

its employees in coming up with technologies for 

patents. 

Customers of its licenses include software 

vendors, manufacturers of mobile devices, audio 

and video products, PCs, and other vendors 

which require audio technology formats. DLB’s 

largest customer is Microsoft, making up about 

10% -13% of DLB’s revenue. This is mainly 

through the licensing of the audio technology for 

Microsoft’s operating systems. 

Risks and opportunities 

Some of the major risks include cheaper 

alternatives to DLB’s technologies especially 

when the patents expire and also the China 

market. As big as the Chinese market presents 

an opportunity for revenue growth, it also 

presents legal difficulties in enforcing intellectual 

property rights. 

While the cinema industry seems mature, there 

is potential for growth in the 3D experience that 

DLB has a presence. DLB is also currently 

exploring expansion in the fast growing tablet 

devices market. 

Moat 

We believe that DLB possesses a wide moat 

made up of intangibles mainly through patents 

and the Dolby brand name. While some of the 

patents are expiring and may erode DLB’s moat, 

we believe that DLB’s years of experience, with 

its brand name being advertised constantly, it 

will serve to mitigate such erosion. DLB also has 

a history and track record of being able to churn 

out patents through its R&D and maintain its 

increasing revenue and profitability 

Management 

Founder, Ray Dolby stepped down as Chairman 

and its CEO, Bill Jasper who has been with the 

company for 30 years retired in 2010. The 

current management is a relatively young team, 

with the CEO joining DLB in 2005. Most of the 

members joined only in 2009. 
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Although the track record of the management 

has not been tested yet, there is compelling 

evidence that shows that it would be business 

as usual. Ray Dolby is retained in a specially 

created post of Director Emeritus while Bill 

Jasper is on the Board to guide management. 

Ray Dolby’s personal stake in DLB is 51%, 

worth about US$1.6 bil. Thus, it is unlikely that 

he will not be keeping a close eye on the team 

and operations with that much skin in the game. 

The new CEO, Kevin Yeaman has a total of 

447,000 share options worth US$13.9 mil, out of 

which only 10% is exercisable at the option price 

of US$28.13. The rest of the 90% are 

exercisable only at prices of US$31.91 to 

US$66.63. The median price of options is only 

exercisable at US$51.91. At the current price of 

US$30.90, this represents a 68% increment for 

Yeaman to breakeven before he can realize his 

pot of gold.  

These are some strong incentives for the 

insiders and an investor may be wise to hop on 

to a free ride with them.  

Management also seem to be doing the right 

thing in share repurchases (about US$433 mil 

repurchases over 2010 and 2011) as a form of 

deploying capital when the shares are, in our 

view, undervalued. 

Valuation 

DLB is currently trading at an EV/EBITDA 

multiple of 5, carries no debt and has a US$1 bill 

cash hoard on a market cap of US$3.22 bill. It is 

cheap by almost any measure. DLB is a high 

quality company with an excellent track record of 

ever increasing revenues and profits, a 

constant/increasing profit margins and capex 

that is reasonable. Compared to its other 

competitors such as DTS, ROVI and IMAX, DLB 

has the lowest EV/EBITDA multiple, the highest 

margins  and a perfect 10 year track record of 

increasing metrics, including the recession year 

of 2009. 

ROE is has also been consistent, between 18% 

and 19%. For a technological company, at a P/B 

ratio of 1.9 and P/tangible book ratio of 2.25, it is 

extremely low in our opinion. A technological 

company would usually have much higher P/B 

ratios due to the nature of them having 

intangibles such as brand names, technology 

know-how and patents not usually recorded on 

the books. 

Running an extremely conservative DFCF model 

with projection of stagnant growth for FY 2012, -

5% growth rate for FY 2013, 4% average growth 

for the subsequent 8 years, 2% terminal growth, 

with a discounting factor of 10%, the NPV is 

US$3.3 bil which is about the current market cap. 

These assumptions compared to the average 

historical operating cashflow growth (26% 

annually over past 5 years) and revenue growth 

(20% annually over past 5 years) serves to show 

the extent of DLB’s undervaluation. 

Volatility risk 

DLB is currently facing a selloff probably due to 

the imminent expiry of some of its patents, the 

young management with largely unproven track 

record that has just taken over. Ray Dolby is 

also cashing in some of his chips which likely 

made investors nervous. In our view, these 

factors are mitigated by DLB’s strong franchise. 

Ray Dolby’s selling of his stake is likely due to 

him being 79 years old, recently retired and 

wanting to realize some of that cash. Revenue 

for FY 2012 is also expected to be lower than 

FY 2011, the first time it will occur in 10 years. 

Largely, the selloff, although understandable, 

are very much unwarranted to drive the price 

down to such a level. These factors only serve 

to present an even greater opportunity to 

purchase DLB! 

Conclusion 

In our opinion, at the current price of US$ 30.74, 

DLB seems to be extremely undervalued given 

its past track record and its underlying 

fantastically profitable business model. Even at 

extremely depressed growth projections, there 

lies a fair amount of potential upside. 


