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Dark Blue Sea (DBS)  

The tide is coming in  fast  

 DBS owns a portfolio of over 500,000 internet domain names  

 Fast growing internet advertising is raising the portfolioõs value 

 Value s in the  secondary domain name market are increasing  

 We val ue DBS at $1. 21-2. 17 per share. Target price is $1. 70 . Buy  

Dark Blue Sea (DBS) owns the rights to over 500,000 ódot.comô internet domain 
names that have been accumulated and commercially optimised over the last five 
years. We see the rapid increase in internet usage and online advertising as 
contributing to an ongoing appreciation in the value of this internet óreal estateô. 
Management has a track record of success and we like its innovative approach to 
building shareholder value in the online space. We are commencing coverage with a 
Buy recommendation and a $1.70 price target. 

DBS has robust financials. We regard DBSôs near-term earnings profile as 
compelling, with strong revenue growth in both advertising and domain name sales 
expected, on low levels of capex. Weôre looking for ~40% pa EPS growth out to 
FY10. We value DBS stock at $1.21 base case (current breakup value) and $2.17 
optimistic case (DCF based on secondary market domain sales). 

DBS is profiting from the óGoogle economyô. Global internet advertising is 
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. 

DBS domain sales are boosting margins. DBS has started to sell its domains in 
the secondary market for significant multiples on acquisition cost. With these sales 
taking place at gross margins of at least 80%, the effect on overall margins is highly 
favourable. We see secondary market domain sales in particular driving a near-
doubling in EBITDA margins, to close to 30%, as well as pushing ROE above 40%. 

Domain name prices are going up. We estimate that the typical sub-US$2,500 
dot.com domain name rose 25% in value in calendar 2007. We see the ongoing 
appreciation of domains contributing to a re-rating of DBS. With the overall domain 
name market growing in size and liquidity, there is potential for DBS to attract 
overseas bidders over the next few years.  
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Year end June 30 2007a 2008f 2009f 2010f 

NPAT (reported) (A$m) 3.6 4.4 6.9 10.6 

EPS (reported) (cps) 4.2 5.0 7.9 12.2 

EPS growth (%) 25% 20% 57% 54% 

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 3.5 5.5 8.0 

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 ï 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 
economy growing so rapidly, and domain names the basic óreal estate addressô on which this 
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 óoffline real estateô such as the Louisiana Purchase (the US acquisition of 23% of 
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 name acquisition by accredited registrars. Verisign currently 
charges registrars only US$6.42 pa to register a domain for a year even if itôs as valuable as 
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% annual rates, DBSôs 500,000 domain names are rapidly growing revenue from paid 
search thanks to the companyôs use of the highly successful Google advertising network; 

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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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 successful ópaid searchô model. The key to the earnings 
growth of DBS since it went public in late 2002 has been the ópaid searchô or ópay-per-clickô 
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) DBSôs external business 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 until Americaôs October 2006 ban on online gaming. This event 
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 óDomain Distribution Networkô in order to facilitate secondary market sales of 
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 be very low cost compared to DBSôs potential sale price. As we noted 
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 DBSôs Emerging Domains is growing. In recent years sales of 
individual domains names for prices in the millions have become commonplace. DBS 
doesnôt operate at this ósuper premiumô level but rather at what weôve called the 
óEmerging Domainô level where the asking price is generally below US$2,500 and 
averages around US$1,300. In this note we argue that DBSôs prospects of building a 
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: 

 The companyôs far-sighted approach to value creation in 2002 in initiating the building of 
DBSôs domain portfolio. In 2002 investor and commercial interest in the internet was low, and 
profitable domain names could be acquired fairly easily; 

 It was early in spotting the potential of the paid search model and the market for secondary 
market domains; 

 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; 

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

 Its solid information disclosure regime, allowing fairly transparent evaluation of DBSôs 
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 Seaôs market is strong 

Global internet access is rising rapidly. The global internet user base has continued to expand 
through the 2000s, gaining 15% pa between 2002, when Dark Blue Sea went public, and 2007. 
Users now represent around 18% of the worldôs population. In the main internet markets the 
percentage of the population considered óactiveô users is now typically over 40% of the 
population, with the active user base growing at 4% pa. In the US, where just under 50% of the 
population are active users, the internet now consumes more of peopleôs time that any other 
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 óprimarily 
residential end usersô in the United States grow by 36%. This in turn drove an estimated 21% 
increase in broadband subscribers, to around 39% of active internet user base. 

Figure 1 ï Global internet access has doubled since 2002 Figure 2 ï The active internet user base in is rising fast 

  

Source: Internet World Stats, www.internetworldstats.com Source: Neilsen // NetRatings 

 

Online shopping is ómainstreamingô. The steep rise in broadband access has accelerated two 
important trends in US retailing ï online lead generation and online sales. Studies have shown 
that a considerable amount of óbrick-and-mortarô purchases in America are now researched 
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 
óCyber Mondayô (the first Monday after Thanksgiving) as the official beginning of the óHoliday 
Shopping Seasonô. 

Figure 3 ï US retail trade is rapidly moving online Figure 4 ï % of US retailers hosting online deals for Cyber Monday 

  

Source: US Department of Commerce Source  AP 
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Internet advertising is expanding at breakneck speed. Global internet advertising expenditure 
grew an astounding 30% in calendar 2006, whereas ótraditional mediaô grew at more like 5%. 
This kind of expansion lends some credence to the view that the internet will be more important 
to advertisers than radio by 2009. Importantly for the US-centric DBS, which primarily owns 
ódot.comô domains, around 70% of world internet advertising has been aimed at the US 
consumer. In that jurisdiction the internet advertising market has grown 35% pa since 2004 and 
around 25% in the twelve months to September 2007. 

Figure 5 - US internet advertising is growing fast Figure 6 - Search engine marketing is flourishing in North America 

 
 

Source: Interactive Advertising Bureau Source: SEMPO 

 

óPaid searchô is becoming entrenched in the online economy. The paid search approach to 
internet advertising is relatively new. It really only took off in 2003 when the search engine giant 
Yahoo! bought Overture, the company which had pioneered pay-per-click back in 1998. Paid 
search has grown markedly in the last four years thanks to the rise of ósearch engine marketingô 
(SEM), the business of attracting more internet traffic from search engines, partly by optimisation 
of web sites but mainly by paid search. In 2006 North American SEM outlays by advertisers rose 
a massive 63%, to US$9.4bn, with US$8bn of that figure being paid search. Whatôs more 
interesting than the size of the market, however, is the way in which its growth is outstripping 
expectations. In 2006 the North American SEM industry expected five year growth of only 14% 
pa. 

óSpeculative direct navigationô remains a significant factor in internet usage. Most internet 
users go after the online information they want using a search engine such as Google. Less well 
known is the navigation tactic known as óspeculative direct navigationô. óDirect navigationô is the 
act of typing a word or phrase related to desired information into a web browserôs address bar, 
prefixed by ñwwwò and suffixed by ñ.comò, after which the óEnterô key is hit. Speculative direct 
navigation is the use of this navigation technique to actually do an internet search. Say, for 
example, you live in the US Midwestern city of Milwaukee and youôre searching on the internet 
for a contractor to build your new house, but you donôt want to use Google. An alternative is 
simply to direct your browser to www.milwaukeebuildingcontractor.com, a domain owned by 
DBS. Unsophisticated it may seem, but DBS estimates that speculative direct navigation 
happens with around 1% of internet traffic globally. DBS benefits from speculative direct 
navigation because all the evidence suggests that the purposefulness of direct navigation 
naturally leads to more óclick throughsô on paid search advertisements. For more on this see 
Appendix II below.  
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Riding the Google wave 

Google, a DBS collaborator, dominates internet search globally. While itôs direct navigation 
that is the real financial driver for DBS domains, we donôt discount the importance of search 
engine activity as an indirect driver of growth. Online searches in the US market increased 32% 
between September 2006 and September 2007. This kind of growth impacts favourably on the 
financials of search companies such as Google with its 53% of the search market. Googleôs 
revenue growth since the September 2005 quarter has been a breathtaking 64% pa. 

DBS attracts good pay-per-click prices from Google. DBS obtains many of the keyword 
advertisements on its parked pages, such as the five ósponsored listingsô in the middle of 
www.milwaukeebuildingcontractor.com, from Googleôs ad network. Through its Google Analytics 
suite of tools, Google has developed sophisticated methods of evaluating the quality of site 
traffic, quality being the propensity of clicks to turn into sales. It uses these tools to decide how 
much to pay DBS for traffic on a per-click basis using a suite of algorithms called óSmart Pricingô. 
We understand that DBS sites rate very highly on Googleôs metrics and therefore attract good 
pay-per-click prices. 

Figure 7 - U.S. search engine activity is growing at over 30% pa Figure 8 - DBSôs revenue per unique visitor has risen strongly 

  

Source: Nielsen // NetRatings Source: Dark Blue Sea, Southern Cross Equities 

 

DBS benefits from Google óimplementationsô. To better understand the impact of Google on 
DBS we looked at the issue of revenue per óunique visitorô. Since the December 2005 quarter 
DBS has consistently suggested that it gets approximately 170,000 unique visitors per day. 
However in the last two years DBSôs revenue from each of these unique visitors has doubled, 
from around US$0.06 to more like US$0.13. At the same time visits to each DBS site have 
declined from around four per week to more like two. In other words, pricing, and not volume, is 
delivering the revenue increases for DBS. We think this substantially reflects óimplementation 
changesô that DBS has effected in conjunction with Google as its primary upstream advertising 
partner. These have involved, among other things, improvements in ócontextual targetingô and 
ógeotargetingô, that is, the targeted placement of ads that have been customised to the visitorôs 
profile and geographic location respectively. 

DBS is potentially exposed to óGoogle riskô. We expect the trend of increased revenue per 
visitor will continue, with DBS continuing to work on new ideas for delivering traffic to Google. We 
do acknowledge, however, that DBS is a company exposed to óGoogle-riskô. That is, should 
Google choose to be tougher with its traffic suppliers in terms of pricing ï which it may do in the 
event of an online advertising downturn ï DBS could be seriously impacted.  
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Figure 9 - Google's ad revenues have risen 64% pa for the last two years 

 

Source: Google Inc. 

 

Google implementations can give DBS domains a great leap forward. In our modelling of 
DBS we assume that when a group of domains first become profitable they earn only just over 
the US$6.42 Verisign minimum. In order to demonstrate that this assumption is conservative we 
studied DBSôs quarterly click revenues back to 2004. What we found was that, occasionally, 
hitherto unprofitable domains experienced remarkable surges in revenue that made them not just 
profitable but significantly so. We attribute this phenomenon primarily to Google implementations. 

Figure 10 - When newly profitable DBS domains are hot, they're hot Figure 11 ï Five strong quarters for newly profitable domains 
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Mar-2005 22,000 $19.89 1084% 

Jun-2005 19,000 $3.51 103% 

Jun-2006 19,000 $14.84 871% 

Sep-2006 22,000 $24.83 1547% 

Mar-2007 19,000 $12.94 803% 
 

Source: Dark Blue Sea, Southern Cross Equities Source: Dark Blue Sea, Southern Cross Equities 
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Domain names are virtual real estate 

With the market for secondary domain names so important for DBS going forward, we find three 
other trends in the online space particularly encouraging: 

Progressively higher prices are being registered for ósuper-premiumô domains. We tracked 
the Top 100 secondary market domain sales of the year for the last three years. Since 2006 the 
pricing environment for such ósuper-premiumô (ie very high demand) domains has been buoyant, 
as reflected in transactions such as www.vodka.com (2006, US$3m) and www.porn.com (May 
2007, US$9.5m). For dot.com domains (around 85% of the total), the median transaction price 
has increased around 110% since 2005. 

The investor base for domain names is deepening. With progressively higher prices for 
super-premium domains has come increased investor interest in domain name ownership. Some 
of this has been fuelled by the success stories of individual ódomainersô such as Frank Schilling, 
but the arrival of private and public equity in recent years has also heralded domains as a 
respectable new asset class. A key indicator of this rising investor interest has been increased 
attendance at T.R.A.F.F.I.C., the premier domain name investor conference, which has had nine 
meetings since the first in late 2004. 

Figure 12 - The T.R.A.F.F.I.C. meetings have been growing Figure 13 - Private equity has arrived in the domain name space 

 

   Domain 
name 
companies 

Current 
status Location 

NameMedia Going public 
Waltham, MA, 
www.namemedia.com 

Marchex 
Public since 2004 
(Nasdaq.MCHX) 

Seattle, WA. 
www.marchex.com 

Demand 
Media 

Private 
Santa Monica, CA. 
www.demandmedia.com 

Internet REIT Private 
Houston, TX. 
www.internetreit.com 

 

Source: DN Journal Source: Southern Cross Equities 

 

As American small businesses rapidly moving online, they will need domains like DBSôs. 
In 2002 the US governmentôs Small Business Administration estimated via survey data that only 
35% of US small businesses had developed their own web site. That roughly fits with our 
experience searching for Milwaukeeôs building contractors, where only 7 out of 24 local firms 
identified on www.yellowpages.com had an individual domain-based company website. 
Interestingly, another US survey, this one in 2007 by the Small Business Research Board 
suggested that the percentage of American small businesses with websites is now more like 
58%. If the 2002 and 2007 surveys are accurate, around 1 million American small businesses 
have set up their first web site in each year since 2002, but 11 million remain siteless. Each new 
website still to be built will need a domain, and preferably a dot.com domain since dot.com is 
naturally associated with commerce whereas dot.net or dot.biz isnôt. We expect that many 
businesses developing their online strategy will end up buying domains on the secondary market 
given the rate at which obvious primary domains are now being snapped up. For a good example 
of this, take a look at www.pcrtubes.com, a former DBS domain which was sold during 2006/07 
to Eppendorf, a Hamburg-based manufacture of PCR tubes.  
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DBS is realising value in the secondary market 

The super premium domain transactions described above were negotiated via commercial 
intermediaries who specialise in that end of the market, or through online or physical auctions, 
where the main players are Moniker, Sedo and Afternic. These sales channels work well for 
premium domains. However until recently there was no straightforward, low cost and reliable way 
for people to sit in front of a computer, find a garden-variety domain worth a few hundred US 
dollars which they needed or wanted (ie what weôve called in this note an Emerging Domain), 
and buy and pay for it online for a fixed price. In April 2007 DBS changed all that with its Domain 
Distribution Network (DDN). 

What is the Domain Distribution Network? In order to create the DDN, DBS developed 
proprietary pricing algorithms for its domains so that it could offer them to potential buyers at 
fixed prices the market would bear. It then concluded, mainly in 2007, a series of commercial 
arrangements with five domain name registrars, allowing those registrars to offer DBS domains 
for sale on their web sites in return for a sales commission, which we estimate averages around 
20%. The system first went óliveô last April and, we think, encompasses all the main retail domain 
registrars in the dot.com space. 

DBSôs network helps boost market efficiency. The principal advantage of the DDN for domain 
buyers is that settlement is risk-free and real-time, while the search functions on DDN-related 
websites are able to offer up many alternatives to the name being searched for. DDN members 
are all domain registrars, so their computers are able to ótalkô to each other via standard 
protocols. This allows the network to check on a domainôs ownership status prior to transfer, 
reducing settlement risk. The principal advantage for DBS from the network has been the 
opportunity to start realising substantial value for its portfolio, in no small measure because ease 
of doing business has begun to boost market liquidity and therefore buying interest. 

Figure 14 ï DBSôs Domain Distribution Network is largely in place Figure 15 ï Secondary market sales are building 

 
 

Registrar Month joined DDN Registrar global rank 

GoDaddy Jun-06 1 

Network Solutions Oct-07 3 

Tucows Jun-07 4 

Moniker Sep-07 8 

Register.com Sep-07 9 

Melbourne IT Currently joining 5 
 

 

Source: Dark Blue Sea, webhosting.info Source: Dark Blue Sea 
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Businesses and individuals will ópay upô to get the right domains from DBS and others. 
DBS has commented that it thinks ógood generic domainsô trade at between 8-12 times annual 
revenues in the wholesale market, that is, between domainers who buy and sell them 
professionally. By contrast óretail buyersô, that is, those who want to build a óliveô (and not a 
parked) website on a domain, will pay ten times the wholesale price. Intuitively this pricing 
difference makes sense. A domain can be valuable to the right buyer as part of broader effort in 
business branding at the same time as it is a relatively insignificant part of the cost of that 
branding. Say a building contractor in the Milwaukee area buys 
www.milwaukeebuildingcontractor.com. To mount a professionally-designed web site on the 
domain is likely to set him back US$3,000-7,000. However DBS is currently only asking US$510 
for the domain. For our hypothetical building contractor the overall cost of the name is likely to be 
only 10% or so of the overall web site budget. For DBS, the return is 79 times its original 
US$6.42 Verisign investment, assuming the domain was taken out only within the last year. 
Clearly both sides benefit from the transaction. 

Figure 16 - Prices from DBSôs óApril 2007 showcaseô Figure 17 - Some revenue multiples from the April 2007 showcase 

 
 

Source: Dark Blue Sea Source: Dark Blue Sea 

 

DBS has been realising some high revenue multiples. In DBSôs April 2007 investor 
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Why itôs early days for DBS in the secondary market 

We assume strong growth in secondary market sales. In our modelling of DBS we assume 
that the company is currently selling around 3 domains per day from its own web site, and that its 
network partners are also selling at around 7 per day. We assume that the gradual success of 
the network boosts the overall sales rate to around 19 domains by mid-2010. We think this 
assumption is reasonable given the recent strength in secondary market domain activity below 
the super premium level. Consider: 

1) Rising dot.com auction sales at Afternic point to continued demand. For a sense of the 
current strength of the secondary market for Emerging Domains under US$2,500 we tracked 
transfers of dot.com domains negotiated via Afternic running back to early 2006. Around 85-
90% of dot.com sales at Afternic are for Emerging Domains. What our study showed was a 
trend increase of around 18% pa in the total value of dot.com domains sold between the 
March 2006 and December 2007 quarters. 

2) GoDaddy and the network effect. Economists describe the ónetwork effectô as being the 
increased value for users of a good or service resulting from additional owners purchasing or 
adopting the good or service. An obvious example is a telephone network, where an 
individual phone service has more value to the user the more phones are connected. We 
think that DBSôs positive experience with the DDN to date has primarily been the result of the 
network effect. Consider the experience of GoDaddy. This oddly named company, which is 
the leading domain name registrar at 22% of registrations globally, sold around 8-10 DBS 
domains per day through its web site for a few months in mid-2007. By comparison DBSôs 
sales record via its own web site was around 3-4 per day. The benefits, however, ran the 
other way as well. During this same period GoDaddy apparently saw increased activity in its 
main business of primary domain registrations thanks to the higher level of secondary market 
domain stock for sale. We think the network effect will be an important factor in sustaining 
DBS as an important supplier of secondary market domains going forward. 

3) Current strong DBS domain sales in spite of the issue of where to send banner traffic. 
If a web user lands on a DBS domain, a banner advertisement on the upper right hand 
corner of the screen will direct the potential buyer to either www.fabulousdomains.com or a 
site from a member of the DDN. DBS has, however, yet to optimise this banner traffic. For a 
while it was going to GoDaddy, and then it went to Register.com and then to Network 
Solutions. Each switch has seen a temporary fall in DBS domains sales. However, with the 
company flagging US$1m in such sales (including bedroomfurniture.com ï see below) for the 
December 2007 quarter, we donôt think DBS has suffered much from the changes. This 
indicates to us the potential for extra domain sales from optimised banner traffic once this 
issue has been worked out. 

Figure 18 - There is increasing demand for Emerging Domains Figure 19 - Emerging Domain prices are going up 

  

Source: Afternic, Southern Cross Equities Source: Afternic, Southern Cross Equities 
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Four items of light blue sky for Dark Blue Sea 

There is ongoing appreciation in all kinds of internet real estate. We noted above that the 
prices for super premium domains have been going up strongly, in response to the strong growth 
in the online economy. What we have yet to see is a generally acknowledged appreciation in 
domain names across the board. We think, however, that this is simply a function of the data not 
being widely available as yet. Whereas itôs fairly easy to find out last yearôs median house price 
for the Milwaukee metro area, there is no straightforward way of establishing the median dot.com 
domain name price at the same date. That said, one research house (Zetetic of Boulder, 
Colorado) has suggested that the average domain name resale price grew 10% in calendar 2005 
and 13% in 2006, while our Afternic analysis showed a 25% increase in the median dot.com 
price (US$800 to US$1,000) during calendar 2007.  

There is potential for DBS to own future super premium domains. The average of US$1,200 
per domain in the April 2007 showcase represents an impressive return on investment for DBS. 
The returns pale, however, in comparison with www.bedroomfurniture.com. Between 2004 and 
2007 DBS would often cite this domain in its investor presentations as an example of how paid 
search could earn the company revenue from a standard parked page. In mid-2007 that domain 
was sold for US$250,000 to a company developing a furniture-focused e-commerce business. 
While itôs not listed on DN Journalôs list of the Top 100 domain transactions of 2007, the 
transaction would rate around No. 39 on that list. We think this shows the potential for DBS to be 
holding an occasional high value (or even future super premium) domains in its largely Emerging 
Domain vault. 

DBS may benefits from the limits to domain name growth. For some time now the number of 
domain names in existence has been rising rapidly as registrars and domainers alike pursue new 
names with increasing inventiveness. For dot.com and dot.net domain names the growth rate 
has been about 30% pa for the last three years. However we foresee the day when the world 
effectively runs out of new dot.com domains, for no other reason than the fact that in real life 
language vocabularies donôt grow at 30% pa. Whenever that ólimit to growthô is hit, the secondary 
market for domains will well and truly come into its own. 

DBS thinks its domains have development potential. In his address to DBSôs recent AGM 
(19/11/2007), Chairman Vern Wills, describing the value uplift which the super-premium domains 
CreditCards.com (US$0.1m to US$95m in six years) and Shopping.com (US$0.5m to US $620m 
in three years) experienced after 2001, noted that these successes were partly a function of the 
domain name and partly the way in which the site over the domain was developed to add content 
and e-commerce smarts. We suggest that with this speech DBS has flagged that it will look to 
pursue the development potential of its domains, a move which could push what are some 
currently Emerging Domains into super-premium status. We think the development process will 
be low-cost, with DBS using its in-house IT expertise to design automated ódevelopment 
solutionsô that will raise the overall value of the portfolio. While weôve allowed no value for any 
development earnings in our models, we take the view that one or several of DBSôs domains may 
ultimately deliver development-style profits. 

Figure 20 - New .com and .net domain names are proliferating fast Figure 21 ï Until recently DBS hadnôt been growing its portfolio 

  

Source: Verisign, webhosting.info Source: Dark Blue Sea, Southern Cross Equities 

0

10

20

30

40

50

60

70

80

90

Jun-2004 Jun-2005 Jun-2006 Jun-2007 Dec-2007

million 
domains

0

100,000

200,000

300,000

400,000

500,000

600,000 DBS 
proprietary 

domains

There is potential for the 

DBS portfolio to contain 

more domains like 

bedroomfurniture.com 

We expect that DBS will 

ultimately look to do 

more development of its 

domains 



Dark Blue Sea (DBS) 

 

 
Page 13 of 23 

 

Southern Cross Equities 

Figure 22 - Profitable domains are correlated to internet advertising Figure 23 ï DBSôs traffic revenue has outpaced advertising growth 

 
 

Source: Dark Blue Sea, Interactive Advertising Bureau Source: Dark Blue Sea, Interactive Advertising Bureau 

 

Figure 24 - We see strong AUD revenue growth in FY09 and FY10 

 
Source: Dark Blue Sea, Southern Cross Equities 
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DBSôs earnings outlook is strong 

We make a number of general assumptions with regard to DBSôs near term growth prospects: 

The level of US paid search advertising will continue to grow strongly. We see outlays in 
the U.S. market on paid search, currently around 40% of total internet advertising spend, as 
rising broadly in line with internet advertising generally. We expect that US internet advertising 
will grow 20% pa for the next three years, but slow to a statelier 10% into the new decade once 
the internet has overtaken radio in terms of the size of the ad market. We assume that DBSôs 
growth is broadly correlated with internet advertising. That this is potentially a conservative view 
is suggested by the fact that DBS has strongly outpaced US advertising growth recently. There 
are widespread concerns at the moment that the US economy is set for a slowdown, and that this 
would impact on all advertising expenditure, online and offline. On that assumption our numbers 
may have downside risk. However, we think that internet advertising would be less impacted in a 
slowdown than other advertising, due to the structural shift in advertising away from óold mediaô 
that has been going on for some years now. 

Figure 25 - US internet advertising may continue to grow vigorously Figure 26 - DBS's profitable domains have high gross margins 

 
 

Source: Forecasts from eMarketer in a 7/11/2007 report. eMarketer is 
Americaôs best-respected research house on digital media issues 

Source: Dark Blue Sea September 2007 quarterly operations report 
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DBSôs secondary market domain sales to grow vigorously. As we noted above, we assume 
that the gradual success of the DDN boosts daily domain sales from around 10 per day currently 
to around 19 per day by mid-2010. We assume that all sales on the DDN made from sites other 
than DBSôs are done with a 20% commission rate payable, and that prices gradually rise over 
time in line with internet advertising levels. 

DBSôs external business to hold steady. We noted previously that external revenue is once 
again picking up. Net transfers of domains to DBS from other domain registrars averaged 2,700 
weekly in the six weeks to late November. We think the external business will continue to grow in 
line with U.S. internet advertising levels. However to be conservative weôve assumed that the 
domains managed by DBS stay more or less constant (at over 400,000 domains in total), since 
the company doesnôt actively pursue new business in this area while it focuses on its core value 
creation opportunity in Emerging Domain sales. We assume, looking forward, that DBS isnôt 
impacted by any other sector-specific issues, that external click revenue for the sites grow at 
around the rate of US internet advertising growth and that revenue margins (ie click revenue to 
DBS as a percentage of gross click revenue) run at around 28%. 

Verisign increasing its domain registration annually. Verisignôs registration charge was 
US$6.00 until 15/10/2007 when it was hiked 7% to US$6.42. Under a March 2006 deal with 
ICANN, Verisign can raise the registration rate 7% in four out of the six years to 2012. We 
assume that such rate increases will now happen annually out to 2010. We assume that rising 
registration costs donôt affect the secondary market for domains given that even after several 7% 
increases this cost is still negligible. 

Currency headwinds to moderately impact the growth potential. Because DBS earns all its 
revenue in US dollars and has much of its costs in Australian dollars it has been partly impacted 
by the rising Australian dollar. The company has a natural hedge in that its cost of traffic is also 
priced in US dollars, and this is around 70% of the companyôs cost base historically. The 
company chooses not to hedge the remaining exposure since the growth of its core business in 
US dollars is so strong. That said, DBS as a stock is likely to be impacted whenever the 
Australian dollar is rising. 

Figure 27 - DBS was hit by the U.S. online gaming ban Figure 28 - Lately DBS has been adding new proprietary domains 
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