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RESLIXS OF OPERATIONS COMPARED WITH FRIOR YEAR

Consolidated statements of income compared with prior year for the three months ended September 30,
1989 and 1988, are presented below. Amounts are in thousands, except net income per share.

- Change
%01 .13 Perentage
Net revesues $235,161 100.0% $176,393 100.0% 3
Cost of revenues 20759 218 43931 2640 1
Gross profit 184402 184 130,462 140 4]
Opezating expenses:
Research and development 39690 169 22,938 13.0 n
Sales and marketing 66,974 285 48,673 276 B
Geoeral and sdministrative —8.349 —a3 ~8.297 a8 kY
Totl operating expenses 113013 489 11908 442 a4
Opersting income 69,389 295 52,554 298 2
Nou-operating income 5,037 21 346 19 51
Stock option program expense L1500 L0.6) L2100 12 p-]
Income before income taxes 72926 310 53,799 305 %
Provision for income taxes 21338 29 11217 28 »
NET INCOME $ 49,588 2L1% $ 36,582 20.7% k]
Average shares outsianding 57,180 36,076
NET INCOME PER SHARE S 087 S _0.65 3
1
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Net revenues for the first quarter of fiscal year 1990 (Q90-1) increased 33% to $235.2 million from $176.4
million for the corresponding period of the pricr year (Q89-1). The following is a breakdown of net
revenues by Channel of Distribution and Product Group.

USSMD
Intenational Retail
Woridwide Reixil

Domestic OEM .
International OEM
Worldwide OEM

Press

US MSU

US PSS

lotl PSS
Systems Journal
1ot1 Coosulting
CDROM

Towl

Preduct Groun
Applications
Systems

SPAG

Languages

Books -

Xenix

Setvices

Network

Systems Journal
Mullimedis
latergroup Royalty
Total

The Company'’s leading products for the quarter (compared with prior year) were as follows:

2

DOS/GW Basic
PC Word
Mictosoft Mouse
Win Excel
Windows
Mx Word
Mac Excel
PC Works
ProC
PC Multiplaa
- Mac Works

" Xegix
PC Chant

_ Pro Fortran
QuickBasic

. G:un:s\baqo«uhuuﬂg
t GEGR onSavusunwem

Percent of net revenues’

Q89-1 #11 PC - Flight Simulator {52,967)

HIGHLY
CONFIDENTIAL

Growth
—0 —_—nr PExmenage
$ 79,526 133% $ 62,570 355% 2
30213 341 A1548 248 »
139739 £2.9 120112 S81 k d
35,161 149 2,715 129 s
35129 S50 2B.643 162 p:}
10350 229 AL360 221 k1)
3,002 13 3438 20 a3
1210 0s 1,065 06 M
381 02 132 0.1 189
211 0.1 - -
258 0.1 20 0.1 2
10 - - - -
= = 50 .- -
$235,161 100.0 $176,393 1000% k+}
$106,428 45.3% $ 72,054 408% &8
75232 320 58,965 334 p. |
25,297 10.8 20,451 1.6 n
12,973 58 16,043 9.1 19
3,038 13 3,738 21 (19)
2,309 1.0 2,457 14 ©
1,926 03 1,314 08 o
2,650 32 1,103 06 594
266 0.1 288 02 ®
240 0.1 137 ©0l r-]
—f195) 0D 13 (N -
$235,161 100.0% $176,393 100.0% K<}
Q90-1 Q89-1 Revenue
3,519,434 $51,691 2,287,067 $ 34,641 »
135,637 25,463 97,222 17,382 %
304,332 25,237 255243 19,367 E
84,169 17,552 42,342 10,447 &
642,802 13.0m7 506,318 10,685 2
75926 12,298 66,707 9.292 T
58,001 10,774 47,121 9.476 M
193,929 9,341 54,431 3,494 167
37,859 5493 33,609 5,417 1
40417 4240 45,101 4,269 0
24,861 3340 21,068 2522 kd
37,844 2,308 29,594 2447 ©
8,097 1,594 14,444 2342 G2)
6,883 1,580 8,997 2,030 22
27,591 1364 24,126 —1350 16
$185.552 $135,161
8% 7%
2 X
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Cest of revenues for Q90-1 was 21.6% of net revenues compared with 26.0% for Q89-1. Product costs as
a perceatage of ned mveaues weie 16.2% 0. Q5C-1 compared with 18.0% for Q3%-1. The analys:s on
page 4 contains the Q90-1 and Q89-1 product cost percentage for each channel of distribution and each
product group. Regarding the reduction in the composite product cost percentage, channel mix was not a
significant factor (Q90-1 revenue consisted of 68% worldwide retail, 30% worldwide OEM and 2% other,
whereas Q89-1 consisted of 68% worldwide retail, 29% worldwide OEM and 3% other). However, we
did experience a fairly significant shift-in product group mix, which had a favorable effect. Specifically,
Applications accounted for 45% of total revenue, compared with 41% for Q89-1. Applications’ increase
came at the expense of Languages and Hardware. Additionally, we experienced product cost reductions
within several product groups (most notably Applications and Hardware).

Non-product costs included in cost of revenues as a percentage of net revenues were 5.4% for Q90-1
compared with 8.0% for Q89-1. This 2.6% margin improvement resulted from gains in manufacturing
variances (0.7%), inventory adjustments (0.6%), freight, shipping and other (0.9%) and royalties (0.4%).
In general, these improvements resulted from economies of scale in manufacturing and distribution, as well
as better inventory management. Q90-1 results include an inventory reserve accrual of $2.0 million.

Operating expenses grew 48% from period-to-period (from $77.9 million to $115.0 million). The growth
in operating expenses exceeded the growth in net revenues (33%) and, as such, operating expenses as a
percentage of net revenues increased from 44.2% 1o 48.9%. Categorized in SEC format and expressed as a
percentage of net revenues, research and development increased from 13.0% to 16.9%, sales and marketing _
increased from 27.6% to 28.5%, and general and administrative decreased from 3.6% to 3.5%. Payroll (up
$14.2 million or 56% to $39.4 million) accounted for 38% of the period-to-period growth in operating

expenses. Q90-1 results include a marketing accrual of $8.4 million and a bad debt reserve accrual of $1.0
million. :

Non-operating income for Q30-1 was $5.0 million compared with $3.3 million for Q89-1. Non-operating
income for the current quarter consists of investment income of $6.0 million, SCO valuation adjustment of
$500,000 and miscellaneous expense of $500,000. Non-operating income for Q89-1 consists of

investment income of $3.9 million, loss on equity investment in EIKON of $400,000 and miscellaneous
expense of $200,000.

Stock option program expense is the result of the Company's program regarding incentive stock options
under which employees, if they elect to participate, receive a cash payment in exchange for taking certain
actions that result in a tax benefit to the Company. Under current accounting rules, the Company reports
the gross benefit under the program as a contribution to capital, whereas the expense net of directly related
taxes is charged against income. Accounting rules require that this expense be recognized ratably over the
vesting period of the related options as opposed to being recogrized when paid. As of September 30,
1989, our accrual for stock option program payments to be made upon exercise of vested options is $9.4
million. See page 5 for an analysis of the adequacy of this accrual.

The effective tax rate for Q90-1 was 32.0%, the same as Q89-1.

Net income for QQO-I was $49.6 million compared with $36.6 million for Q89-1. Net income as a
percentage of net revenues increased from 20.7% to 21.1%. :
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MICROSOFT CORPORATION
CONSOLIDATED COST OF GOODS SOLD
090-1 COMPARED WITH Q89-1

Q90-1 Q89-1 :
WEIGHTED WEIGHTED !
CHANNEL SALES MiX COST% COST% SALES MIX COST % COST%
USSMD 34.5% 21.7% 7.5% 36.3% 24.3% 3.8%
INTLRETAIL 33.3% 223% 7.4% 31.8% 24.7% 7.8%
US OEM 14.0% 34% 0.5% 126% 22% 0.3%
INTL OEM 16.3% 0.0% 0.0% 16.6% 0.0% 0.0%
PRESS 12% 19.2% 0.2% 1.9% 20.3% 0.4%
US PSS 0.2% 1.6% 0.0% 0.1% ©0.0% 0.0%
INTL PSS 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
Us Msu 05% 0.0% 0.0% 0.6% 0.0% 0.0%
CO ROM 0.0% 0.0% 0.0% 0.0% 0.0% 0.0%
MSJ 0.1% 37.5% 0.0% 0.1% 51.1% 0.1%
PRODUCT COST - GROSS 100.0% 15.6% 100.0% 17.4%
EFFECT OF REVENUE ADJUSTMENTS 103.8% x 103.5%
PRODUCT COST - NET 18.2% 18.0%
MFG VARIANCES 0.4% 0.3%
INVENTORY ADJ. 1.8% 24%
FREIGHT, SHIPPING & OTHER 2.5% 35%
ROYALTIES 1.4% 1.8%
) 216% 26.0%
Q90-1 Q89-1
WEIGHTED WEIGHTED
PRODUCT GROUP SALES MIX COST% COST % SALES MIX COST % COST %
APPLUCATIONS 453% 16.6% 7.5% 408% 18.6% 76%
800KS 1.2% 19.3% 0.2% 21% 20.7% 0.4%
SPAG 107% 4“17% a5% 11.6% 44.0% 5.1%
MSJ 0.1% 37.5% 0.0% 0% 51.1% 0.1%
LANGUAGES 55% 21.9% 1.2% 1% 21.7% 20%
MULTIMEDIA 0.1% 7.7% 0.0% 0.1% -13.1% 0.0%
NETWORKS 1.1% 1.0% 0.0% 0.56% 0.0% 0.0%
NON-SPECIFIC 66% * 04% 0.0% 58% 0.2% 0.0%
SERVICES 0.8% 6.5% 0.0% 0.8% 0.0% 0.0%
SYSTEMS 27.8% 7.8% 2.2% 27.6% 8.0% 22%
XENIX 0.9% 0.0% 0.0% 1.3% 0.0% 0.0%
PRODUGT COST - GROSS 100.0% 15.7% 100.0% 17.4%
S papap sg s
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MICROSOFT CORPORATION

Status of Converted Stock Options
As of September 30, 1989
Balance Balance
as of Activity asof
30-Jun-89 Qg0-1 30-Sep-89

Converted 3,306,000 375 3306375
Exercised 2,158,142 -152,808 2,310,950
Cancelled 227917 6,375 .234.292
Outstanding 919,941 -158,808 761,133

ACCRUED STbCK OPTION PAYMENTS AS OF SEPTEMBER 30, 1989

Shares vested and exercisable
Fair market value per share
Total fair market vatue

Exercise proceeds (basis)
Spread

Payment multiplier

Payment

Shares outstanding

Fair market value per share
Total fair market value
Exercise proceeds (basis)
Spread

Payment multiplier
Payment

Accrual as of Sept. 30
Addtional accrual tys0

HIGHLY
CONFIDENTIAL

390,715 390,715 390,715 390,715 380,715
60 70 80 90 100 .
23,442,900 27,350,050 31,257,200 35,164,350 39,071,500
-1,589,447 -1,689,447 -1,589,447 -1,589,447 -1,589,447
21853453 25760603 29,667,753 33,574,903 37,482,053
20.48% 20.48% 20.48% 20.48% 20.48%
4,475,587 5,275,771 6.075,956 6.876,140 7.676.324
761,133 761,133 761,133 761,133 761,133
60 70 80 90 100
45667080 53,279,310 60,890,640 68,501,970 76,113,300
23828288 3828288  -3828.288 _ -3.828,288 _ -3,828,288
21839692 49,451,022 57.062,352 64,673,682  72,285012
20.48% 20.48% 20.48% 20.48% 20.48%
8,568,769 10,127,569 11,686,370 13,245,170 14,803,970
9,436,000
4,500,000
713,936.000
5
X 199604
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RESL1TS OF QPERATIONS COMPARED WITH COMPETITION

Consolidated statzments of inconie for Microsoft, Lotus, and Oracle are presented below. The first set is

the most recent quaner; the second set is mailing twelve months' results. Amounts are in thousands, except
net income per share.
Micmosoft Lomys Oxle
Net revenues $235,16) 100.0% $153,906 100.0% $175,490 100.0%
Cost of revenues 30259 218 -27843 &L -28.630 Jd63
Gross profit 184,402 184 126063 819 146,860 W
ing expeoses:
Research 20d development” 19,690 169 26222 17.0 19,666 112
Sales and marketing 66,974 285 55,341 36.0 95,278 543
General spd administrative 2249 24 14998 22 L2770 23
Total operaling expenses 1s013 439 96,361 622 21221 s
Openting income 69,389 295 29,502 19.2 19,139 109
Ni ing income 5037 21 565 03 (1,956) 1)
Siock option progrm expense LL500) 08 —_— = . e
Income before income taxes 72,926 310 30,067 195 17,183 98
Provision for income taxes 23338 22 —1090 48 <430 il
NET INCOME $.49.558 2L1% $.22017 J49% 511,629 6.1%
Average shares outstanding 57,150 42262 136,125
NET INCOME PER SHARE $ 0.87 $ g 3.9__;..2
Microsofy Laots Oxle
Net revepues $862,298 100.0% 5518,452 100.0% 668,524 100.0%
Cost of revenues 200013 243 103,380 199 100447 164
Gross profit 653288 415012 301 330.0m Bas
Operating expenses: ) :
Resemrch and development 126972 14.7 91,133 176 63,007 94
Sales and marketing 237,298 278 208,308 40.2 323,942 485
General and administrative —20.950 X S2619 1.5 40473 49
Tolal operating expenses 394220 457 239,060 £9.3 421422 §39
Openating income 259,065 300 56,012 10.8 131,655 197
Noo-operating income 18,257 2.1 6,853 13 4,775 ©n
Suock option program expense 0399 oy - _= = =
Income before income taxes 269,923 313 62,865 121 126,880 19.0
Provision for income taxes _B6379 100 13329 232 4050 N
NET INCOME 5183 544 213% $.41,536 9.2% $86378 12.9%
Average shares outsuanding 56,521 42,493 135,484
NET INCOME PER SHARE s_325 s 112 5_064
N -
HIGHLY 6
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Consolidated statements of income for Micrasoft for each of the four quarters ended September 30, 1989
are presented below. Amounts are in thousands. exceot net income per share,
Trailing
Dec 31 1088 Mar 31,1989 June 30,1989 Sep 30,1989
Net revenues . $209,882 $197,024 $220,231 $235,161 - $862,298
Cost of revenues a1 -48.39] 34642 30759 20013
Gross profit 155,161 148133 185589 M40 £31.285
Openating expenses: -
Research and development 25,177 29,128 32977 39,690 126,972
Sales and marketing 53,637 55211 61,476 66,974 237,298
General md administrative 1290 6693 1618 —2.349
Total operating expeuses 26104 2002 10201 3013 394220
Operaticg income 69,057 57,101 63,518 69,389 259,065
Non-operating income 2,642 5403 $178 5,037 18,257
Stock option program expense (1.862) £2.037 L2000 L300 L2299
Income before income taxes 69,837 60,467 66,693 72926 269,923
Provision for income taxes 2238 19348 _21.341 _2333 36
NET INCOME $4748S $41,119 $45.352 $_49,588 $183,544
Average shares outstanding 55,896 56!434 56!575 57!180 56,521
NET INtOME PER SHARE s_085 $ 0Mm $ 0.80 s 087 §$ 325
Net revegues 100.0% 100.0% 100.0% 100.0% 100.0%
Cost of revenues 261 248 248 218 243
Gross profit 139 252 132 184 -
Operating expenses: '
Research and development 120 148 15.0 16.9 14.7
Sales and markeling 255 280 219 28.5 27.5
Geoeral and administrative A5 34 25 2.3 3
Total operating expenses 490 462 464 44.9 453
Operating income 329 29.0 28.8 29.5 30.0
Non-operating income 13 27 24 2.1 2.1
Stock option program expensc {09 L0 {0.9) 0.6 L4
lnco:p: before income taxes 33.3 30.7 303 31.0 33
Provision for income taxes 107 28 22 23 4100
NET INCOME 22.6% 209% 206% 2L1% 21.3%
CONFIDENTIAL CONFIDEN
S-PCA 1188438
CONFIDENTIAL |
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Consolidated statements of income for Latus for each of the four qQuarters ended September 30, 1989 are
presented below. Amounts are in thousands, except net income per share.

. Trali
Dec 30 1928 Apr. 1 1989 Qul 1 1989 Sept 30, 1989 12 months
Net revenues 5112377 $119970 . $132,199 $153,906 $518,452
Cost of revenues 22847 24783 ~AL905 ~2LE43 103380
Gross profit ) 22,530 25125 o 104204 126063 415072
Operating expenses:
Research and development 22,168 20,565 22,181 26,222 91,133
Sales and marketing 45,065 53,207 54,695 55341 208,308
General apd administrative 14304 15319 J14.998 14998 32619
Total operating expenses 21534 22091 210824 26361 432.060
Operating income 7,996 6,094 12,420 29,502 56,012
Nog-operating income 34an 1,165 1,631 565 6,853
Stock option program expense —_— — . - e
Income before income taxes 11,468 7,259 14,071 30,067 62,865
Provision for income taxes _2.480 1960 1299 —7.090 _15320
NET INCOME $_ 8,988 s 5!299 $ 10!272 4 22!977 s 47é36
Average shares outstanding 43,771 4%121 41!816 42262 42,493
NET INCOME PER SHARE S_021 s 013 $ 025 S&} $_1.32
Net reveaues 100.0% 100.0% 100.0% 1000% 100.0%
Costof revenues 203 207 211 J81 J89
Gross profit J92 123 9 219 801
Operating expenses:
Rescarch and development 19.7 17.1 16.8 17.0 17.6
Sales and marketing 40.1 4.3 414 36.0 402
General and sdministrative Q28 J28 413 22 U3
Toul operating expenses 225 242 69.5 3% £9.3
Operating income 71 5.1 94 19.2 10.3
Non-opcmiqg income 31 09 13 03 13
Siock option program expense _— _— — —— —
Income before income taxes 102 60 10.7 19.5 12.1
Provision for income taxes 22 L6 232 <46 23
NET INCOME S0% 24% J8% 149% 2%
TR T 8 X 199607
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Consolidated statements of income for Qracle for each of the four quarnters ended August 31, 1989 are
presented below. Amounts 2re in thousands, except net income per share.

Trailing
Nov. 30, 1988  Feb 2R, 1989  May3L 1989  Aug. 3L 1989

Net revenues $123,745 $153.354 $215938 $175490 $668,524 .
Cost of revenues 2141 L8423 L2010 28.630 447
Grossprofit 100,604 126879 184734 146 860 39077
Operating expenses:

Research and development 11,523 11,798 20,020 19,666 63,007

Sajes and marketing 55.158 69,179 104,327 95,278 323942

General and administrative 119 2224 2352 12211 -AQ473

Total operating expenses 25200 20201 133200 122721 22422

Operating income 24,804 36,678 51,034 19,139 131,655
Noop-operating income 851 (1,970} (1,700) (1,956) 4,775)
Stock option program expense - = - - —
locome before income taxes 25,655 34,708 49,334 17,183 126,830
Provision for income taxes _3.466 _10244 15788 5504 _40.502
NET INCOME $17,189 $23,964 $33,546 $11,679 S 86,378
Avenage shares outstanding 134,720 134,974 136,116 136,125 135,484
NET INCOME PER SHARE $ 0.13 - $ 018 s_025 S 009 s 064
Net revenues 100.0% 100.0% 100.0% 100.0% 100.0%
Cost of revenues 182 113 145 163 164
Gross profit 413 8217 B33 237 236
Operating expenses:

Research and development 9.3 137 9.3 11.2 94

Sales and marketing 44.6 45.1 483 54.3 48.5

Geveral and administrative L4 ~50 ~43 13 —£0

Total operating expenses £13 88 £19 £19
Openiling income 20.0 239 23.6 109 19.7
Noo-operating income 0.7 (1.3) (0.8) (.n (0.5)
Stock option program expense —_ — —_ —_— —_—
Income before income taxes 207 26 223 938 19.0
Provision for income taxes A 10 13 21 &1
NET INCOME 13.9% 15.6% 15.5% 6% 129%
S
a0 HIGHLY 9 608
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Consolidated statements of financial position for Microsoft, Lotus, and Oracle are presented helow,

Amounts are in thousands.
Microsoft Lotus Orxcle
Sept 20 Sep1. 30 Aug 31
ASSEIS
Curreot assets:
Cash and short-term investments $336,496 a2% $221,603 4% $42,340 %
Accounts receivable - net 130,332 16 106,438 p. 4] 259,306 Y
Inventories ’ 35974 4 26,388 5 - -
Other 2401 -3 —aB.582 -1 LR 2
Total current assets 526,813 [ 383,011 n 332,674 n
Property, plast and equipment - net 232,096 3 115,503 2 101,984 2
Other assets ~20.210 £ —39.636 i 22400 2
TOTAL 80917 1009 $SIB10 100% $467.067  100%
LIABILITIES AND
STOCKHQLDERS' EQUITY
Current liabilities $184,601 2% $103,079 19% $173,117 3%
Loog-term lisbilities - - 191,134 ¥ 49,404 1
Swckholders’ equity 624578 vzl 243937 A5 244546 852
TOTAL . 800,179 ‘l__q_)% 35385150 l_;l_)% $467,067 &0%
HIGHLY
i .
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Selected market statistics for Microsoft, Lotus, and Oracle are presented below,

Microsoft Lotus Oraxcle
Septl0 SepL 30 Sep 30
1989 1988 1982 1988 1989 1988
Closing Stock Price $68.50 $5225 $28.50 $20.00 $23.63 $10.00
Common Shares Outstanding 55.0 539 41.0 444 1270 1202
(in millions)
Market Value (in millions) $3,768 $2.816 $1,169 $333 $3,000 $1,202
Tniling Twelve Months Reveaues .
(in millions) $862 $665 $518 “n 3669 331
Price’Revenues Ratio 4.4x 42x 2.3x 1.9x 4.5x 3.6x
Trailing Twelve Mooths EPS $3.25 $2.49 $1.12 3158 $0.64 $0.36
Price/Earnings Ratio 21.1x 21.0x 25.4x 12.7x 36.9x 27.8x
Cash (in millions) 5336 04 22 1% $42 $32
Cash per Share $6.11 $3.78 §5.41 $4.41 $0.33 $0.27
Price/Cash Ratio 11.2x 13.8x 53x 4.5x T1.5x 37.6x
Book Value (in millions) 3625 $413 $244 $267 $245 s139 ;
Book Value per Share $11.36 $7.66 $5.95 $6.01 $1.93 st.16 .
Price/Book Value Ratio 6.0x 6.8x 4.8x 33x 12.2x 8.6x
I
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RESULTS OF OPERATIONS COMPARED WITH PLAN

Consolidated statements of income compared with plan for the three months ended September 30, 1989, are
presented below. Amounts are in thousands, except net income per share.

Actual Plan Variace
QX1 0.5,1 31 Pereniage

Net revegues $215,161 100.0% $211,709 100.0% 1
Cost of revenues 30259 216 49979 28 2
Gross profit 184402 184 160730 164 n
Operating expenses

Research and development 39,690 169 47,020 222 (16)

Sales and marketing 66974 28.5 73,894 349 ®

General and administrative —£.349 33 2099 42 ()]

Total operating expenses U513 489 130013 614 42
Operating income 69,389 295 31,717 15.0 119
Non—operating income 5,037 21 5.644 27 (1
Stock option program expense A500 08 (1.500) 09 N
[ncome before income taxes 72,926 31.0 35,861 17.0 103
_Provision for income taxes 23338 93 ~10.758 - 117
NET INCOME $49.588 g% $ 25,103 119% %
Average shares outstanding 57,180 57,000
NET INCOME PER SHARE S 087 $ 04 %8

N .
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Net revenues for the first quaner of fiscal year 1990 at $235.2 million were 11% ahove plan of $211 7
million. The following is a breakdown of net revenues by Channel of Distribution and Product Group.

Variance
Al 0901 ——PlanQo0-L Boentase
Channel of Distribution
USSMD . $ 79,526 338% $ 64,718 30.6% 3
Iptemational Retail 20213 241 11939 268 3
Worldwide Retait 159739 £18 142,634 £74 7]
Domestic OEM 35,161 14.9 28,083 13.3 b
Intemational OEM 33189 130 23393 162 (n
Warldwide OEM 20330 229 £3476 X9 ]
Press . 3,002 13 . 3,107 15 [0}
US MSU 1210 0.5 1389 0.6 (13)
Int1MSU - - 129 01 -
US PSS 381 02 ? 0.1 7
It PSS 1 01 342 02 @8
Systems Journal 258 0.1 285 01 ®
Tot't Cossulting 10 = — — -
Total $235,161 100.0% $211,709 100.0% 11
Product Group
Applications $ 106,425 45.3% $ 97,770 462% 9
Systems . 75,232 320 65,640 310 15
SPAG 25,297 10.8 21,886 10.3 16
Langusges - 12,973 55 11178 53 16
Books 3,038 13 3,107 15 fey)
Xenix 2309 1.0 1,889 09 2
Services 1,926 08 2252 1.1 (14)
Network 7,650 32 7,380 35 4
Systemns Journal 686 01 285 0.1 (y)
Multimedia 240 0.1 a8 02 (a6)
Intergroup Royalty {199 0 —123) 0D -
Toul $235,161 100.0% $211,709 100.0% n
The Company'’s leading products for the quarter (compared with plan) were as follows:
—— Al Q001 —Plan000-1 Revenue
! 1 DOS/GW Basic 3,519,434 $ 51,691 2,734,472 $ 40,515 p. 3
2 3 PC Word 135,637 25,463 97,989 21,156 1]
3 2 Microsoft Mouse 304,332 25,237 267,464 22,456 2
4 4 Win Excel 84,169 17,552 71,073 19,293 )
5 5 Windows 642,802 13,077 641,475 12,051 9
6 6 Mac Word 75,926 12,298 50,023 9.441 k(]
7 7 M Excel 58,001 10,774 42,265 9,003 2
8 8 PC Works 193,929 9,341 146,046 7701 a
9 10 ProC 37,859 5,493 19,827 4,157 ]
0 B PC Mubltiplan 40,417 4240 23,915 2,980 Q
| 11 . . Mac Works 24,861 3,340 32,439 4,506 @26)
2 - Xenix 37,844 2308 26,140 1,889 p2]
B 15 PC Chart 8,097 - 1.594 6,985 1,605 m
K - Pro Fortrap 6,883 1,580 7,029 1,553 2
[ - QuickBasic 27591 __ 1564 41,412 23 ¢3)
$185,552 $161,233
Perceat of net revenues B ' x%
'—-_-‘—*_——.~
Plan #9 - Office {35,954); #12 - 0572 ($3,663); #14 - Mac PowerPoint ($2,704)
MS-PCA 1188444 |
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Actual gost of revenues for Q90-1 was 21.6% of net revenues compared with a plan of 23.6%. Produc!
costs as ¢ percentage of net revenues were 16.2% compared with a plan of 16.7%. The analysis on page 15
contains the actual and plan product cost percentage for each channel of distribution and each preduct
group. Neither channel mix or product group mix varied significantly from plan. The favorable variance in
the composite product cost percentage is attributed to Applications, which had an actual product cost of
16.6% compared with plan of 17.7%. As Applications accounts for approximately 45% of the business,
this 1.1% Applications variance would account for the 0.5% company-wide variance. The favorable
Applications situation occurred in the Intemational Retail channel and is primarily attributed to strong sales
of high margin Mac Word and PC Word.

Non-product costs included in cost of revenues as a percentage of net revenues were 5.4% compared with
plan of 6.9%. This 1.5% margin improvement resulted from gains in manufacturing variances (0.4%),
freight, shipping and other (0.7%), and royalties (0.4%). The favorable manufacturing variance results
from greater than planned through-put at both Campus North and Ireland, combined with a lower than
planned cost of operation for both facilities. The favorable variance in freight and shipping results from
several factors, including the unbudgeted reclassification to marketing expense of freight costs for
promotional materials and as yet unexplained savings in most European subsidiaries (GmbH and LTD being

the largest). The favorable royalties variance is primarily due to lower than planned sales of OS/2, Flight
Simulator and Mac Works..

QOperating expepses for the quarter at $115.0 million were 12% under plan of $130.0 million, and as a
percentage of net revenues were 48.9% compared with plan of 61.4%. Categorized in SEC format,
research and development was under plan by 16% ($39.7 million versus $47.0 million), sales and
marketing was under plan by 9% ($67.0 million versus $73.9 million) and general and administrative was
under plan by 8% ($8.3 million versus $9.1 million). Primary areas of underspending are payroll ($39.4
million actual versus $44.3 million plan), third-party product development ($5.9 million actual versus $9.1
million plan), employee fringes ($6.0 million actual versus $7.8 million plan), marketing funds and
incentive programs ($1.9 million actual versus $3.6 million plan) and travel and entertainment ($5.2 million
actual versus $6.7 miilion plan). The analysis on page 16 shows Q90-1 product markering expense, actual
10 budget, by responsible group. This favorable variance in product marketing of $7.8 million was offset
by a marketing accrual of $8.4 million, resulting in a net unfavorable product marketing variance of
approximately $700,000.

Non-operating income for the quarter was $5.0 million compared with a plan of $5.6 million. Actual non-
operating income consists of investment income of $6.0 million, an unplanned SCO valuation adjustment of
$500,000 and miscellancous expense of $500,000, whereas plan non-operating income consists of
investment income of $6.1 million and miscellaneous expense of $500,000.

Stock option program expense - see discussion on page 3. _
The effective 1ax fate for the quarter was 32.0% compared with a plan of 30.0%.

Net_income for the quarter was $49.6 million compared with a plan of only $25.1 million, and as a
percentage of net revenues was 21.1% compared with a plan of only 11.9%.

MS-PCA 1188445 .
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MICROSOFT CORPORATION
CONSOLIDATED COST OF GOODS SOLD
Q90-1 ACTUAL COMPARED WITH PLAN

ACTUAL Q90-1 PLAN Q90-1

WEIGHTED WEIGHTED

CHANNEL SALES MIX CO3T% COST % SALES MIX COST% COST %

USSMD 5% 21.7% 7.5% 320% 21.7% 65%
INTLRETAL 33.3% 22.3% 7.4% 36.3% 23.0% 8.4%
UsS OEM 14.0% 3.4% 0.5% 12.9% 3.0% 0.4%
INTL OEM 16.3% 0.0% 0.0% 16.2% 0.0% 00%
PRESS 1.2% 19.2% 0.2% 1.4% 19.3% 0.3%
Us PSS 0.2% 16% 0.0% 0.1% 00% 0.0%
INTL PSS 0.0% 144.4% 00% 0.2% 107.0% 0.2%
USs MSU 0.5% © 0.0% 0.0% 0.6% 0.0% 0.0%
INTL MSU 0.0% 0.0% 0.0% 0.1% 0.0% 0.0%
MSJ 0.1% 37.5% 0.0% 0.1% 38.2% 0.0%
PRODUCT COST - GROSS 100.0% 15.7% 100.0% 16.2%
EFFECT OF REVENUE ADJUSTMENTS x 103.8% x 103.0%
PRODUCT COST - NET 16.2% 16.7%
MFG VARIANCES 0.4% 0.0%
INVENTORY ADJ. 1.8% 1.8%
FREIGHT, SHIPPING & OTHER 25% 33%
ROYALTIES 14% 1.8%
21.6% 236%
ACTUAL Q90-1 PLAN Q90-1 _

WEIGHTED WEIGHTED

PRODUCT GROUP SALES MIX COST % COST % SALES MIX COST% COST %
APPUCATIONS 45.3% 16.6% 7.5% 46.9% 17.7% 8.3%
BOOKS 1.2% 19.3% 0.2% 1.4% 19.3% 0.3%
SPAG 10.7% 41.7% 45% 10.4% 40.9% 4.3%
MSJ 0.1% 7.5% 0.0% 0.1% 38.2% 0.0%
LANGUAGES 55% 21.9% 1.2% 5.3% 18.7% 0%
MULTIMEDIA 0.1% 7.7% 00% 0.2% 43% 0.0%
NETWORKS 1.1% 1.0% 0.0% 1.7% 0.2% 0.0%
NON-SPECIFIC 66% 0.4% 0.0% 42% 0.0% 0.0%
SERVICES 08% 6.5% 0.0% 1.0% 18.7% 0.2%
SYSTEMS 278% 7.8% 2.2% 278% 7.5% 2.1%
XENX 0.9% 0.0% 0.0% 0.9% 0.0% 0.0%
PRODUCT COST - GROSS 100.0% 15.7% 100.0% 16.2%

[ ¥ 4]
HIGHLY
CONFIDENTIAL s
X 199614
CONFIDENTIAL

MS-PCA 1188446
CONFIDENTIAL

& O SY= B BgEE




MICROSOFT CORPORATION

CONSOLIDATED MARKETING EXPENSE
Q90-1 ACTUAL COMPARED WITH PLAN (in thousands)
ACTUAL US RETAIL US OEM OTHER * SUBS TOTAL
MULTIMEDIA PM {a1) 0 ) 0 (81)
SPAG PM 258 0 ] 0 258
LANGUAGES PM : 514 [ (] 0 814
NETWORK PM 0 8s o -0 85
WINDOWS PM 224 0 0 0 224
DOS PM 0 a7 0 0 47
0S/2PM - o 191 0 [} 191
ANALYSIS PM 1,852 0 0 0 1,852
DATA ACCESS PM 20 0 0 o 203
ENTRY PM 406 0 0 0 496
GRAPHICS PM 101 0 0 0 103
OFFICE PM - 973 0 0 0 o73
CHANNEL MARKETING 381 o ] 0 381
DOMESTIC NON-POOL MRKTG 131 8 569 0 708
SUBSIDARY MRKTG 0 0 0 5.682 5,682
5,049 331 569 5.682 11,831
PLAN US RETAIL US OEM OTHER SUBS TOTAL
MULTIMEDIA PM 74 0 0 ) 74
SPAG PM 698 0 0 0 698
LANGUAGES PM 593 0 0 0 593
NETWORK PM 0 389 0 0 389
WINDOWS PM 687 /] ] 0 887
DOS PM .0 304 ] 0 304
0S/2PM 0 453 0 0 463
ANALYSIS PM 2947 0 0 0 2,947
DATA ACCESS PM 530 0 o 0 530
ENTRY PM 767 0 o 0 767
GRAPHICS PM 281 ] ] 0 281
OFFICE PM 1,829 0 0 .0 1,829
CHANNEL MARKETING 726 0 0 0 726
DOMESTIC NON-POOL MRKTG 227 s7 1,029 0 1,313
SUBSIDIARY MRKTG 0 0 0 7.813 7.813
9.350 1,213 1,029 7,813 19.414
VARIANCE FAV{UNFAV)  USRETAL _ US OEM OTHER suss TOTAL
MULTIMEDIA PM 158 [} 0 ) 155
SPAG PM 4“3 ., 0 0 0 443
LANGUAGES PM 7 0 0 0 79
NETWORK PM 0 304 0 0 304
WINDOWS PM 463 0 0 0 463
00OS PM 0 257 o 0 257
0S/2 PM 0 272 [\} [} 272
ANALYSIS PM 1,095 0 0 ] 1,095
DATA ACCESS PM 3 0 ] 0 3z .
ENTRY PM 27 0 (] 0 2n
GRAPHICS PM 180 0 0 0 180
OFFICE PM 856 0 0 0 856
CHANNEL MARKETING 34s 1} o 0 5 1
DOMESTIC NON-POOL MAKTG % © 40 0 608 cA 11884k
SUBSIDIARY MAKTG ° 0 ° 2131 2431 ws-P ENTIAL
2,310 882 450 2,131 7.783 CQNFXD
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Consolidated balance sheets as of September 30, 19%9 and June 30, 1989 and consolidated statements of
cash flows for Q90-1 and Q89-1 are presented below (in thousands).

Sept. 30 June 30 Quarter Quanter %
1989 1989 Chmge - Change
Current assets:
Cash and short-term investments $336,496 $300,791 $35,708 R
Accounts receivables - net 130,332 111,180 19,152 17
aventories 35974 37,755 (1,781) ®
Other : 2401 19223 4188 b
Total current assets 526,813 468,949 57,864 2
Property, plant and equipment - net 232,096 198,825 33,271 17
Other assets . 20270 22824 2354 &)
TOTAL ASSETS 3809!1 » $720,598 588,581 ©
Current lisbilities:
Accounts payable $ 52,409 $ 41953 $ 10,456 b2
Customer deposits and deferred revenue 14,074 10,043 4,031 LY
Accrued compensation 20,201 25,718 5511 (1)
Notes payable 27477 25,419 2,058 8
Incone taxes payable $1314 130,269 21,045 Y
Cther 12126 25416 J8290) (25)
Tota! current liabilities 184,601 JSBRIR 23783 16
Stockholders’ equity:
Common stock 5 5 - -
Piid-in capital 125,634 110,425 15,209 u
Retained carnings 505,140 455,552 49,588 '}
Translation adjustment ~{6251) {4232 .999) 47
Total stockholders’ equity 624578 561,780 £2.798 n
TOTAL LIABILITIES & EQUITY $809,179 S720é98 588,58} »
0,513 Qi1
Cash flows from operations
Net income $ 49,588 $ 36,582
Depreciation and amortization 9,497 5,065
Current liabilities, excluding notes payable 23,728 11,354
Accounts receivable (19,152) (9,849)
Ioventories 1,781 (4,388)
Other current assets (4,788) (2,183)
Translation adjustment 11.999) J4.433)
Net cash from operations 28632 2148
Cash flows from fipancing
Notes payable 2,058 6,791
Common stock issued 10,815 1,275
locome tax bepefits related to siock options 4394 3764
Net cash from financing 12261 11830
Cash flows used for investments
Additions to property, plant and equipment (40,384) (22,622)
Acquisition of intellectual property rights (786) (1.621)
Other 358 {6871
Net cash used for investments “0219 15
Net change in cash and short-term investments 35,705 20,406 MS-PCA 1188449 )l
Cash and shont-term investments at beginging of period 200791 183205 CONFIDENTIAL
Cashand short-term investments at end of period $336.496 $203,631
199617
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And the beat goes on! Microsoft recorded yet another excellent performance during the firct quarter as is
comroborated by the measures of financial strength in the table below. All of these indicators registered
gains ranging from 10.4% w 13.7% except for the "cash flow from operations” indicator. This indicator,
which is a component of the cash flow format recently adopted by the FASB, declined 16.6% or $11.7
million primarily because of the increase in receivables. This presentation of cash flows reflects not only -
the effect of operations on cash flow, but also provides insight into the management of the company's
balance sheet. For example, while operations threw off $58.7 million and financing contributed $17.3
million, the Company invested $40.2 million, virally all in property, plant and equipment. The net effect
of these cash flows resulted in an increase of $35.6 million or 11.8% in cash for a total of $336.4 million.

While working capital increased $32.1 million or 10.4% to a new high of $342.2 million, current liabilities
grew at a somewhat faster clip (16%) than current assets (12%); thus, both the current and quick ratios
declined slightly to 2.9 and 2.5, respectively.

Further reflecting the Company's overall growth, total assets increased $88.6 million to $809.2 million
while stockholders’ equity grew $62.8 million to $624.6 million. Net income from operations accounted
for $49.6 million of the equity growth, and paid in capital contributed $15.2 million

MEASURES OF FINANCIAL STRENGTH

(dollars in millions)

Q01 Q94 Chasgs % Change
Cash flow from operations $ 58.7 $ 704 $(1L.]) (16.6)%
facome statement cashflow 59.1 520 A 13.7
Cash and short-term investments 336.4 300.83 56 118
Working capital 3422 3101 321 104
Total assets 8092 7206 38.6 123
Stockholders' equity 6246 561.8 62.8 112

The stable pattern of the critical growth indicators in the table below underscores the impressive strength of
Microsoft, especially as reflected in the 72.3% annualized rate of return on non-cash equity. The following
rates of return are based on the average equity and assets employed during the respective periods.

GROWTH INDICATORS
(sonualized)
Bemum On: Q01 Q824 Q893 QE9-2 Q81
Equity 134 339% 337% 433% 371%
Assets 259 26.6% 264% 32.9% 28.1%
Noo-cash equity 73 4% 1% 86.7% 29%
Now-cash assels 444 46.1% 448% 532% 44.7%
Net revepues 21.1 20.6% 209% 226% 20.7%

Finally, book value during the first quaner increased 10.4% (annualized rate of 41.6%) to $11.36 per
share, while shares outstanding increased 0.7% to 55 million shares.

_ MS-PCA 11884
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Cash.andﬁhm:l‘mﬁ. Investments

As previously noted, cash and short-term investments (at cost) increased $35.6 million in Q90-110 $336.4
million. These liquid assets comprise 63.9% of current assets and 41.6% of total assets. As of quarter-
end, the portfolio consisted of the security types and amounts listed below (also, see the accompanying pie
chart and detailed listing of securities on the following pages):

$ in Milli
Security Domestic Inernarionat Towl Pergent

Cash and Money Market Funds $ 17 $192 $ 209 62%
Repurchase Agreemeats 34 - 34 1.0
Loan Participations 551 153 704 209
Floating Rate Notes 16.0 - 16.0 48
Auction Preferred Swck 50 - 50 15
[ncreasing Rate Notes . 0s 15.9 164 49
Corporase Bonds 8.0 - 80 24
Moncy Market Preferreds 90.8 - 90.8 27.0
Fixed Adjustable Rate Preferreds 18.3 - 183 54
Tax Exempt Mupicipals 412 _— £22 259

$286.0 $504 $336.4 100.0%
—_— —_— —_— _—

As can been seen from the table above, there were $19.2 million of cash at quarter-end distributed among
the subs as follows: ten subs had less than a half million, and nine subs had more than one million.
However, only IBV had cash in excess of its payables.

Concemning compliance, as of September 30, the portfolio was in compliance with all of the investment
guidelines, save one stipulation. Namely, not more than $2 million shall be invested in any one issuer of
high yield "junk” securities. In the category of increasing rate notes, the portfolio included $2.7 million of
Goodson Newspapers which overage results from interest payments being "paid in kind™. As of this
writing, however, the “takeout” financing for Goodson is in registration and these notes are scheduled for
redempuon by calendar yearend.
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In an attempt 10 quantify the value added to investment income by the treasury department during. Q90-1,
two series of financial data have been compiled (see tables I & II below) which compare the actual
investment income realized from the portfolic with alternative investment strategies. Table I summarizes the
incremental dollars eamned on the respective principal amounts invested in each category versus the
altemadive investments of 90-day Libor, 90-day T-bills or overnight repos. For comparative purposes, the
dollar amounts listed in Table I in the money market preferred and municipal security categories have been
grossed up to reflect their pretax equivalents.  From table II below, it can be seen that our actual
investment resulis were 31% better than investing only in overnight repurchase agreements at First
Interstate; 31% better than investing only in 90-day treasury bills; and 20% better than investing only at 90-
day libor rates. Of panicular interest are the wide margins by which increasing rate notes (97%), money
market preferreds (30%), and municipal securities (29%) have outperformed the overnight repo strategy.

TABLE!
Comparative Invesiment [ncomes from 4 Investment Strategies
for Q90-1 (Results Reflect Pre-tax Equivalents)

(dollars in thousands)

90-Day 90-Day Ovemight

Livor IR Rexo Acut
Overnight Repurchase Agreements S 4 S 40 $ 4 s 4
Commercial Paper & Bank Loan Participations 1,399 1277 1,283 1,496
Auction Preferred Stock & Floatiog Rate Notes 266 243 46 299
Fixed Adjusuble Rate Preferred 206 188 193 24
Increasing Raie Notes 432 393 400 7%
Money Market Preferreds 2,619 2,393 2417 3,182
Mupicipal Securilies 166 1968 1962 2539
TOTAL 1,132 $6,502 $6,541 $8.541

TABLE 2

Comparative Percentages by which Actual Jovestment Income Over or (Under)
Performed 3 Alternative Iovestment Strategies for Q90-1

90-Day 90-Day Overnight

Ovemight Repurchase Agreements M% 2% 1%
Commercial Paper & Bank Loan Panticipations 7 n n
Auction Preferred Stock & Floating Raie Notes R 3 2
Fixed Adjustable Rae Preferred 3 19 16
locreasing Rate Notes 8 101 n
Money Markel Preferreds -4 2 k |
Municipal Securities ” - b

B

TOTAL 2 3l 31

In summary, during Q90-1, the investment portfolio generated $6.04 million on a worldwide basis which
was $60,000 or 1% under plan. The factors that produced these results were (1) interest rates were lower
than planned, but (2) cash was significantly higher than planned.

Finally, the $6.0 million investment income translates into $5.0 million of equivalent after-tax income,
which amounts to 10.1% of the Company's total net income, or 8.7 cents per share.
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Investment Portfolio
September 30, 1989
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Total Investments
(in Millions)
Domestic $286.1
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$336.5
Dorgt. 100
Ut li = X 199620
ENTIAL 21 CONFIDENTIAL

ps-PCA 1188453 |
CONFIDENTIAL

¢ oI ARG



MICROSOFT CORPORATION
DOMESTIC INVESTMENT PORTFOLIO
AS OF SEPTEMBER 30, 1989
: PEACENT
MATURITY  EFFECTIVE OF RATING .
ISSUER DATE RATE PRINCIPAL  PORTFOLIO  MOODY/SRP .
CASH N/A N/A $1.728,408 0.51% N/A
REPURCHASE AGREEMENTS )
1 REPO - GOLDMAN SACHS 10/2/1080 9.10% 3,400,000 1.01% TSY
3,400,000  1.01%
LOAN PARTICIPATIONS .
t  ALGO STANDARD 10/2/1980 8.30% 3100000  092% Ai/P2 :
2 FREEPORT MCMORAN 10/10/1989 9.40% 10000000  297% 888 !
3 GREAT LAXES CHEMICAL 10/2/1969 9.70% 2000000  0.59% AV/P2 l
4 JAMES RIVER 10/2/1989 9.65% 10,000,000  297% A2/P2
5 MCDONALD DOUGLAS 10/2/1989 9.65% 10000000  207% A/P2 !
s NEWMONT MINING 10/11/1080 .50% 4000000  1.19% B8B- {
7 SOCIETY N.Y. HOSPITAL 10/10/1989 .30% 4000000  1.19% 8BB+ i
8 SONAT, INC. 10/2/1969 9.50% 12000000  3.57T% A2/P2 |
$5,100,000 16.37% ]
FLOATING RATE NOTES .
1 LOMAS FINANCIAL CORP 10/6/1989 13.60% S000.000  1.49% BAA2
2 NAT'L MEDICAL ENTERPRISES 10/11/1989 0.75% 5000000  1.49% BAA2/8B5-
3 NAT'L. MEDICAL ENTERPRISES 10/25/1989 9.70% 6000000  1.78% BAA2/BBB-
) 16,000,000  4.75%
AUCTION PREFERRED STOCK
1 ENGLISH CHINA CLAY - A 10/24/1989 7.60% 1,000,000  0.30% A3/A
2 ENGLISH CHINA CLAY . C 11/7/1989 7.70% 1000000  0.30% AI/A
3 RANK ORGANIZATION-C . 10/25/1969 7.60% 3,000,000  089% AN
5,000,000  1.49%
INCREASING RATE NOTES :
¢
1 GOODSON NEWSPAPERS 7/15/1997 18.00% 112200 0.03% N/R ;
2 RC HOLDING 10/15/1969 14.75% 400,000  0.12% N/R
512200  0.15% '
CORPORATE BONDS
1 COMMONWLTH ED 12.125% 5/15/2013 9.13% 1,002,450  0.32% BAA1/BBS
2 COMMONWLTH ED 12.125% 5/15/2013 2.15% 1,091,640  0.32% BAA1/BBB .
3 COMMONWLTH ED 12.125% 5/15/2013 11.88% 1,087,500  0.32% BAA1/BBB :
4 PHILADELPHIA ELECTRIC 11/15/1990 10.52% 568,100  0.47% BeB .
5 SOUTH CENTRAL BELL 12/30/1689 9.38% 1,087,500  0.32% ARAJARA
& TEXAS UTIUTIES ELEC. CO 12/1/1990 10.25% 2159400  064%  BAA1/BESB.
? U.S. GYPSUM 7.375% 91 12/15/1991 12.43% 896350  0.27% BA3/BB-
7962940  237T%
. !
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bR
MICROSOFT CORPORATION
DOMESTIC INVESTMENT PORTFOLIO
AS OF SEPTEMBER 30, 1989
MATURITY  EFFECTIVE
ISSUER DATE RATE PRINCIPAL
MONEY MARKET PREFERRED - 70% TAX FREE
1 AMRCORP - A 10/18/1009 10.60% 5,000,000
2 AMRCORP -8 10/20/1580 10.71% 1,500,000
3 AMR CORP . 8 10/20/1980 10.89% 3,500,000
. AMR CORP - C 10/30/1960 11.16% 2,000,000
5 ANA HOTEL 11/13/1989 7.37% 2,000,000
¢ BLUE SHIELD, MARYLAND 10/18/1969 7.00% 1,000,000
14 CENTRAL PWR & LT 10/30/1580 7.45% 1,000,000
s CENTRAL PWR & LT- UA 10/3/1989 7.10% 2,000,000
] CHRYSLER - { 10/6/1069 700% 1,000,000
10 CHRYSLER-A 10/11/1000 6.98% 1,000,000
1" CHRYSLER -D 11/1/1989 7.25% 2,000,000
12 CHRYSLER - € 11/8/1989 1.20% 2,000,000
13 CHRYSLER-F 11/15/1980 7.38% 4,000,000
14 CLEVELAND ELECTRIC 10/31/1089 8.70% 2,000,000
15 CLEVELAND ELECTRIC - A 11/14/1989 BAS% 2,000,000
1® CLEVELAND ELECTRIC - B 10/3/1969 8.90% 3,000,000
17 CONNECTICUT P8L 11/14/1089 7.30% 1,000,000
18 CORP. INVESTORS FUND 10/15/1969 7.50% 661,482
15 CSX-2 10/25/1989 8.00% 1,000,000
20 CSXC-t 10/18/1089 8.10% 9,000,000
21 CSXC-2 10/25/1089 9.80% $00.000
2 FIRST INTERSTATE 1-C 11/10/1989 7.74% 1,700,000
2 GTEC 11/10/1089 7.43% 1,000,000
2 HELLER FINANCIAL - A 11/10/1989 7.70% 3,000,000
] HELLER FINANCIAL - C 10/31/1969 7.37% 3,000,000
2 INT'L LEASING - A 11/6/1989 ‘r.45% 2,500,000
4 INT'L PAPER - D 10/2/1989 7.00% 1,000,000
28 PACIFIC ENTERPRISES 10/10/1969 6.95% 2,000,000
-] PACIFICORP - B 11/3/1980 7.37% 1,000,000
] PUGET SOUND PWR & LT.B 14/17/1969 7.40% 4,000,000
3 SERVICE CORP INTL - B 10/24/1989 7.50% 3,000,000
32 SERVICE COARP INT'L - B 10/24/1989 765% 2,000,000
3 SERVICE CORP. INT'L 10/17/1960 7.25% 4,000,000
M TOKYU-B 10/10/1989 7.11% 1,000,000
35  TUCSON ELECTRIC-A 11/17/1989 11.85% 10,400,000
3% UNION BANCORP * 10/2/1989 7.00% 2,000,000
37 WESTERN MASS ELECTRIC 10/24/1989 7.35% 2,000,000
o 90,761,482
FIXED ADJUSTABLE RATE PREFERREDS - 70% TAX FREE
1 . ALCOA(STRAP) 5/15/1993 8.83% 1,000,000
2 CMICORP (GRCPS) 8/15/1082 8.50% 1,500,000
3 CMCORP (GRCPS) 8/15/1994 8.75% 2,000,000
4 FIRST INTERSTATE FRAP - C 3/1/1992 9.88% 5,500,000
s MELLON BANK - FRAP - C1 11/15/1989 8.10% 3,320,000
¢ MELLON BANK FRAP - G 11/15/1989 9.50% 4,000,000
4 TALMAN FINANCIAL - H . 10/31/1950 1.70% 1,001,250
18,321,250
HiGHLY 23

GONFIDENTIAL

PERCENT
OF
PORTFOUI0O MQODY/S&P

RATING

1.40% A3/A

045% A3/A

1.04% A3/A

0.50% A3/A

0.50% AMAZAM

0.30% AAM/AM

0.30% A2/BBB+

0.50% A2/BBB+ 2

0.30% BAA2/8B8 "

0.30% BAA2/88B . i

0.50% BAA2/BBB

0.50% BAA2/BBB l

1.19% BAA2/BBB l

0.39% BAA2/BB+ |

0.539% BAAZ/BB+ !

0.89% BAA2/BB+ i

0.30% BAA1/BBB i

0.20% N/A i

0.30% BAA1/BBB }

287% BAA1/BEB

0.15% BAA1/BEB :I

051% A2/BBB + :

0.30% A3/A

0.89% A3/ :

0.89% A3/A

0.74% A3/A ]

0.30% A3/BBB+

0.56% A3/8BB

0.30% BAA1/BEB+

1.19% BAA1/BBB+ !

0.89% BAAY/A- 3

0.59% BAAY/A. !

1.19% BAAI/A )

0.30% AM/AA i

3.09% BA3/BBB- i

0.59% A1/A :

0.59% BAA1/8BS .

2697%

0.30% BAA1/A- :

0.45% A2/A+ :

0.55% A2/A+

1.63% A2/BBB+

0.95% BAA2/BBB

1.19% BAA2/BBB

0.30% AAAJASA

s% -
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MICROSOFT CORPORATION
DOMESTIC INVESTMENT PORTFOUO
AS OF SEPTEMBER 20, 1989

MATURITY  EFFECTIVE

ISSUER
MUNICIPAL SECURITIES - 100% TAX FREE

ALABAMA HFA

DALLAS AREA RAPID TRANSIT
DELAWARE KEALTH CARE FAC.
LORAIN, OHIO ’
CONNECTICUT DEV. AUTH. PCR
BEXAR, CNTY. TX
FAYETTEVILLE, N.C.
N.HAMPSHIRE 1DA-TIMCO
TRINITY RIVER, TX. IDA

10 JEANETTE, PA

1" JEANETTE, PA

12 WYOMING HSG

13 BEAUFORT, N.CAROLINA

1 KANSAS CITY, MO GANS

15 RICHMOND CNTY. GA

16 SALINA, KANSAS

17 ST. CHARLES PARISH, LA
18~ TUCSON, AZ

19 TULSA, OK. - HILLCREST PARTNERS
TULSA, OK. - MED SUPPLY SERV.
ESSEX, N.J. BAN

BREMERTON

SPRINGFIELD, OH. GO BANS
LOUISIANA STATE
MATAGORDA, TX. PCR
MINNESOTA HSG. FINAGENCY
FLORIDA STATE COPS

CUARK CNTY. WA. - BANS
EVERETT UD # 728

WICHITA, KS - RAMADA INN
WICHITA, KS - RAMADA INN
WICHITA, KS - RAMADA INN
BLSTATE MO & ILL RANS
WINONA, MN. TACS
KENTUCKY HSG. CORP

N.Y. STATE HFA

ALABAMA STATE 4.55 6/1/90
BROCKTON, MASS - GO

PARK CITY, UTAH

S. SUMMIT SCH. UTAH
N.SLOPE BORO, ALASKA - GO
SHELBY CNTY. TENNESEE

E GUERNSEY, OHIO
MISSOURI HIGHER ED.
BREVARD CNTY. FLA

OUVER CNTY. N.D.
KIRBYVILLE, TEXAS

HIGHLY
CONFIZENTIAL
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DATE

10/1/1989
10/1/1908
10/2/1980
10/6/1969
10/18/1980
11/1/1989
11/1/1988
11/1/1989
11/1/1989
11/18/1989
11/15/1989
11/30/1969
12/1/1989
12/1/1969
12/1/1989
12/1/1989
12/1/1989
12/1/1989
12/1/1989
12/1/1989
12/22/1989
1/26/1990
1/26/1990
2/1/1990
2/1/1990
2/1/1980
2/15/1990
3/1/1990
3/1/1990
3/1/19890
3/1/1990
3/1/1930
3/7"9%0
3/30/1980
5/1/1990
$/15/1990
6/1/1990
6/29/1990
8/29/1990
6/29/1990
6/30/1990
8/1/1990
8/3/19%0
8/15/1990
8/1/1990
9/1/1990
9/2Q 4990

RATE

8.25%
8.05%
7.50%
6.50%
8.25%
7.38%

8.40%
8.25%
6.70%
6.90%
6.38%
6.38%
8.50%
8.74%
6.75%
8.73%
8.63%
6.36%
6.25%
6.75%
6.63%
8.75%
T.48%
6.63%

5.80%
6.88%
6.50%
7.00%
T7.10%
7.50%
7.20%
7.00%
12.17%
7.83%
so1%
8.00%
8.64%
8.60%
8.70%
8.05%
6.50%
7.39%
6.75%
6.45%
'6.80%

PERCENT
OF RATING
PRINCIPAL PORTFOLIO  MOODY/S&P
2000000 0.59% VMIGS /AR
1,000,000 0.30% VMIG1/SPA+
1,000,000 0.30% VMIG1/AM
1,003,020 0.20% BAA
650,000 0.19% M1
1,000,000 0.30% AAA
1,000,000 0.30% VMIG1
994,850 0.20% BAAY/BBB
1,000,000 0.30% A1
2,001,820 0.59% BB
€00,000 0.18% BBB
6735.000 0.20% VMIG1/A1+
1,000,000 0.20% AMA
2,008,840 0.60% MIG1
1,017,950 0.30% BAA
2495000  0.74% BAA1/B8S
1,000,000 0.30% At/A+
2000000 0.50% VMIG1/AA
1,000,000 0.20% AA2
1,000,000 0.30% MA
2,003,740 0.60% U:Al
1,500,000 0.45% UA
1,002,990 0.30% N/R
225,296 0.07% BAA1/BBB+
1,000,000 0.30% AAV/AA
1200000  0.38% A1/AA
387,534 0.26% MG
998,750 0.30% U:AA
500,000 0.15% N/R
1.002,210 0.30% N/R
1,031,761 0.31% N/R
2,000,000 0.59% N/R
1,004,180 0.30% U:MIGY
902,673 0.27% At
1,333,200 0.40% A
706,867  021% A/BBB+
676,527 0.20% AAJAA
4,768,685 1.42% BAA/A
3,000,000 0.89% U:BA
1,002,760 0.30% U:BAA1
1,019,030 0.20% AAA/ARA
2,000,000 0.59% AAA
1,246,720 0.37% N/R
568,487 0.17T% MG
2,000,000 0.59% AAA
1,000,000 0.30% A3/A
700,000 0.21% SP1+
X 199623
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MICROSOFT CORPORATION
DOMESTIC INVESTMENT PORTFOLIO
AS OF SEPTEMBER 30, 1988
: PEACINT
MATURITY  EFFECTIVE or RATING
SSUER DATE RATE PRINCIPAL  PORTFOLIO  MOODY/S3P

4 OKLAHOMA CITY, OKLA 10/1/1580 6.55% @3S 0.15% AAJAA
@  CHICAGO,NIL-GO 10/31/1990 7.50% 720688 0.22% AM
S0 REDMOND, WA LD 88-ST-32 11/1/1960 ca2% 974800  0.20% N/R
s1  EAST ST.LOUIS, ILL PORT FAC 12/18/1900 7.90% 1513019  04s% SP1e
s2  EAST ST.LOUS, Il PORT FAC 12/15/1900 7.88% 450950  1.47% SP1+
&3 EAST ST.LOUIS,LL RES. RECOVERY  12/15/1990 7.90% 1416315 0.42% Ale
s4  EASTST.LOUIS, L RES. RECOVERY  12/15/1900 7.75% 1782402 0.52% Ale
ss  INDEPENDENCE CNTY. ARK 17171001 8.00% 1200308  0.36% BA3/B
8  INDEPENDENCE CNTY. ARK 1/1/1901 9.50% 2000000 0.50% 8AI/B
57 LOUISIANA STATE 2/1/1901 7.00% 242563  007T% BAA1/BEB+
s8  CHICAGO PEOPLES GAS 10 8.50% 1484805 0.44% - AA3/AA-
50  JACKSONVILLE, FLA 411901 8.00% 1075459  032% A
0  OHIOST..GO 5/15/1991 7.50% 236470  0.28% M/AA
81 MARICOPACNTY.AZ-GO 7/1/1901 7.80% 698858  021% AAJAA
82  TACOMA WA PUBUTRL T/7/1991 7.88% 2049%  00T% ESC- TSY
63  WAKECNTY.,N.C.-PCR 7/1/1991 8.0T% 1518835  0.45% A2/A
€64  CHESTER, PA 8/1/1991 8.50% 37238 1.13% T sP1e
&5  DOUGLAS CNTY. CO. GONDOUER 9/1/1991 7.95% 1000000  0.30% N/R
6  WASHINGTON-GO 9/1/1991 7.68% 482738 0.14% NM
€7  STEVENSCNTY.WA 3/1/1992 7.38% 1,000,000  0.30% - UA

87,247,621 25.93%

TOTAL DOMESTIC INVESTMENTS  ° 288,034,000  85.01%

~IGHLY
CONFIDENTIAL
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MICROSOFT CORPORATION
INTERNATIONAL INVESTMENT PORTFOLIO
AS OF SEPTEMBER 30, 1989
 PERCENT
MATURITY  EFFECTIVE OF RATING
ISSUER DATE RATE PRINCIPAL  PORTFOLIO  MOODY/SAP
CASH N/A N/A 19211288 Sn% N/A
LOAN PARTICIPATIONS
1 ALCO STANDARD 10/2/1980 9.30% 5300000  1.58% AP2
2 CENTURY COMMUNICATIONS 10/2/1980 o51% 5000000  1.49% N/R
3 PENSKE TRUCK LSG 10/4/1089 5.55% 5000000  1.49% T
15300000  4.55%
INCREASING RATE NOTES
' BLACK BOX. INC. (MICRON) 9/15/1996 15.50% 2000000  0.50% N/R
2 EASCO /1811987 16.50% 2000000  0.50% N/R
3 G.HEILEMAN BREWING 9/30/19968 17.50% 2000000  0.59% N/R
‘ GOODSON NEWSPAPERS 1151097 20.50% 2206628  068% N/R
§  HICKORY FURNITURE $/1/1990 17.00% 1996250  059% N/R
6 STONE FOREST INDUSTRIES 10/2/1989 17.50% 2001250  0.59% N/R
7 UNIROYAL PLASTICS 11/1/1983 12.50% 1635327  049% N/R
&  KAISERTECH ACQUISITION CORP 10/28/1091 16.54% 2001250  059% N/R
15,930,705  473%
TOTAL INTERNATIONAL INVESTMENTS 50,442,000  1499%

TOTAL DOMESTIC & INTERNATIONAL INVESTMENTS 336,496,000  100.00%

cifatbLyY
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Foreign Exchange Hedging Program

As illustrated in the graph below, the dollar was exuemely volatile during the quarter. It climbed to its

strongest point on September 8. Had the Com
strengthening of the dollar would have resulted in
for the period July 1 through September 8. However,
loss. The dollar then fell 5.4% within three wee
program, could have resulted in an undetermined
also resulted in our not realizing this gain,

balances. .

In summary,
volatle, the

During October, the Microsoft Treasury department has instailed the
service (ART 2000). ART 2000, running under Microsoft Windows,
to be instantaneously linked to Microsoft Excel spreadsheets. Thi
models and sensitivity analyses to be updated continuously,
support capabilities. The Treasury department is a beta test si
application. The cover anicle in the current October 30th issu
Information Service and how it represents the leading edge of
Treasury department will be able to further refine its hedging p

The following table summarizes the status of

pary's hedging program not been in effect, this
Microso

fU's incurring a $615,000 foreign currency loss

the Company's hedging program largely avoided this
ks-after September 8. This fall, absent our hedging
gain to the Company. However, our hedging program
a3 our program locked in the dollar value of foreign currency

on a total of $39.4 million of foreign currency sales during a quarter where the dollar was
Company's hedging program limited foreign currency losses to $41,000 for the period.

Advanced Reuters Terminal 2000
allows live market data from Reuters
s will allow our currency exposure
providing real time analysis and decision
te for this innovative and as yet unreleased
e of Forbes magazine discusses this Reuters

technology. With this program in place, the

rogram,

15t Quarter Movement of U.S. Dollar Against the ECU
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millions),

lntercompany trade receivable
Intercompany loan receivable
Intercompany dividend receivable
Intercompany royalty reczivable
lntercompany interest receivable
Tota)
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Potential

§$322
133
00
23
L3
$483
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DATE

Amount

3 3 3 4
o L} |

84 811 818 825 91 98 915 92 9129

the Hedging Program as of September 30, 1989 (dollars in

Percent
Hoded

89.1%
100.0%

TN4%
80.0%
91.3%
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Accounts Receivable

Accounts receivable (net) increased 17% or $19.2 million, from $111.2 million at the end of Q89-4 to0
$130.3 million at the end of Q90-1. This increase in receivables is considerably more than the 7% increase
in sequential quarterly revenues, reflecting strong sales in the second half of the quarter. Consolidated days
sales outstanding (DSO), shown below for the past five quarters, increased from 48.9 days at theend of

QB9-4 1 56.0 days at the end of Q90-1.
EX Quarter . DSQ
Q@01 $6.0
Q894 439
Q89-3 493
Q892 1.7
Qa1 555

An analysis of the receivable aging shows that accounts over 60 days comprise 14% of collectible

" receivables, compared with 15% at the end of Q89-4. The $17.8 million allowance for doubtful accounts
represents 84% of all accounts over 60 days, compared with 78% at the end of the preceding quaner. The
allowance for doubtful accounts is equal to 12% of total collectible receivables, unchanged from Q89-4.
Due to the currercy of the receivables and the adequacy of the allowance, we are not particularly concerned
about the increase in DSO and we expect the figure to decrease in Q90-2.

Aging _Shmmary

Jotal Current 30-60 £1-20 Qver 91
Renil
USSMD $ 46,275 $30,416 $14.489 $ 119 $1,251
Internatiosal —SB.686 31378 13454 ale 4735
Worldwide Retail 104961 £1.794 27943 3238 3986
OEM
Domestic 7418 2,696 317 1,081 470
Ioternational 30385 19916 159 463 2243
Worldwide OEM 22803 2812 23% 1346 218
Press 2816 2073 s n 59
Ot 1] —46k —al3 22 —66
Accounts Receivables-Collectible 146,359 §92,947 $32,1712 $4,883 $16,358
Asiog Percenages s  zm =m s
OEM GAAP adjusunent 1,300
Allowance az82n
Accounts Receivables-Net $130332
Total Quarterly Net Revenues s235,161
Days Sales Outstanding(!) 56.0

MS-PCA 1188460 !
CONFIDENTIAL |
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Inventories

Total inventories at the end of Q90-1 were $36.0 million. This represents a $% decrease from Q89-4. The
change consisted of a $5.3 million decrease in domestic inventory, partially offset by s $3.5 million increase
in international inventories. At quaner-end, our inventory by location was Campus North ($16.0 miflion),
subsidiary warehouses ($16.5 million) and Ireland ($3.5 million).

Gross domestic inventory decreased by $2.3- million. - Domestic raw material inventories decreased
$613,000 (3%) and finished goods decreased $1.7 million (16%). The decrease in both domestic raw
material and finished good inventories in Q90-1 is primarily due to sales demand in excess of forecast for a
number of products, thereby reducing buffer stock. Of note were decreases in the inventory level of PC
Word, Mice, Mac Excel and Mac Word. Mice and Mac Excel inventory decreased due to the release of new
versions during Q90-1. Intemational raw material increased $454,000 (8%) and finished goods increased
$1.2 million (8%). The majority of the increase in international inventories was due to an accumulation of
inventory in anticipation of a busy Q90-2. Further, the subsidiaries are stockpiling inventory to meet
demand of newly released products. 1n addition to these seasonal increases in inventory, a portion of the
increase was attributed to a change in freight terms made during Q90-1. Inventory is now shipped via
ocean freight rather than air freight to the Australian subsidiary from Campus North, thereby increasing
shipping time two-fold as well as the amount of inventory in-transit. Since title of the inventory transfers to
the Australian subsidiary at Campus North's shipping dock, the increase of inveatory in-transit has in tum
increased the subsidiary's inventory. Consolidated inventory allowances increased 10% ($1.1 million).
The increase in domestic reserves is a result of the release or anticipated release of Mac Excel 2.2, PC Flight
Simulator 4.0, Windows 3.0, Basic Compiler 6.0, PC Works 2.0, Cobol 4.0 and MASM 6.0,
Furthermore, for good measure, the domestic reserve was increased by a $2.0 million accrual. Curremly,
the domestic reserve is sufficient to cover all identified and potentially obsolete inventory.

Seplember 30 June 30 Change .
Raw malerials $17,124 $17,137 S (613) N
Finished goods 9,108 10,828 1,73) :
Allowances 1020) 279 aun
Domestic Ioveotory 18027 21291 (£5264)
Raw materials $ 5829 $3378 S 454
Finished goods 16,601 15374 127
Alowsnces 2483) L4285) LR
International Inventory 19,947 16464 a3
Rew materials $22,953 $23,112 $ (159)
Finished goods 25,106 - 26,202 “9%6)
Allowances (12.625) ALSSN 128
Consolidated Inveatory  $35,974 337!755 1,781
M
1
L
ll- Finished Goods
0
N
s Q8%a Q89-2 Q89.3 Q89.4 Q90-1
QUARTER
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Days' Supply in Ending Inventory

{Based on Three mnth Average Product Costs)

Sep 30, 1908  Dec 3L 1908 e 34, 1909 Jn 30, 1989 Sep 30, 1988

W Subsidiaries [ Domestic

DWiLES. 0
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Net property, plant and equipme:nt increassd £32.3 millior in Q90-1 15 $232.1 mitliun frose $195.3 miilion
at June 30, 1989. The increase can be primarily attributed to the acquisition cf land and
acquisition/censtruction of buildings to accommodate growth in headcount. Property, plant and equipment
at Scptember 30, 1989 and June 30, 1989 consists of the following (in thousands):

SepL 30 lunc 30
Lad $ 43,566 $ 41,465
Buildings 87,284 6t,828
Leaschold improvements 12,214 . 10,215
Furniture and equipment 30,312 29,933
Computer equipment 1m38s S84

230,761 248,665
Accumulated depreciation J4L.669) J49.340)
Net 532,006 Sl98é25

The increase in land was due to the acquisition at Corporate Campus, known as Phase 5-East Tech ($6.6 !
million) and Phase 3 ($547,000). The increase in buildings primarily consists of the purchase of the East
Tech buildings ($11.4 million), additional construction on Corporate Campus buildings 9 through 11 ($6.2
million) and Ireland’s new IPG facility ($200,000) and manufacturing plant ($200,000). The increase in
leaseholds mainly consists of improvements made at KK ($700,000), Corporate Campus ($700,000) and to
the new facility at Koll Office Park ($200,000). The increase in furniture and equipment is due to general
additions to Corporate Campus ($1.6 million) and the subsidiaries ($1.0 million), which were offset by the
retirement of old, missing equipment ($2.4 million). Computer equipment experienced a modest increase
during the quarter. The following table summarizes the additions during Q90-1 (total costs are in

thousands):

Quantity
Burchased

Compaq 386 computers

Subsidiaries

Networking equipment

IBM System 2 computers

Apple computers

Additional memory

Wyse computers

Printers

8

1I3II¥QEI§QII

Disk Drives
VAX equipment
Software

Toshiba computers
Net A/P accrual
Other insignificant items
Gross additions
Retirements
Net additions

Computer Additions
$142

$11.4

Q89-1 Q892 Q89-3 Q894

 HRaHLY 32
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$ 4,160

Change
$7.101
18,456
1,99%
m
A6l
32,096
1123

$33271
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Orher Assets

During Q90-1, other assets decreased $2.5 million to $50.3 million from $52.8 million ar the end of the
prior quarter. Other assets at September 30, 1989 and June 30, 1989 consists of the following (in
thousands):

St 000 med 000 Cunge

Intellectual property rights - net $13,905 $15.503 $(1,598)
Long-term investments 20,680 21,180 (500)
Other 15688 16151 450

350!2‘70 852!824 3(3.554)

Intellectual property rights decreased $1.6 million during the quarter, the net result of additional "milestone”
payments for PC Paintbrush 4.0 ($450,000), SQL Server ($167,000), Ruby ($148,000) and MS Mail 2.0
($21,000), offset by amortization of $2.4 million. Amonization has increased from prior quarters, due
largely to the Q89-4 acquisition of Bauer Enterprises. Long-term investments decreased $500,000 to $20.7
million, the result of a valuation allowance t0 amortize the investment in the Santa Cruz Operation (SCQO).
Orher long-term assets decreased $500,000 due to an $800,000 reduction in the subsidiaries' prepaids,
offset by an additional $300,000 pre-payment to DCL for Manerhom. ’

C I.lol.o

During Q30-1, current liabilities increased $25.8 million to $184.6 million from $158.8 million as of June
30, 1989. Income taxes payable accounted for the largest part of that increase ($21.0 million) due to an
increase in taxable income and the absence of 2 U.S. Federal payment during the quarter. Accounts payable
grew by $10.1 million during the quarter due primarily to marketing accruals. Customer deposits
experienced an increase of $3.6 million, comprised of an increase of $3.9 million in reseller rebates owed to
distributors, large volume dealers, franchises and major chains, panially offset by a decrease in receipts
from customers prior to acceptance of product ($265,000). Short-term notes payable increased $2.1 million
due to more borrowings for the hedging program ($7.7 million), plus increases in KK's ($3.2 million) and
AB's ($1.7 million) lines of credit. The increase in subsidiary borrowings was significantly offset by the
Company covering a shon position in U.S. Treasury notes ($10.4 million) as part of a program to utilize
capital equity losses for tax purposes. Deferred revenue increased $400,000 due to advance payments on
future MSU courses and an upcoming CD ROM conference. Commissions payable also increased
$400,000 as a function of increased sales during the quarter. Offsetting the above increases were decreases
in several other current liabilities. Payroll and payroll taxes decreased $5.5 million to $20.2 million
resulting from the payment of semi-annual performance bonuses. Business taxes payable decreased $3.4
million because of payments made during the quarter. Other current liabilities decreased $2.3 million due
primarily to the satisfaction of a $2.0 million obligation arising from the purchase of Bauer Enterprises.
Marketing programs payable decreased $619,000 during Q90-1 primarily due to the payment of obligations
related to the Winter '89 Campaign, while royalties payable was virtually unchanged for the quarter.

Stockholders’ Equi

Stockholders' equity increased $62.8 million during Q90-1, from $561.8 million at June 30, 1989.
Company eamings of $49.6 million again accounted for most of the increase. Issuance of stock, including

issued in connection with the Company's ESPP program, was $9.8 million. That and the Company's
estimated tax benefit relating to NQSO transactions of $4.4 million, accounted for the $14.2 million increase
in contributed capital. Offserting those increases was a $2.0 million unfavorable foreign currency
translation adjustment, the result of a strengthening dollar during the quarter,
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The contribution to net revenues and

operating income for Q90-1 on a channel of distribution basis was

CONFINENTIAL

as follows (amounts in thousands):
Net Revennues
Actual_
USSMD $79,526 8%
Interational Retail 20213 IRY
Warldwide Retsil 139739 £9
Domestic OEM 35,161 149
Interoational OEM A5189 130
Worldwide OEM 20350 292
Press 3,002 13
US MSU 1210 [
a1 MSU - -
US PSS 381 02
o'l PSS 211 0.1
Systems Jourpal 258 0.1
1ot1 Consulting - 10 —_—
Toul $235,161 100.0%
Burdened Operating Income (Loso)
Actual
Income —Perzentage
(o) Ionl  Revenuc
USSMD $12,560 18.1 15.8
International Retail 16301 25 203
Warkiwide Retail 28.861 416 18.1
Domestic OEM 20,501 29.5 583
Intemational OEM 21430 309 609
Waridwide OEM 41931 £04 $9.6
Press 1 02 37
US MSU - b - 20
. luIMSU @) - -
US PsS ©32) (13) -
lot1 PSS (a53) 0.7 -
Systems Journal (119) 02) (46.1)
US Consulting ey} - -
hny Cousulting 10 - -
l;iﬂm {s) =
oal $69.389 100.0 295
BITAY] ’
{ tl&d LY 34

Variance
Plan. Porentage
$ 64,718 306% 3
12939 k7% { 3
142654 §14 2
28,083 133 =
23393 167 m
£$1.476 300 1
3107 15 o))
1,389 06 a3
129 0.1 -
3 01 Y
342 02 8)
285 0.1 ®
$211,709 @s u
—Plaa__
Income —Dercentage :
Qo) Joal  Revenue Yariance
$(3,244) (102) 5.0) $15,804
553 § 12 45 12750
30 =10 02 28554
13,148 414 46.8 7353
20,100 £34 56.8 1330
33.248 1048 524 B.683
09 (0.3) 62 212
3 - 04 18
e 02 538 )
(1,225) G9) - 293
(306) (19) (89.5) (147
243) (08 (852 124
4y ©.1) - 4
- - - 10
—_— — - —if)
377 1000 150 §37672
634
TIA-
co“ﬂ“e“
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MICROSOFT CORPORATION
Quarterly Revenues by Channel
Quarter!
Q0-1 O80-2 0Q90-3 Q904 FY 1900
Dolars % Dollars % Doliars % Dollars % Dollars % h
USSMD $79.526 33.8 i $79526 33.8 !
ntl Retal 80,213 34.1 80,213 341 {
US OEM 35,161 150 35,161 15.0 -
1t OEM 35189 150 35189 15.0
Press 3002 1.3 3002 1.3
us PSS 381 02 38t 02
1t PSS : 211 0.1 211 01
US MSU 1210 05 12100 05
in8 MSU o 00 0 00
systems Journal 258 01 258 0.1
S Consutting 0 00 0 00
jntt Consutting 10 0.0 10 0.0
$235,161  100.0 $0 0.0 $0 _ 0.0 S0 0.0 $235161 100.0
080-1 Q89-2 089-3 Q894 FY 1980
OCollars % Dollars % Doltars % Doliars % Doliars %
USSMD "$62,570 355 850,751 285  $43,845 22.3  $65,000 29.6 $231,266 288
.t Retall 57,548 326 82,368 392 79,603 40.4 79160 359 208679 37.2
US OEM 22715 129 27.431 131 32,380 16.4 32508 148 115034 143
Intt OEM 28645 162 36,247  17.3 35975 183 38,730 17.6 133597 17.4
Press 3438 19 2480 1.2 3,361 1.7 2,705 1.2 11984 1.5
US PSS . 132 01 160 0.1 249 0.1 346 0.2 887 0.1
US MSU 1065 06 1075 05 1,224 06 - 1338 06 4702 06
systems Journal 230 0.1 370 0.2 387 02 344 0.2 1331 02
COROM 50 00 0 00 0 00 0 00 50 00
$176.393 1000 $200.882 1000 $197,024 100.0 $220,231 100.0 $803.530 100.0
Q88-1 088-2 088-3 0884 FY 19688
Dollars % Dollars % Dollars % Dollars % Dollars %
USSMD $30,609 298  $54.059 a4.7  $53,258 329  $51,082 30.0 $189,008 32.0
Intt Retal 31,842 310 49,008 31.4 55420 34.2 66,101 388 202371 343
US OEM 21866 213 31517 202 25971 160 23,137 136 102491 173
in OEM 14389 140 17914 115 22,197 137 25386 149 79886 135
Press 1809 18 1834 12 3067 19 3281 1.9 9991 1.7
Us PSS 1392 1.4 1282 08 1,180 07 1099 06 _ 4945 08
Systems Journal 478 0S5 219 0.4 668 0.4 394 0.2 1,759 03
COROM 251 0.2 63 0.0 62 0.0 0 00 76 _ 01
$102.636 1000 $155.806 100.0 $161.823 100.0 170,472 100.0 $590.827 100.0
Qer-1 087-2 0873 0874 FY 1987
Dollars % Dollars % Dollars % Dollars % Dollars %
USsmp $21,092 316 $31.173 385  $33,156 337  $34,244 343 $119,665 346
Ind Retad 16,020 24.0 23,398 289 29071 295 20,198 29.3 97,687 282
}:‘:OEM 16915 253 16,404 20.2 20,138 205 18958 19.0 72416 209
. OEM 11316 169 8245 10.2 13572 138 15397 15.4 48530 140
fess 1437 22 1,765 2.2 2425 25 1065 2.0 7502 2.2

$66.780 1000 —$80.055 000 ~$08.353 1000 ~$99.762 1000 £345890 1000
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UsSMD

The condensed burdened operating income statement for USSMD for Q90-1 follows (in thousands):

Net revenues
Cost of revesues

expenses

Aliocations - Research and development
Allocations - Sales and marketing
Allocations - General and sd ministrative
Burdened operating income (loss)

S.56
23379
25,007
11,385

5,027

~2.168
$12,560

Net revenues for Q90-1, at $79.5 million, w

following table, with the exception of Multj
revenues by product group for the quarter were as fol

Applications
SPAG

Sysiems
Multimedia
Non-Specific
Adjustments
Net revenues

In terms of gross revenue generation, the division's te

358,665
13,441
7366
4,535
s

2

{45381
$79,526

quarter were as follows (dollars in thousands):

1000%
294
314
143

63
-t
A34%

|

—LPlan__
$64.715 S14811
20,378 s (3.001) H
26,121 404 1,114 H
13292 205 1,907
53 9.0 75
-2366  _Af !
SCu 0% 515,304

ere 23% above plan of $64.7 million. As shown in the
media,

all product groups were above plan. USSMD net
lows (in thousands):
—Plan _ v
13.8% $50,009 3% $ 8,656
169 10,689 16.5 2,752
93 5374 83 1,992
57 3,242 50 1,293
0.1 461 0.7 (86)
00 0 00 2
4R L0600 8 02
100.0% 564,715 100.0% 14,811

n leading products (compared with plan) for the

Actual i 2 Yaclance
Actudl  Plan  Product Upitg Revenyg Units Revenye
] 1 Mouse 144,908 313,308 116,250 310,689 $2,619 .
2 3 PC Word 70,752 9,060 48,700 6,396 2,664
3 2 Win Excel 52,075 8,763 43,750 8472 291
4 4 Mx Word 56,218 8,706 36,588 6,140 2.566
s 6 Mac Excel 43,880 7,949 27,835 5,195 2,754
6 8 PC Warks 114,648 5,206 46,563 3,238 1,968
7 - Mac Excel Updates 62,879 5,187 17,976 876 4,311
8 9 Windows 67,212 4,089 55,300 2,127 1,362
9 10 Professional C 12,945 3,128 9,600 2,213 915
10 - PC Word Updates 58,535 27209 24,500 J286 1423
568! 105 $47,232 §20.873
Percent of USSMD net revenues __l_g% D%

Plan #5 - MS Office (85,954); #7 - Mac Works (83,319)

The division’s top ten list com

2$5.3 million Mouse product backlog, with $4.4 million (48,172 units) in shippable orders.
revenues continyed to be strong, surpassing plan by 42%. Win Excel, with revenues of $8.8 million,
surpassed plan by 3%, while units shipped surpassed plan by 19%. This revenue variance is a result of

HIGHLY

CONFIQENTIAL

prised 86% of total net revenue com

pared to plan of 73%. The new 400 ppi
ition, raw materials availability being the

PC Word

higher than forecast sales of lower revenue Academic Edition versions and nodepacks. Demand for Mac ;’
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Word and Mac Excsl continued 1o surpass plan, with vaniances of 42% and 53%, respectively. PC Works
was 61 €5 over plan due to shipments 10 IBM.

percentage. Sales to Value Added Resellers dramatically increased due 1© IBM bundles. IBM placed an

order for 210,000 unjts of PC Works ar $39 each, a 74% discount (100,000 units shipped in September),
i i ber

through January.
The IBM ACIS bundle continues, with shipments of Windows 286 and 386 (19,733 units), Win Excel

—09%0:1 —89-4
Sales % i Sales %
Dinributoermclﬁson $35,642 424 479 $32844 w9 49.7
Cootracted Dealery (LVDy ’

Major Chains) 20,979 25.0 47.0 23,852 326 50.2
Fulfillment 6,997 83 342 6,093 83 36.6
Value Added Resellers 6,990 83 68.2 507 07 71.6
Education : 6,148 73 483 4,645 63 54.7
Government 3342 40 578 1,726 24 48,4
Other 3086 _ 47 573 3493 48 62.9
Gross Revenues 834!084 100.0% 505 STB!IGO 100.0% 504

Sales to the top 8 customers, by quarter, for the Past five quanters were 5 follows (in thousands);

IngramMiicro D $20,034 $19.499 $12,612 $19,723 $18220
Softse] 8,889 7410 5,153 3,161 5,548
72310 10,921 6,054 8,585 8,790

IBM 6,579 489 2,872 1,206 2,662
Microamerica 3,608 2,374 1,142 3,417 1,133
Software Spectrum 2,852 2,097 1,138 1,160 1,039
Businessiang 2,847 3,200 2473 2,864 2,409
Computertand ‘ Ay 2077 -1A16 2428 2312
$55,090 $48,067 $33,260 $42,544 $42,110

In Q%0-1, USSMD processed $4.1 million in returned product, representing 5% of net revenues. The

ivi S returns were spread across al} product lines with Mac PowerPoint (3,081 units), Mac Excel
(2,937 units), pc Word (2,811 units), and Mac Word (1,183 units) contributing the most significant return
volume. Of the tora] returns, Major Chains returned $1.3 milljon (32%), Distributors returned $1.2 million
(29%), and Educatior_: Customers returned $560,000 (14%).

Rebates were 5.1% of net rcvcnizes. Versus plan of 6.9%. Reseller Rebates were consistent with plan a
$3.9 million, The variance, as a percentage of net revenues, was due to the shift in sales mix away from

HIG3HLY ¥
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Major Chains and LVD's and toward VAR's (IBM> and contracted schools, who are n
7ebaies. Rebates to end-users were $91,000 creating a positive variance of $453 000,
consists primarily of the $75 Excel "Push" Rebate paid 1o end-users for Upgrading from Lotug 10 Excel.

% compared 1o
Plan of 63.5%, This is the highest quanerly pross margin since Q88-1. USSMD's 8ross profit margin for
the last five quarters follows:

Q01 706%
Q894 654%
Q883 61.5%
Q852 64.3%
Q891 63.9%

Applications 69.8% 175 122% N.I% 1.7 127%
SPAG 16.0 38.8 62 153 40.3 62
es 88 20.1 18 72 164 13
Systems 54 282 15 46 328 15
Multimed;a 0] 18.7 00 22 48 20
Product Cost . Gross 100.0% : 217 100.0% 21.7
Effectof Adjustmens X1057 X108
Product Cost - Net 2.9% 234%

. . 38 199638 b

HIGHLY CONFIDENTIAL y
GONFINENTIA). | MS-PCA 1188471 )
CONFIDENTIAL |

3 Yousleed o8 vl v ad ool g



—— .,

than expected sales of the lower magin Quick products, Systems’ produet Cost variance is primarily due 1o
robust sales of the high-margin Windows 386, as welf as lower than expected sales of low-margin units to
IBM.

Royalty expense of $L.1 million, 1.4% of fiet revenue, approximated Plan of $1.2 million and 1.8%. This
variance is primarily due 1o jower than budgeted sales of Flight Simulator and Mac Works.

Allocations of manufacturing and distribution costs were 5.1% of net revenues compared ¢ budget of
6.3%. In absolute terms, the allocation of manufacturing and distribution costs was-$4.1 million the same

as plan. The Percentages are somewhag distorted by the large revenue variance, since g significant ponion
of the plant's costs are fixed.

of $25.0 million were $1.1 million under 2 planned $26.1 million. Favorable
variances in trave] and entertainment ($3 10,000), supplies and equipment ($269,000), employee fringes
($241,000), and less significant variances in several other Operating expense Categories were responsible
for the variance. Favorable variances in marketing ($4.3 million) and marketing fund incentive programs
($1.2 million) were offset by an aceryal for marketing expenses of $5.5 million, resulting in g ne¢

be incurred and marketing commitmens which have not yet been invoiced. A such, the variance
Tepresents timing differences which can be expected o tum around in future quarters. Accordingly, $5.5
million in marketing expenses were accrued at the end of Q90-1. This accryal will be used 10 offse; such

Allpcations to USSMD were $2.9 million under 5 Plan of $21.5 miltjon, Every allocateq expense category
Was under plan, the most significant being Applications development ($1.2 million), PSS Operations
($581,000) and Languages development (3315 ,000), .
For Q%0-1, USSMD had a burdened operating income of §) 2.6 million (15.8% of Ret revenues) compared
10 a planned loss of $3.2 million (-5.0% of net Tevenues). Strong Q901 sales combined with lower than

planned cost of Tevenues, operating and allocated expenses resulted in an excellent initia] quarter for
USSMD,
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The condensed: burdened operating income statement for Internationga) Retail for Q9%0-

usands):
—Actual
Net revenues SED.213 1000%
Costof revenues 2,483 28.0
ing expenses 23,550 29.4
Allocations - Research and developmen 16,923 21.1
A iogs - Gc_nem d administagive ~5¢
Burdened Operating income 316!30! 203%

A summary of Q50-1 revenues by product 8roup sold by the Intemationg] Retail channe] follows (in

~Actual ___
$50,378

thousmds):

Applications 62.8%
S;slem 12,975 16.2
SPAG 11,889 148
Languages 5,598 7.0
Services 264 03
Multimedia L] 0.1
Books k] -
Networks 18 ~
Adjustments ~(293)

W2 jooos,

Acual Blag

1 1 PC Word

2 2 Mouse

3 3 Win Excel

4 4 Pac DOSs
s 9 Pcmplm
[} 8 Maxc Word

7 s PC Works

8 [ Mac Excel

9 7 Windows 285
10 - Windows 386

Percent of et revenues

—————
Plan #10 - Po C (52,410)

iHiGHLY
CONFIDENTIAL

62,979
195,239
31,001
106,219
23,991
19,708
37,866
14,121
34,353

15,632

~Plan__
$12939  Jooow
24,822 318
27,808 357
20,494 263
-1267
$ 3,551 46%

2,553
$62,372

B

A aan. o

1 follows (in

5224
2,339
4255
35N

65.3% $(513)
13.7 2,336
14.7 446
78 (492)
0.1 196
- .1
- k]
0.1 (59)
4n 300
100.0% 32!274
as follows (in thousands)
W
47,989 $14,599
155,691 11,403
31,523 10,660
64,658 4,293
14,597 2,79
13,435 3,300
37,283 3.870
14,430 3,807
40,934 3,407
13,032 J.834
$59.969
7%
a0
X %%%ﬁymL
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Net Operations Exchange Rate

HE
EURQPE —Actusl _ ~Plan Yarfance Yarlance Yaciance L
MS LTD (England) S99 100% 57000 g0 $ 99 $1,914 5 o) i
MS AB (Swedez) 4986 g2 4058 5o 928 1534 (306)
MS GmbH (Germany) 16092 201 17479 233 (1.387) % (1.463)
MS AG (Switzerland) 288 79 2877 37 (589) (381) 08) s
MS SARL (France) 15812 199 16395 217 (1,083) 140 (1,193) v
MS BV (Netheriands) 215 3 2805 14 @0) 234 @53)
MS SPA (lualy) 218 27 2163 23 2] 146 (123)
MS SRL (Spain) 116l _14 210 12 231 347 -{96)
33338 68 4182 oS {&S1) 320 (4.56))
MS INC (Canads) 6,156 72 5982 92 174 184 (10)
MS PTY (Australia) 5944 94 6707 g3 083) G88) @75
Mexico % 10 82 07 201 201 -
Brazil 29%6 33 867 11 2,109 2,109 - !
AIME (AfriculngivMid Eag; 2260 23 92 05 1.768 1,768 -
Asia Pucific M 2 -4 o V8 -3 = !
18499 233 14977 92 2522 1907 285 ’
MS KK (Japan) 6815 g5 7502 93 (686) 339 (1,025)
MS CH (Karea) 21 o3 415 o5 (1a9) (135) ®
;u‘m e M o5 21 o4 2 0 -
dzond i I A B 7 —_ |-
. ,
Tota Nop-Europe 28877 249 2252 308 43544 1419 L1258 'l
Toual 023 1000%  s77,99 1000%  s2274 58254 5(5,930) '
T S T T T T 41
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: The channel’s total cost of revenues was 28% of net revenues for Q90-1, compared with a planned 31.8%.
: product COSLS a5 a percentage of net revenues, were 22.6% versus a planned 23.4%. The zerval and
P““"‘d product cost percetages for Q90-1 of the four principat product groups were:

Actual Plan
] Sales Weighted Sales Weighted
62'0% 58 9.8 64 % 18.1 1.6
Applications ! 18. % 642 . 116%
Systems 16.0 26.1 42 134 273 kN
' SPAG 14.6 442 6S 144 417 60
Leguages 6.9 25.5 13 17 213 1.6
Other . 035 287 A 3 36.1 0l
Product Cost - Gross 100.0% 24% 100.0% 23.0%
Effect of Adjusiments 1012 x1016
Product Cost- Net ° 26% ) B4%

The favorable product cost percentage for Applications is largely attributed to a shift in individual product
mix toward higher-margin PC Word, In an effort to sell older Mouse products prior to the release of the
new Mouse, discounts were given to customers, resulting in less than planned per unit revenues and
margins. Language updates accounted for 7.8% of Language revenues compared with a planned 1.1%,
which adversely affected the product cost percentage for Languages.

Non-product costs included in the cost of revenues were $4.4 million, or 5.4% of net revenues, compared
with a planned $6.6 million, or 8.4% of net revenues. The $2.2 million favorable non-product cost
variance resulted from positive Ireland manufacturing variances of $961,000, warehouse subsidiary
shipping costs variances of $621,000 and inventory adjustment variances of $472,000. The units produced
during Q90-1 at the Irish factory were 34% over plan. .

Intermational Retail operating expenses in Q90-1 were $23.6 million, or 15% less than a planned $27.8
million. This $4.2 million favorable variance was the combined result of a $2.7 million favorable
operations variance and a $1.5 million favorable exchange rate variance. The actual and planned operating
expenses for Q90-1 charged o the channel by the subsidiaries and Corporate headquarters are as follows (in

thousands):
Net Operations Exchange Rate
Agtua} Elan Yarlance Yarlance Yariance

MS LTD (England) $ 1,867 $3,137 31270 $ 1,056 $ 214

MS AB (Sweden) 1,466 1492 » (62) 88

MS GmbH (Germany) 412 5398 1286 916 17

MS AG (Switzerland) 280 814 534 509 b~
MS SARL (France) 3,968 4,899 931 628 303
MS BV (Nethertands) 24 1,058 14 k) ]

MS SpA (laly) 650 816 166 129 k)

MS SRL (Spain) 310 43 a1z 97 _2s

European Subsidiaries 13577 18046 4489 da Jl4g
MS INC (Canada) 1,856 2,110 254 138 116

MS PTY (Australis) . 1316 J368 30 41 2
ICON Subsidiaries d3n 2676 A0 ~183 112
MSKK (lapan) 1,847 2,847 1,000 pa) n
MS CH (Korea) 108 20 -2 2 -3

Fur East Subsidiaries 1955 A.050 1095 215 -280
Redmond Operations A646 .03 (L613) L1613} —_—

Total Channel $23,550 $27,805 $ 4,255 $2.710 ng
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A84.1 million general underspending in Europe and the Far East and a favorable exchange rate variance of
5'1,4 million were parually offset by an unfavorable Redmond Operations variance of $1.6 million. The
und,ﬁpcnding occurred primarily at MS LTD, MS GmbH and MS KK. Of their combined $2.7 million
yariance, $1.2 million resulted from marketing underspending. An additional $845,000 favorable variance
inemployes related expenses was incurred. To prevent the channel from recognizing a large unfavorable
marketing €xpense variance in later quarters, an expense accrual was recorded by Corporate headquarters.
The Redmond Operations’ $1.6 million unfavorable variance was the net result of a $2.1 million'marketing
expense accrual and a $500,000 general underspending variance. -

' In Q90-1, actual expenses allocated to International Retail were 18% under plan ($17.9 million compared
; with $21.8 million). The Applications and Languages development pools were less than plan, producing .
favorable allocations variances pf $1.1 million and $323,000, respectively. In addition, localization !
spending was $1.7 million under plan during Q90-1.

Relative to plan, all elements of the division's profit model experienced favorable variances. Specifically,
revenue had a $2.3 million positive variance, cost of revenues was under plan by 9% and both direct and
allocated expenses were less than plan. As a result, the channel's Q90-1 burdened operating income of
$16.3 million was 359% more than a planned $3.6 million, and was 23.5% of the Company's to1al
burdened operating income. '

- PSS - A
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-
i The condensed burdened operating income statement for Domestic OE.M for Q90-1 follows (in thousands);
; Actiat Plan
Net revenues 835,161 1000% 28,081 100.0%
! Costof reveues 2,575 73 ) 2,082 b
i Openting expenses 3,026 86 [ ey
' Allocations - Research aod development 8,096 2.1 %2: 305 s
Allocations - Sales and marketing 428 12 450 e -4
Alocations - General snd administrative  ___53§ 13 313 .2‘3 __4:!2
udened ing inco;
B operating income $20,501 58.3% 513,143 46.8% 52333
Domestic OEM net revenues by product group for Q90-1 were as follows (in thousands): :
f}g:m , 322_313 g.-ss% $20,299 23% $3,014 '.
uF Y 23 2,130 7.6 2,581 i
works 2 6 2,698 95 (265) ]
SPAG 636 19 558 e 2 '
Applications 537 15 gg ;.? o !
. (55) i
myg : 32: 0;9 0 03 220 .
Subiotal 34,161 972 5083 . 1000 ;
Adjustments (GAAP) 21000 28 2008 - 100 61 .omn ‘
Tou! - 535,161 100.0% $28083  1000% $2,0%
Liceasi
L :&:g , $31,647 90.0% 25,216 29.8% $6,43]
Tota! $35,161 100.0% oo
! 1000 528083 1000% $7,078
11
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5ignificat Domestic OEM customers. bv product group, for 090-1 were (in thousands):
Systems LPB Networks km Other®  _TomlActual ~TowlPlup :
p— $2945 5998 0§ - - S -~ $3,942 115% S$3615 129% .
Zesith 2791 350 - n 294 3446 10.1 3,299 11.7 :
Phocoix . 2,689 - 6 - - 2,695 79 1235 44 '
NCR 820 1,000 - - 8 1873 55 %7 34
sCO B - k-] 1,614 & 1,805 53 1872 6.7
3Com 104 914 600 - - 1,618 4.7 1,538 5.8
Delt 467 611 - - n 1,156 34 1,078 38 :
Tedy - 881 189 - 15 8 1103 32 %1 34 :
AST Rescarch 1,024 - - - - 1,024 30 0 26
ATAT 587 182 m k] - 78 29 1,100 19
Commodare 792 ) - - 19 %1 23 833 30 :
Hewleit Packard 657 - 116 - » ™ 23 6138 22
DEC 435 (640) 9 - - 766 22 550 21
Wy 681 80 - - - 761 22 500 18
Coupuadd 824 (124) - - - - 700 20 700 25
Memorex Telex 2n 300 - - - 2 17 SN 20
Data General 144 149 262 - - 555 16 B 03
Unisys an @) - - » 539 16 56 20
Supacom 535 - - - - 535 16 - -
Everex 376 151 - - 2 59 15 58 19
At 389 126 - - 3 S518 15 140 0.5
Wang N - B - » 449 13 <4 1S
Tadon .893 (495) - - ) 398 12 50 o
Sun M:;msysums g 290 - - - 3% 1.1 380 14
PC Cr - - - - 293 09 - -
Asxiek - - - - 264 264 08 264 09
Northgate Comp. 304 (44) - - - 260 08 129 s
Alos - k1) - 211 - 258 08 307 1.1
Convergent 3 144 15 - - 250 07 250 09
Ungermann-Bass - 177 B - - 250 0.7 250 09 !
Other Customers 2405 218 _J68 A2 214 4506 A32 A7 1a2 ¥
Total 523,374 S-l#'llgl b 2!433 $2.082 Sl 5561 $34,161 100.0% 528!083 &Oﬁ: :
N
¢ Includes product groups oot listed. ‘

*+ Customer not individually forccasted i

Total Domestic OEM revenues of $35.2 million were 25% over the planned $28.1 million. Licensing
revenues were 125% of plan, and revenues from packaged product sales were 123% of plan.

Compagq held its position as the top customer for the channel, exceeding its prior quarter sales record by an
additional 11,000 units. Sales of its SLT/286 and 386-based computers remain strong. Consistent with
prior quarters, OS/2 sales were lower than plan (600 units versus 1,500 units planned) and MS-DOS sales
were higher than plan (180,600 units versus 159,500 units planned). Phoenix Computer’s revenues were J
. more than twice those planned ($2.7 million versus $1.2 million), the result of very aggressive marketing of
packaged MS-DOS. Zenith exceeded plan owing to.greater Applications and MS-Mouse sales than had
been budgeted. An amendment added Word 5.0 and Excel to their license. NCR's favorable variance
offsets last quarter’s unfavorable variance and results from previously unreported MS-DOS units. NCR is
building up prepaid royalties related to 0S/2, LAN Manager and Windows/386, none of which it is
shipping. Wyse came in greater than plan because of increased sales of MS-DOS (40,000 units for
_$675,000 against 23,000 for the $414,000 planned). OS/2 sales continue to be significantly lower than
minimum commitments. AST Research bettered its plan by 40% through strong sales of MS-DOS (47,000
units for $1 million against a plan of 35,500 units for $612,000). Data General's favorable variance
resulted from an unbudgeted due on signing for LAN Manager and LAN Manager/X Source Code
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(5250.000)- Tandon's shontfall resulted from a reduction of previously recognized UPB due to an

anendment which retroactively reduced its minimum commitments.

uPB of $4.7 million represents due on signing and minimum commitment billings in excess of the
ts reclassified to product specific revenue as royalty reports were received. In addition to the above !

mentioned amount from Data General, other significant due on signing amounts for the quarter included ‘

gmerson Technologies ($210,000 - MS-DOS/MS-Shell) and Atari ($125,000 - MS-DOS, Windows,

windows/386). This quaner’s GAAP adjustment of $1 million reflects an overall higher accrual for earned

put unreported royalties in Q90-1 than was accrued at the end of Q89-4 (accounting for a positive $1.7

million), partially offset by a net increase in deferred revenue related to billings prior to product acceptance

(accounting for a -$700,000).

et e s i emacattnd

Cost of revenues ($2.6 million against a plan of $2.1 million) was unfavorably impacted by the greater than
snticipated volume of OEM mice (151,000 units versus 71,000 units), packaged MS-DOS (48,000 units
versus 33,000 units), and packaged Windows (4,800 units versus 3,500 units). This was partially offset _
by 8 favorable variance in royalty expense related to low sales of OS/2.  As a percent of sales, cost of ) !
revenwes was essentially at plan, ‘

Operating expenses of $3 million were $133,000 under plan. Favorable variances were incurred in the

areas of professional fees ($151,000) and payroll ($31,000). The payroll variance resulted from average

sadcount being slightly below plan during the quarter. All research and development pools were less than

plan, causing favorable allocation variances, the largest of which was Systems Development ($383,000).

* Sales and marketing allocations incurred a favorable variance due to savings in the PSS Operations and
CorpCom pools. All general and administrative pools were at or below planned levels.

In summary, favorable variances in revenues, operating expenses and allocations, with only a proportional
increase in cost of revenues, produced a burdened operating income of $20.5 mitlion, 56% greater than the
plan of $13.1 million.
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emationsl OEM

The condensed burdened operating income statement for International OEM for Q90-1 follows (in

'
! usands):
; o s__mm.__ T Ylazca
reveaues 35,189 J100.0% 35393 100.0% $ (2
::u of reveoucs 79 08 306 09 2
Opersting €xpemses 4,569 13.0 4102 116 © @8
Allocaions - Research md development 2,563 242 10,425 293 1,862
‘Allocations - Seles and marketing Y 01 120 03 &5
Auoanonl - Geoeral snd admipistrative  __313 08 —240 10 22
Burdened operating income $21,430 60.9% $20,100 56.8% $1.330
international OEM net revenues by product group for Q90-1 were as follows (in thousands):
Sysiems $27,036 76.8% $26,360 15% S 676
urB 11,328 322 6,981 19.7 4347
Applications 1 22 871 25 (80)
Xegix 27 06 B - 214
it w0 ® o2 s
i 0 ¥»
Multipedia n 02 - - n
SPAG —_— — 140 04 L140)
Subdtotal 39,789 113.1 35,393 100.0 4,396
Adjusiments (GAAP) (4.600) aib - e (4.600)
Total $35,189 &Oﬁ $35,393 &Q% S_(204)
The contribution (actual and plan) to International OEM net revenues by consolidating unit for Q90-1
follows (in thousands):
——Agctyal —PRlan . Narjance
EUROPE
MS LTD (England) $ 2,198 62% $ 1,424 4.0% $ 74
MS AB (Sweden) 2212 63 1,354 k} ] 858
MS GmbH (Germany) 4,582 13.0 2.317 66 2265
MS AG (Switzeriand) 3 - - 3
MS SARL (France) 1411 40 1.299 33 112
MS SRL (Spain) : 191 0S5 112 03 »
MS BV (Netherlands) 194 0.6 49 14 (298)
MS SpA (luly) 129 A7 126 21 )
J2.084 243 2324 223 1360
MS INC (Canada) 2,623 75 1,387 40 1,237
MS PTY (Australia) 186 .05 147 04 »
Mexiko 309 09 it 05 118
Brai 200 0.6 336 09 (136)
AIME (Africaindia/Mid-East) 111 03 <) 02 -
ASIA Pxific 984 28 452 A3 554
4813 128 23596 13 187
EAR EAST
MS KX (Japan) 13,274 379 13,442 38.0 (168)
MS CH (Korea) 5,363 15.2 4,799 13.6 564
MS TC (Taiwan) A635 132 S982 169 aan
2292 £62 24223 £85 4930
Other Redmond - _— 250 202 L2509
Total Non-Europe 22003 182 22069 J63 636
GAAP Adjustment L4.600) gan — — 14.600)
Total 535,189 1000% $35393 100.0% $_(209)
s -
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Significant International OFM rusiemess,

Systems LCPR  Xenix  Nerworks
Epson $3426 5 (24) 5 - L I
Sanyo 658 2,500 - -
Philips Elec. 646 1,719 - -
Acer 1363 4.;2 - -
62 1,036 - -
';,%:uph 1,826 (129) - s
Hyundai - 1,300 - -
Sicmens AG 153 1,002 136 -
Samsung Elec. 1,015 238 - -
Datayonic AB 2 91 - -
Schoeider Rund, 456 480 - -
Gold Sty 689 436 - -
Nixdorf T8 47 - -~
Olivetti SPA 1944 (952) - X
Mitsubishi Elec. oS @38) 2 -
Copam Elec, an 402 ~ -
Vidoo Tech. 308 508 - -
Nokia Daia 643 L] - .
P T R
T - -
B:TI‘?A. 631 8% - 1}
Daewoo Telecom ® 565 - -
Trigem 449 159 - -
Apricot - 557 - -
Twinhead Intl, - 403 - -
Amsmad PLC 356 4 - -
Fujitsu LTD 57 (538) 7] 4
Tot Computer s 300 - -
NEC Corp. kL @ - -
Viglen Lud n 189 - -
Datatech 435 (165) - -
SMT Goupl) 347 (104) - 8
Other Customers £250 (B82) 25 Uz
Total 527,036  $11328 27 525
* Includes UPB aod product groups not listed.
** Customer pot individually forecasted.

Prior to GAAP adjustment, Europe and ICON
respectively, whereas the Far East came in §
experiencing a shortfall of $1.3 million,

_ Epson was the channel's top customer for the quarter with
growing market share in Japan as well as stron
1S revenues of $3.2 million include $2.

S million

variance of $1.3 million resulted from an ame

unbudgeted due op signing ($600,000) and
2 new agreement (0S/2, LAN Manager,
exceeding minimum commitments
excess MS-

MS-DOS, MS
on a previous license.
DOS royalties of $563,000 and net UPB of §3
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by product gruup, for Q90-1 wers (1n thousands):

International OEM revenue for the Quarter was $35.2 million, onl

exceeded their budget by $3.8 million and $1.8 million,
930,000 under plan,

g sales of its Equity computers in the

commitment related to an agreement for OS/2, MS-DOS and MS-Shell. The i
ndment which increased
million. Lack of a planned LAN Manager license agreement and s}
Acer, the largest Taiwanese OEM, 1o vary from plan. Sharp's
| minimum commitment

Othere
$ 28 $3,430 86% S 1,319 3%
- 3,158 80 1,520 42
- 2,365 60 1,099 31
- 1,818 45 2,095 59
- L7127 43 - -
p.1 L 43 2263 64
- 1,300 i3 1,300 17
- 1,291 32 342 10
- 1,253 a1 1250 3
- 1212 30 458 13
258 1,191 30 L1931 34
- 1,125 28 1,125 32
- 1,075 27 267 08
1 1,028 26 1,019 29
e m 24 833 24
- 878 22 1,010 29
- 816 2.1 345 1.0
- m 20 776 22
- 758 19 7% 21
- 750 19 1,088 3.1
- nz 13 700 20
- 654 16 400 11
- 608 15 150 04
- 557 14 557 1.6
- 40 10 - -
- 400 10 s 14
103 340 09 131 04
- . 305 03 300 08
- 298 0.7 2472 70
- 285 0.7 - -
- b2, 0.7 263 07
- 251 06 29 08
A9 L0358 133 220
m $39,789 100.0%  $35,393 100.0%

y slightly missing plan of $35.4 million.

primarily due to MS TC (Taiwan)

revenues of $3.4 million (MS-DOS), reflecting

U.S. and Europe.
of UPB for a due on signing and minimum

i ics favorable
its minimum commitment by $1.2
ghtly depressed system sales caused
favorable variance resulted from an
($600,000) resulting from the signing of
-Shell, Windows, MS-Networks), as well as
Nixdorf signed a new agreement, generating
47,000. Variances for Yideo Technology and
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{rigem also resulted from new license agreements being signed. NEC's shortfall of $2.2 million dollars
resulted from a delay in signing a new license agreement that was anticipated for this quarter. Whereas
NEC is continuing to ship product and incur a royalty obligation in anticipation of the signing, the resulting
revenue will not be recognized until the agreement is executed.

UPB of $11.3 million reflects due on signings and minimum commitment billings in excess of the amounts
reclassified to product specific revenue as royalty reports were received. Significant due on signing
amounts related to new agreements for the quarer included Sanyo ($1.3 million - MS-DOS, 0S/2,
Windows, Networks), Datatronic ($1 million - MS-DOS/MS-Shell, Windows, Windows 386, 0S/2), and
Siemens ($1 million - 0572, MS-DOS, Windows). This quaner's GAAP adjustment of minus $4.6 million

represents an overall lower accrual for earned but unreported royalties in Q90-1 than was accrued atthe end

of Q89-4 (accounting for -$1.7 million), combined with a net increase in deferred revenue related to billings
prior to product acceptance (accounting for -$2.9 million).

The $27,000 favorable variance in cost of revenues was the result of OS/2-related royalty expense that was

significantly lower than plan ($21,600 versus $298,200), which was essentially offset by Xenix-related
royalty expense that was significantly higher than plan ($213,900 versus $5,100) and $43,700 in

unplanned costs related to the sale of camera-ready artwork. A negative variance in bad debt expense of
$1.1 million reflects a conservative adjustment to increase the reserve for perceived risk. This variance was
partially offset by positive variances in virtually all other areas. All aliocation pools were under plan. The
most significant favorable variances were created by the International R&D and Systems Development pools
($1 million and $697,000 respectively), contributing to the $1.9 million variance in research and-
development allocations.

In suml;nary. the large favorable variance in allocated expenses outweighe& the unfavorable variances in
operating expenses and net revenues, producing an operating income of $21.4 million (60.9% of net
revenues) compared to a plan of $20.1 million (56.8% of net revenues).

- - -
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The condensed burdened operating income statement for MSU for Q90-1 follows (in thousands):
—dtual —flan Yariance
Net reveoues $L210 1000% SLIE9 100.0% $(17%)
Cost of revenues 186 154 40 173 S
Operating expenses 98 .1 1032 743 134
Allocations - General and adminisrrative 102 . X} Al 80 )
Burdened openaling income S 4 2% s 6 04% s_18

Microsoft University provides training seminars (courses) on a wide range of Microsoft products. These
seminars are primarily aimed at ISVs and other software developers. Accordingly, they have centered
around Microsoft operating environments and languages. Tides of courses with the highest demand are:
"Programming in Microsoft C"; "Microsoft Applications Programming"; "Microsoft OS/2 Programming
Environment™; and "Microsoft OS/2 Presentation Manager Applications Programming™. Recognition of
revenue is deferred until a course is completed.

MSU experienced depressed attendance during the first month of the quarter, partially accounting for the
$179,000 negative revenue variance. Attendance is lower than anticipated in classes being offered for LAN
Manager and SQL Server. Another contributing factor to the revenue shortfall is the delay in shipment of
the MSU Authorized Training Center (ATC) manuals. The plan anticipated shipment of a large number of
manuals associated with LAN Manager and SQL Server courses being taught by the ATCs. Cost of
revenues was lower than plan as a direct result of the lower revenues.

Operating expenses had a positive variance of $134,000. Major savings were incurred in payroll
($37,000), employee fringe benefits ($32,000), marketing ($41,000) and professional fees ($55,000).
These were partially negated by an unfavorable variance in outside product development ($30,000). '

The favorable operating expense variance, combined with the favorable cost of revenues variance,
outweighed lower revenues and produced a burdened operating income of $24,000 against a planned
income of $6,000.

' MS-PCA 1188483

CONFIDENTIAL

50 X_19965
CONFIDENTTAL

¢ eI B RGBE




The condensed burdened operating income statement for PSS for 099-1 follows (in thousands);

—RACtAl —lAR Xarlance
Net revenues S 38 1000% .2 100.0% S 54
Cost of revenues 202 S3.1 ) 17 527 (30
Opentiog EXpeoses 264 69.2 : 390 1193 126
Allocations - PSS Operations 764 2006 199 2750 - 138
Allocations - General and ad ministrative 23 218 ) § 212 1
Burdeed openating (loss) $032) (244.7% §(1,225) @1.7% 293

The Product Support Services (PSS) channel generates revenue through its OnLine technical assistance
subscription service, sold primarily to ISVs and OEMs. OnLine service is a connect time service.
Accordingly, OnLine revenue is deferred at the time of billing and is recognized over the contract period.
The positive revenue variance of $54,000 is the result of increasing excess connect ime charges from users,
as well as an increasing amontization base.

The principal component of cost of revenues are the amourits paid to GE under the OnLine contract. The
agreement provides for certain minimum amounts to be paid to GE. Connect time activity for the quarter
did not exceed the minimum amount. However, in terms of real dollars, cost of revenues experienced an
unfavorable variance of $30,000, primarily due to increased storage costs of knowledge base anticles. Such
storage costs are not tied to connect time usage and are not part of the minimum commitment to GE. Asa
percentage of revenues, total cost of revenues was essentially at plan.

Total operating expenses had a positive variance of $126,000. The channe! experienced favorable variances
in payroll ($45,000) and marketing ($100,000). These were partially offset by an unfavorable variance in
administrative services ($52,000).

Allocation of PSS Operations expenses generated a positive variance of $135,000. The operations group
provides the technical and phone suppor for all Microsoft products. Its expenses are allocated out to PSS,
USSMD and Domestic OEM channels, based upon perceived benefit. These expenses were under planned
levels, resulling in the positive variance. The operations group incurred significant favorable expense
variances in the areas of payroll ($236,000), employee recruiting ($122 000), supplies and equipment
(3107,000) and professional fees ($41,000).

In summary, the favorable variances in all categories, except cost of revenues, combined to produce a net
operating loss of $932,000, 24% less than planned. The channel is planned to incur a loss i in each quarter
of this fiscal year.
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The contribution 1o net revenues and operating income for Q90-1 on a product group basis was as
follows (amounts in thousands):

gt BEYEDUES . Variance
: _Actual Pl Perenuge
Applications $106,425 453% $97,770 462% 9
systems ' 752302 320 65,640 310 15
SPAG 25297 108 21,886 103 16
Laogusgts 12973 55 11,178 53 16
Books 3,038 13 3,107 15 (7.}
Xenix . 2309 10 1,889 09 2
" sesvicss 1926 08 2252 11 (4)
Networks 7,650 32 7,380 is 4
Systems Journal 266 0.1 285 0.1 ()
Multimedia 240 0.1 a4s 02 (46)
lawergroup Royalty —1{199) 0D {2y {00 -
Towl . $235,161 1000% 511,709 100.0% 1
Burdened Operating Income (Loss)
Astual, Plan
Income Percentage Income —Percentage
(Lass) Iowl  RBevenue (Losd Total Revenue Varizxe
Applications $20,696 29.8 19.4 $ 1,874 59 19 $18,822
Systems 42,797 61.7 56.9 30,618 96.5 466 12,179
SPAG 5557 8.0 220 2,562 8.1 117 2,995
Languages 1,494 22 115 (M2) 25) on 2,286
Books 13 02 41 9 (0.3) 32 ps7}
Xenix 883 13 382 840 22 445 o
Services (1,653) 24) (859 (1,581) ($.0) (102 o
Nerworks 1,302 19 17.0 480 15 65 9]
Systems Journal (112) 02 (420 43) 08)  (852) 131
Multimedia {1,696) (24) - (1,942) 6.1 - 216
Differeoce —2 L£0.1 - —_— — - a2
Total 569,389 1000 295 $31,17 1000 15.0 $37672
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osoFT CORPORATION
,,ilc Revenues by Product Group
.‘aﬂ i
> 0901 090-2 090-3 0904 FY 1990
Doliars % Dollars % Dollars % Dollars % Dollars *
. {ons $106,425 453 $106,425 453
oo 75.232 320 75232 320
5,;*3“"" 25297 108 25297 108
e es 12973 55 12973 55
e 308 13 3038 1.3
20k 2309 1.0 2309 10
f;:“'k 7650 33 765 33
e 1926 08 1926 08
""med“ 240 0.1 20 01 .
NS J 266 0.1 268 0.1 ;
£ o Royalty___-195 0. 495 _ 04 :
$235,161 100.0 S0 _ 00 $0 00 S0 00 $235161 100.0
Q8s-1 Q89-2 089-3 Q894 FY 1989
Oollars % Dollars % Dollars % Dollars % Dollars %
oplicalions $72054 408 $86247 41 $77283 392 105306 478 $340,690 424
stems 58,965 334 70858 338 73576 373 75914 2345 279,313 348
Tardware 20451 116 30082 143 22011 1.2 18981 86 91,525 11.4
rguages 16043 9.1 13642 65 10090 5.1 8727 40 48502 60
So0ks 3735 21 2817 1.3 3898 20 2910 1.3 13360 1.7
fenix 2,457 1.4 2,376 11 4,014 20 2,411 1.1 11,258 14
yetwork 1,03 06 1570 0.7 3550 1.8 3408 15 9627 1.2
senvices 1,314 07 1617 08 2001 1.0 2062 09 6994 09
\wiimedia 137 0.1 556 03 397 0.2 340 0.2 1,430 0.2
systems Journal 288 0.2 312 0a 387 0.2 343 0.2 1330 02
inergroup Royalty 154 0.1 195 0.1 183 0. -167 0.1 £99 0.1
$176.393 1000 $2039,882 100.0 $197,024 100.0 . $220,231 100.0 $803,530 100.0
08s-1 Q8s8-2 088-3 QB84 FY 1968
Dollars % Dollars % Doflars % Dollars % Dollars %
Applications $30317 303 $61.362 394 63429 392  §71,187 418 $236290 400
Systems 37272 363 55982 359 55793 345 56,337 330 205384 348
Hardware 9675 94 15735  10.1 19,226 119 19652 11.5 = 64,288 109
languages 9641 94 17569 11.3 15392 95 15322 9.0 57.92¢ 98
Books 2,165 2.1 2138 14 3456 2.1 3692 22 11451 19
Xenix 2,285 22 1588 1.0 2873 1.8 2896 17 9642 1.6
Network 348 03 480 03 717 0.4 786 0.4 2201 04
Muttimedia 460 04 823 05 269 02 246 0.1 1798 03 :
Systems Journal . 478 _ 0.5 219 04 668 0.4 2394 0.2 1759 03
$102.636 1000 $155,896 100.0 €161.823 1000 $170.472 100.0 $590.827 100.0 .
Oer-1 0ar-2 cera car4 FY 1967 e
Dollars % Dollars % " Doilars % Oollars % Dollars % f
Applications $23370 335 $33.068 419  $36640 373  $37319 374 8130309 377 -
Systems 26,616 39.8 24706 305 33652 342 36,359 364 121,333 351 !
Hardware 5475 82 9207 114 11,154 113 11,078 111 36914 107 i
Languages 10,600 159 11,093 137 14,056 14.3 12,740 128 48483 14.0
Books 1,716 26 2011 25 2852 29 2266 2.3 8845 26
$65780 1000 _$80.085 1000 _ $98.363 1000 _$99.762 100.0 $345.890 1000
A 53
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The conoersed burdened operating 1ncome statement for Applizatons tor Q90-1 foliows (in thousands):

Net revenues
Cost of revepues
ex

penses
Allocations - Research and development

Aliocations - Sales and marketing
Allocations - General and administative  _LB23S
Burdened operating ibcome

USSMD

Interastional Retail
Interational OEM

Domestic OEM
Adjustments

Office
Apalysis -
Eavy

Data Access
Graphics

Adjustroents

$22,749
22,792
10,965
1,227
92
§38,665

Actual Plan, ¥atlance
$106425 100.0% $9L.110 100.0% $8,655
24,7197 23 26911 215 2,114
28,706 270 31,810 328 . 3,14
2,842 27 3562 35 720
27,549 259 31,611 324 4,062
<12 2002 21 162
$ 20,696 19.4% S 1874 J19% $18822
Applications net revenues by channel for the quarter were as follows (in thousands):
Actual Plan
$ 58,665 55.1% $ 50,009 51.1% $8,656
50,434 474 50816 520 382)
»1 0.7 m 09 (80)
537 035 592 06 (55)
4.002) 2D £4318) 4.9 Al
$106,425 g_g% 59‘7!770 100.0% $8.655
Applications net revenue by business unit for the quarter were as follows (in thousands):
~—LSSMD___ International Retafl Worldwide OEM  __ _Total Q9-1
20.7% $23481  21.3% $ 66 0.1% $ 46296 41.9%
206 17,365 15.7 270 02 40,427 36.6
99 7835 74 618 06 19418 176
1.1 1437 13 Ky} 03 3,038 28
08 316 03 —_— = 1248 _ 11
$3.1% $50434  457% $1,328 12% 110427 100.0%
$106,425

Net revenues

Net revenues for Q90-1, at $106.4 million, were 9% above plan of $97.8 million. In terms of revenue

generation, the product group s leading products (compared with plan) for the quarter were as follows
(dollars in thousands):

e
3

BOBUNOUB LN~
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PC Word

Win Excel

Mac Word

Mac Excel

PC Works

Mac Excel Update
PC Word Update
PC Multiplan
Mac Works

Mac Word Update

~Actual

Unis Revenue

135,637 $25,463
84,169 17,552

75,926 12,298

58,001 10,774

193,929 9341
71,274 5,763

80,724 4,798

40,417 4240

24,861 3,340

55,392 2300

$95.869

0%

Percentage of Applications net revenu :s

Pran #6 - Office (35,954); #9 - Powerpoint (52,704), #10 - Quick Basic ($2,327)
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Pian Varlance
Units Revenue '
97,989 $21,156 $ 4,307
71,073 19,293 (1,741)
50,023 9,441 2,857
. 42,265 9,003 1,7
146,046 7,701 1,640
21117 1,000 4673
35225 2,293 2,505
23915 2,980 1260
32,439 4,506 (1,166)
18,797 1142 ~J1Js8
$78,608 $17,264
E _———1 1
%
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word products continue to dominate Applications’ revenue stream, accounting for 41% of gross revenues.
Word held the number one position with revenues of $25.5 million, a 20% increase over plan of $21.2
miltion. 84,169 units, a record number, of Win Excel were shipped during Q90-1. Win Excel revenues of
$17.6 million were below plan of $19.3 million, despite actual units exceeding plan by 9%. The revenue
variance was the result of greater than planned USSMD unit shipments of lower priced Academic Editions
versions and Nodepacks and lower than planned unit pricing in the International Retail channel. Mac Word
plan by 30% with revenues of $12.3 million compared to a plan of $9.4 million. PC Works
revenues of $9.3 million were 21% over plan of $7.7 million, fueled panially by the release of version 2.0.
As part of IBM's "Free-For-All" promotion, PC Works will be bundled with all PS/2 model 25-555X
machines sold from October thru January. IBM has placed an injtial order for 210,000 units at $39 per
unit. 100,000 units shipped in Q90-1 resulting in $3.9 million in revenue.

The following table shows PC Applications versus Mac Applications by channel for Q90-1 (in thousands): )

PC Apps $29,512 26.7% $40,347 36.6% $1,318 126 $ 711,177 645% 648%

M Apps 29,160 264 9. 722 | £ 1 0.0 38,883 352 43

Oter —{ _00 —36 03 ~2 Q0 ~fl 03 _09
$38,665 g_ % 350434 45.7% 315328 [_.‘2% 110,427  100.0% 100.0%

Adjustments 400

Net revenue SM

For the second straight quarter USSMD was the top revenue generating channel, with revenue of $58.7
million, representing 53% of Applications’ gross revenue. USSMD Applications revenues were $8.7
million above plan of $50.0 million, while International Retail was $382,000 below plan of $50.8 million.

As a percentage of net revenues, cost of revenues was 23.3% compared to a budget of 27.5%. Product
costs were 17.2% of net revenues, versus plan of 18.6%. USSMD's product cost percentage mirrored the
budget percentage of 17.7%, while International Retail’s product cost percentage was 15.7%, compared 10
a budget of 18.1%. USSMD's product cost percentage was affected by the high volume sales of Mac Excel
2.2, Mac Word 4.0 and PC Word 5.0. Their lower than budgeted product costs combined with heavy
volume to create a favorable product cost variance in July and August. However, this variance was offset
by the unbudgeted, low margin, sales of PC Works 2.0 to IBM. International Retail's product costs were
lower than plan due to strong sales of high margin Mac Word 4.0 and PC Word 5.0. Non-product costs,
as a percentage of net revenues, were 6.1% ($6.5 million), compared to budget of 8.9% ($8.8 million).
The variance is due to favorable manufacturing variances, particularly from Ireland, and the reversal of free
upgrade expense which was accrued in earlier periods in order to offset the cost of fulfilling free updates for
PC and Mac Word. ’

Operating expenses of $28.7 million, 27.0% of net revenues, were $3.1 million below budget of $31.8
million, 32.5% of net revenues. The favorable variance was primarily due to below planned expenditures
in third-party development ($1.0 million), payroll ($703,000) and marketing ($687,000).

The third-party development variance is the result of lower than planned domestic spending on purchased
code ($370,000), freelancers ($281,000), and documentation ($99,000). KK and Ireland were also well
_ below budgeted product development expendirures.

Payroll is below plan of $8.2 million by 9%. The variance is the result of headcount ramping up at a slower
rate than anticipated in budget. Applications' headcount has been below plan for each month and the
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uct group ended the quarter with 650 employees versus plan of 696. While headcount will likely catch
wp© the Mudger, the current quarter’s vasiance should represent a permanent savings.

Acrual Applications marketing of $7.1 million was $5.1 million under plan of $12.2 million. Domestic
marketing was responsible for $2.7 million of this variance with the subsidiaries, particutarly LTD, SARL
and AG, making up the rest of the variance. The marketing variance was spread across all product and
Corporate marketing plans, with Win Excel and Win Word representing the two largest variances. The
mparketing variance represents timing differences, which can be expected to turn around, Furthermore,
actual marketing commitments have been made for which we have not been billed. In order to minimize the
jmpact of the mmaround in subsequent quarters, we have accrued $4.4 million in marketing expenses. The
accrual reduced the net marketing variance to $687,000.

Allocations to Applications were $32.2 million compared to plan of $37.2 million. As a percentage of net
revenues, actual allocations were 30.3% versus budget of 38.0%. Favorable allocations from International
Retail ($2.2 million) and USSMD ($1.7 million) made up the lion's share of the variance.

The Q90-1 burdened operating income for Applications was $20.7 million, 19.4% of net revenues,
compared to a plan of $1.9 million, 1.9%. Strong revenues combined with lower than expected cost of
revenues, operating expenses and allocations resulting in a burdened operating income which exceeded plan
by 8 factor of ten
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Systems

The condensed burdened operating income statement for Systems for Q90-1 foilows (in thousands):

—Astual Xarlance
Net revenucs LY,k 1000% $45.640 100.0% $9.592
Cost of revenues . 6,474 8.6 5,900 9.0 (574)
Operating expenses 15,329 204 17,891 27.2 2,562
Allocations - Resexrch and development 1,203 15 1,464 22 261
Allocations - Sales and marketing 8,519 114 8,774 134 258
Alocations - General and administrative 210 12 16 -~
Bundened operating income $42,797 56.9% 530618 46.6% $12,179
Systems net res cnues by channel for Q90-1 were as follows {in thousands);
—ACual —PRlan____ Yarlance
Ioternational OEM $27,036 359% $26,360 40.2% $ 67
Domestic OEM 23,374 311 20,298 309 3,076
Interoational Retail 12,975 173 10,639 162 2,33
USSMD 4,538 6.0 3242 49 293
MSU — - — — —t
Subiotal 67,924 90.3 ' 60,539 92.2 1,388
Adjusments (Tncludes GAAP and UPB) 7308 97 R X1 S S | 2207
Total $75232 2201: 565!640 100.0% Szg

In terms of revenue generation, the Systems product group’s leading products (compared with plan) for the

quarter were as follows (revenue in thousands):

Actugl

Actaal Blag —Lnis Revenue
1 1 MS-DOS/GW-Basic 3,519,434 £51,691
2 2 Windows 286 539,131 7522
3 3 Windows 386 103,671 5554
4 4 os2 25,639 L0L3

$65,782

Percent of net revenues® 3%

———Plan.
~Xloits Revenue
2,986,351 $41,255
555,736 7.874
85,739 4,177
81,168 A5
$56,969
E———— ]
7%

*Remainder of net revenue results from sofiware development kits, updates and UPB/GAAP allocations.
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Table of significant Intemational OEM Systems customers, by product (in thousands):

Windows/Windows M6 082 Qnver Tonat

—MEDOS ingcws 2 (7 —
o0 $ 3,402 140% § -~ % $ 24 76% § - -% S 3,426 12.7%

by e SpA 132 47 ™ 3 “ 139 s 91 194 72
Toshids 1,697 70 » 20 S0 284 - - 1,826 6.8
AT 1,186 49 1m 88 6 19 - - 1,363 30
samsung Elec. 101 42 - - - - - - 1018 38
Mimbuhi . 871 - 36 ¥} 38 - - - - 045 s
o 81 34 - - - - 102 206 917 34
Hiachi 381 16 - - - - - - 881 33
Fujitse . 700 29 2 1.0 KIS Vi) - - 757 28
Nindorf ns 29 - - B 4l - - 27
Sharp 690 28 2 0.1 - - - - 692 26
o S 689 28 - - - - - - 689 25
Saayo 642 26 1 06 - - 5 10 658 24
Philips Elec. S 24 - - - - 4S8 646 24
Nokia Data 391 16 U6 126 6 19 - - 643 24 !
Bull S.A. 44 20 - - e 196 s 192 631 23 |
Copam Elec. 473 19 - - - - - - 4N 1.7
Schoeider Rund. 456 19 -~ - - - - - 456 1.7
Trigem a9 18 - - - - - - 4y 17
Dataiech . 430 18 - - - - 5 10 435 1
Matsushita Elec. mn 15 k) 19 3 09 - - 414 15
Peacock GmbH 339 14 2 2.7 - - 16 32 4am 15 '
Other Customers A.881 243 A3 294 2 109 135 243
Total. $24,275 100.0% 81!949 100.0% $_317 100.0% __4_;_2 100.0% $27.036 100.0%
Plao $20,749 SL811 $2,300 $1,500 $26360
Table of significant Domestic OEM Systems customers, by product (in thousands):

~—MSDOS = WindowsWigdows 386 052 Other . _Toual
Conpaq S 2,819 144% § 1 % $ 65 94% § - % $ 2,945 126% .
Zeaith 2,042 10.2 694 284 b 36 k() 10.0 2,791 11.8
Phoenix 2,612 134 B oS 4 0.6 - - 2,689 11.5
AST Reszarch 1,013 5.1 - - 1 1.6 - - 1,024 44
Tandon 506 25 387 159 - - - - 893 33
Twody 876 44 1 - 4 06 -~ - 881 33
Compuadd 725 36 - - - - 9 3.1 8% 35
NCR 800 40 4 02 V] 1.7 4 13 820 35
Commodore 6 39 10 04 - - 6 20 ™m 34
Wy 675 34 - - 6 09 - - 681 29
Hewlett Packard 463 23 146 60 a7 6.8 1 03 657 28
ATAT m 19 105 43 8 26 B 310 587 25

538 27 - - - - - - 533 23

Unisys 2 ol 42 1718 R 46 ® (0 433 21
Dell 431 22 10 04 » 37 - - 467 20
DEC 217 1.1 217 89 1 0.1 - - 435 1.9
Warg 194 10 176 72 n 39 - -~ 397 17
Anri 213 11 176 72 - - C- - 389 17
Other Customers 4358 221 69 _28 417 599 20 233 508 218
Total $19938 100.0% $2841  1000% S 695 1000% 5300 1000% $23314 1000%
Licensing $17,645 885% 82,139 87.6% $650 935% $300 1000% $20,731 88.7%
Packaged Product 22983 113 a2 R4 43 63 = —= 264 12
Total . $1993 1000% $2441  1000%  $695 1000% $300  1000% $23.374 1000%
Plan $16.165 s2272 51,363 $500 $20.298 i

|

}
MS-PCA 1188492 !

| | NFIDENTIAL
HIGHLY 4 ' o
CONFIDENTIAL

X 199659
CONFIDENTIAL

NEYeaS Jam o R




Net Systems revenues were $75.2 million, or 15% over the plan of $65.6 million. All revenue channels
had favorable variances. Inciuded in the number was an allocation of UPB ($9.6 miliion) and GAAP
adjusunent (negative $2.2 million). '

International OEM generated $3.5 million in excess MS-DOS revenues, offset by a shortfall in 0S/2
revenues. The major factors behind the MS-DOS variance were higher volumes reported by Epson
(674,000 units for $3.4 million against a plan of 357,000 units for $1.3 million), Mitsubishi (75,000 units
for $871,000 compared to a plan of 25,000 units for $333,000) and Nixdorf (30,000 units for $715,000
versus a plan of 3,800 units for $152,000). The OS/2 deficiency was primarily created by the following
individual shortfalls: Fujitsu ($373,000), Tatung ($338,000), Philips ($250,000), Schneider
Rundfunkwerke (§162,000) and Copam ($135,000).

The $3.1 million favorable variance from Domestic OEM is the net result of greater than plan revenue for
MS-DOS ($3.8 million) offset by lower revenue for OS/2 ($668,000). Contributing to the MS-DOS
variance were Phoenix Computer (74,000 units for $2.7 million against a plan of 38,000 units for $1.2
million), AST Research (57,000 units for $1 million against a plan of 35,500 units for $612,000),
Compuadd (28,000 units for $725,000 against a plan of 14,000 units for $440,000) and Atari (11,000
units for $213,000 against a plan of 3,300 units for $11,000). The major contributors to the OS/2 shortfall
were Zenith (295 units for $25,000 against a plan of 1,700 units for $145,000), Compaq (636 units for
$65,000 against a plan of 1,500 units for $150,000) and Hewlent Packard (367 units for $47,000 against a
plan of 1,100 units for $105,000). Intemational Retail's positive performance resulted from greater than
plaaned sales of packaged MS-DOS, parnicularly the Portuguese version ($1.4 million versus $130,000).
The $1.3 million favorable USSMD variance resulted from higher sales of Windows 386 (25,400 units for
$2.3 million against a plan of 12,700 units for $1.1 million).

A factor in the favorable revenue variance was the allocation of a portion of UPB and the GAAP adjustment
(UPB and GAAP for both Domestic and International OEM are allocated 60% to Systems and 40% to
Networks). UPB results from due on signings and minimum commitments from OEM license agreements,
many of which pertain to Systems products. The GAAP adjustment is an accrual for royalties eamed
during the quarter but not yet reported, net of deferred revenue relating to billings prior to product
acceptance (refer to Domestic and Intemational OEM channe! discussions for further information).

Cost of revenues was $574,000 greater than plan, but as a percentage of net revenues was slightly less than
plan (8.6% versus 9.0%). Interms of dollars, the main factor affecting this variance was the high volume
of packaged product sales (MS-DOS and Windows), parially offset by reduced OS/2 royalty expense
associated with below-plan OS/2 sales. In terms of percentage, the decrease can be explained by favorable
licensing variances in the OEM channels and by the net positive variance in the allocation of UPB and
GAAP. Such revenue increases are esseatially free of additional costs.

The Systems commodity incurred lower operating expenses than were budgeted, primarily due 1o less than
anticipated payroll expenses ($1.3 million) and third-party development expenses ($1.2 million). The
$261,000 favorable research and development allocation variance resulted from the Intematonal R&D pool
(aka localization) being under plan. The sales and marketing allocation was also less than plan as a result of
fewer non-commodity specific costs incurred by the International Retail, USSMD and Domestic OEM
channels, parrially offset by a greater amount of such expenses incurred by the International OEM channel.

In summary, favorable variances in revenues, operating expenses and allocations, with only a proportional
increase in cost of revenues, produced a burdened operating income of $42.8 million, or 40% over the plan

of $30.6 million.
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Peripheral { A ies G (SPAG)
The condensed burdened operating income statement for SPAG for Q90-1 follows (in thousands):

Actual Plag Narlance
Net reveoues 525291 100.0% SILERE  1000% $3an
Cost of revenues 12,220 433 10,653 48,7 (1.567)
Operating expeases 2257 89 2,643 12.1 386
Allocations - Reseasch and development 217 09 254 12 Ly
Allocations - Sales and marketing 4,843 19.1 53554 253 m
Allocations - General and administralive 20 P X { 220 18 )
Bundened operating incotoe (loss) 85,557 220% $2562  _11.71% $2,995 -

SPAG revenues by channel for the quarter were as follows (in thousands):

: Actual Plun Yarilance
USSMD $13,44] 53.1% $10,689 48.8% §2,752
Iniernational Retail 11,389 470 11,443 523 446
Domestic OEM 686 2.7 398 18 288
Inieroational OEM - - 140 05 (140)
Adjustments ~LUN 28 {188) 89 —83
$25 !297 ‘l__g)=°ﬁ $21 !!86 ;&“ 51_,_5_1_1

In terms of revenue generation, SPAG's leading products (compared with plan) for the quarter were as
follows (dollars in thousands)

—_——Actua) Plan___ Variance
Serial Mouse 176261 '$16,332 146,706  $14,180 $2,152
Bus Mouse 83,156 7,853 93,274 762 231
OEM Mouse 44,915 ~Los2 10,000 208 344
$25.237 $22,010 $327
Percent of SPAG net revenucs - 100% 101%

Fueled by the simultaneous release of the 400 ppi Mouse in the US and Europe, net revenues of $25.3
million exceeded plan of $21.9 million by 16%. Although hampered by raw material shortages, SPAG
continues to enjoy strong demand for its Mice. In addition to the retail mouse, the OEM Mouse greatly

exceeded plan. This favonb!e variance is due to a concentrated effort to increase penetration in the OEM
market.

USSMD revenue of $13.4 million was $2.7 million above plan. The variance was pnmanly due to strong
sales of Mouse SKUs with Paintbrush. International Retail revenue of $11.9 million exceeded plan of
$11.4 million by $446,000. Inernational Retail represented 47.0% of Q90-1 net revenue versus plan of
52.3%.

Cost of revenues was $12.2 million, 48.3% of net revenues, versus plan of $10.7 million, 48.7% of
planned net revenues. Product costs at 42.9% of net revenues approximated budget of 42.4%. Favorable
product cost variances in both the USSMD and International Retail channels were offset by higher than
planned product casts from Domestic OEM. Non-product costs, included in cost of revenues, were 5.4%
of net revenues ($1.4 million) compared to budget of 6.3% ($1.4 million). Unfavorable inventory
adjustments associated with the obsolescence of the Mach 20 were offset by lower than planned allocations
of manufacturing and distribution expenses. Royalties were also favorable due 10 below forecast sales of

Mouse SKUs with Easycad. | MS-PCA 1188 494 |'
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SPAG operating expenses for Q90-1 were $2.3 million, 8.9% of net revenues, compared to a plan of $2.6
muliion, 12.1% of planned net reveaues. Favoradle variances in product Jevelopraend (3226.663),
marketing ($53,000) and payroll ($53,000) accounted for the majority of the variance. A significant
variance in miscellaneous development ($418,000) was partially offset by an unfavorable variance in

code ($180,000 related to a two month acceleration of amortization of PC Paintbrush 4.0 from
Zsoft). Actual marketing of $518,000 was $673,000 below plan, primarily due to a decision to delay
marketing of the 400 ppi Mouse in order to allow the US channel to sell through existing inventcry of the
older version. As a result, an accrual of $620,000 was made to offset the effects in future quarters. The
payroll variance is due to headcount ramping up at a slower rate than anticipated in the budget.

Allocations- to SPAG of $5.3 million were under plan of $6.0 million. Allocations were 20.8% of net
revenues, compared to a plan of 27.5%. Favorable allocations from International Retail ($379,000) and
USSMD ($320,000) were primarily responsible for the variance, ’

Burdened operating income for Q90-1 of $5.6 million far exceeded projected operating income of $2.6
million. Vigorous sales of the new 400 ppi Mouse were the primary causes of the strong operating results.

Hinuy
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Languages
The condensed burdened operating income statement for Languages for Q90-1 follows (in thousands):
Actual ‘ Plan Varlance
Net revenues - 12973 100.0% S1L178 - 1000% $1,795
Cost of revenues 4,032 311 3,045 272 87
Operating cxpenses 3,943 304 4,382 43.7 93¢
Allocations - Research md development 436 34 552 49 116
Allocations - Sales and markeling 2,733 21.0 3,126 280 k2]
Allocations - Geoeral and administrative 335 28 388 a3 kls)
Burdened opersting income (loss) $ 14 11.3% $ (192 0% $2.286

Language revenues by channel for the quarter were as follows (in thousands):

Actual Plan Variance
USSMD $7,366 568% $5374 48.1% $1,992
Intemational Retail 5,598 432 6,090 545 492
Domestic OEM 329 25 » 08 240
Ioernationat OEM 105 0.8 &6 06 »
Microsoft University 1 - 0 - 1
Adjustments J426) A3 (44 40 1
$12,973 100.0% $11,178 100.0% $1.795

Net revenues for Q90-1, at $13.0 million, were $1.8 million above plan. In terms of revenue generation,
the product group's leading products (compared with plan) for the quarter were as follows (dollars in

thousands):
Actual Plan Yarlance
Aszal Plan Units Revenue LUnits Revenue
1 ] ProC 32,859 $5,493 19,827 $4,757 $ 16
2. 2 Pro Fortran 6,883 1,580 7029 1,553 b4
3 3 Quick C 20,786 1,137 19,995 1,206 €9)
4 4 Macro Assembler 11,141 931 9,186 834 9
5 - Foran Update 7.810 814 6,000 10 [
$9,955 33,860 $1,095
Percentage of Languages et revenues % 9%

Plan #5 - Pro Cobol (3763)

Once again Pro C, with sales of $5.5 million, was the top-selling Language product, representing 42% of
the product group’s net revenue. This occurred in spite of the slippage of version 6.0 until Q90-3. The low
revenue per unit is the result of 15,767 units sold through the Domestic OEM channel at $9.63 per unit
compared to its plan of 1,750 units at $50.00 per unit Pro Fortran sales continue to be strong, slightly
above plan in revenue but below plan in units. Although Quick C revenue was 6% under plan, it increased
44% over Q89-4 revenue. A significant backlog of Macro Assembler orders at the end of Q85-4
contributed to its current higher than planned revenue. In an encouraging look at OS/2's future, it is
noteworthy that revenues from Presentation Manager Tool Kits and Softsets were $595,000 compared 10
plan of $62,000, (2,999 units against 2 plan of 795 units).

As a percentage of net revenues, cost of revenues was 31.1% ($4.0 million) compared to a planned 27.2%
($3.0 million). Product costs were 22.6% of net revenue compared with a budget of 19.5% of net -
revenues. USSMD product costs were 20.0% of net revenue compared to a budget of 16.4%, while
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International Retail product costs were 25.4% compared to a budget of 21.3%. The unfavorable USSMD

roduct cost was the result of several unrelated incidents. Product costs were significantly higher than
expecied for the Pro Fortran and Quick C updates and revenue exceeded forecast for the lower margin
Quick products, Quick C and Quick Pascal. Finally, the introduction of C Compiler 6.0, with product costs
of 11%, slipped umil Q90-3. As a resuli, C Compiler 5.1 is still shipping, representing 42% of net
revenues with a product cost of 19%. Intemational Retail product costs were negatively impacted by sales
of low margin updates in excess of plan. Updates were forecast at 8% ($885,000) of net revenues, while
gcrual was 12% ($1.6 million). Non-product costs included in the cost of revenues were 8.5% of net
revenues ($1.1 million), compared to a plan of 7.7% ($869,000). The variance is due to greater than
anticipated obsolescence (primarily Quick Basic), rework charges to convert C 5.1 updates to finished
goods and higher than expected manual costs for Pro C and Quick C.

Languages operating expenses for Q90-1 were $3.9 million, 30.4% of net revenues, compared to a plan of
$4.9 million, 43.7% of net revenues. Favorable variances occurred in third-party product development
($307.000), payroll ($251,000), recruiting ($126,000) and several other expense categories.

The favorable variance in third-party product development is primarily due to below planned spending by
KK and Ireland [PG. The favorable variance in payroll is due to headcount ramping up at a slower rate than
forecast. The recruiting variance is due to lower than anticipated relocation costs. Marketing, with a net
favorable variance of $63,000, consisted of a $278,000 favorable variance in actual spending, offset by a
marketing accrual of $215,000,

Allocations to Languages of $3.5 million were $542,000 under plan. As a percentage of net revenue, total
allocated expenses were 27.0% compared to a plan of 36.2%. Nearly every allocated expense category was
ur_xder plan, the most significant being Intemational Retail ($196,000) and USSMD ($183,000).

The Q%0-1 burdened operating income for Languages was $1.5 million, 11.5% of net revenues, compared
to a planned loss of $792,000, -7.1% of net revenues. The $1.8 million favorable variance in net revenues,
combined with favorable operating and allocated expense variances, more than offset the unfavorable
variance in cost of revenues. )
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Books ,
The condensed burdened operating income statement for Books for Q90-1 follows (in thousands):
—S0tual —blan Yarlance
Net revenucs . st 1000% saim 100 0% $(69)
Cost of revenues . 1,484 488 1,454 46.3 : (30)
Operating expenses 1,283 4.2 1,588 L1 8} 305
Allocations - Geoeral and adminisorative  _ 148 49 164 33 16
Burdened operating income (loss) SAZQ A4.1% 5_(99) £32)% 22

Books revenue by channel of distribution for the quarter were as follows (in thousands):

—Astual —Fhn____ Xarlance
Press $2,888 95.1% $3,107 100.0% $(219)
International Retail k. 1.1 - - N
Domestic OEM 1 0.0 - - 1
Adjustrments 3 a8 —_ 00 s
$3,008 100.0% 3,107 00.0% $69)
The product group's ten leading revenue generating titles, compared to plan, for the quarter were as follows
{dollars in thousands):
Actua} —Plan_ NMarlance
Uniis Revenue Lhin Revenye
Rupning MS-DOS-4th Edition 43,409 $ 564 49,500 5 S68 $ (4)
Learn C Now 13,229 264 8,000 160 104
Movuse Programmer’s Reference 8,176 152 7,000 105 L1
Lears. DOS/Rutning DOS-4th Edition 3,570 117 - - 117
DBase IV: Command Reference 9,577 115 15,500 193 (78)
Word Processing Power-3rd Edition 9,654 109 8,500 «a 16
MS Quickbasic-3rd Edition 8,576 100 12,500 125 @5
MS Works on Apple Mac-2nd Edition 8,241 8 3,750 k1) &6
1990 Desk Calendar 9,514 . | 12,500 125 (44)
Prograroming the OS72 PM 4072 _13 4,100 63 A2
$1,658 . 515467 Sl_?__l
Percentage of Books' net revenues g% 4‘=7%

Book net revenues of $3.0 million were below plan of $3.1 million by 2%. The revenue shonfall may be
arributed to several things. Despite shipping all forecasted titles during the quarter, orders for new titles
were substantially lower than initially projected. This trend is expected to continue but should act to reduce
the rate of rewrns in future periods. Returas continue to be higher than projected, Q90-1 rerurns were 27%
of domestic gross revenues. The return levels, however, appear 1o be decreasing (from 47% in July to 16%
in September) and should be less significant in future periods. Finally, this was the first quanter in which
sales to retail computer stores were made directly by Press and not through the USSMD sales channel. The
transition resulted in the loss of almost a month's sales. By September, the switchover was complete and
all accounts that were previously sold through USSMD are moderately exceeding the previous rate of sales.

The top ten titles contributed $1.7 million (55% of net revenues) against 2 plan of $1.5 million (47% of net
revenues). Running MS-DOS 4th Edition once again topped the charts with sales of $564,000 or 19% of
Books' net revenue (48,409 units). Leaming DOS/Running DOS, an application software product bundled
with a book, represented 4% of net revenues. This is significant because the bundle represents a new
method of reaching end-users with combined Microsoft products. The bundle is still in the test phase and is
being offered on a trial basis. '
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Cost of revenues were $1.5 million, 48.8% of net revenues, compared to a plan of $1.5 million, 46.8% of
net revenues.  Product costs as a percen: of net revenues were 18.5%, approximating a plan of 19.3%.
Non-product costs, included in cost of revenues, were $921,000 (30.3% of net revenues) against a plan of
$854,000 (27.5% of net revenues). Inventory adjustments were over plan due to an increase of $110,000
in the reserve for obsolete inventory. The increase was made in andcipation of destroying slow-moving
titles prior to the move to a new distributor (Harper & Row notified us they would be terminating the
relationship at the end of the current contract). Freight, shipping and other were over plan as a result of a
change in Harper & Row's policy to give customers free freight (the actual cost of this decision will not be
known until the end of October, when the September sentlement statement is received). Royalties were
$135,000 under plan as a result of sales mix favoring non-royalty bearing titles. Finally, inter business unit
royalties of $61,000 were not forecast. The majority of the inter business unit rayalty was to the Entry
Business Unit for the Learning DOS/Running DOS bundle.

Operating expenses of $1.3 million were below plan of $1.6 million by $305,000. Significant favorable
variances occurred in marketing ($136,000 versus plan of $278,000), third-party product development
($162,000 versus plan of $231,000), and payroll ($437,000 versus plan of $460,000). Marketing is below
projected levels due to a decision to cancel a direct mail effort, slated for September, and implement an
overall reduction in marketing due to unfavorable revenue results. Product development’s favorable
variance may be attributed to a reduction in the use of third-party product development. Payroll had a
favorable variance of $23,000 due to delays in hiring approved headcount. The only unfavorable variance
of significance occurred in professional fees ($28,000 actual versus plan of $12,000), resulting from
consultants that were hired to assist in decisions related 1o choosing a new distributor.

Allocated expenses of $148,000 (4.9% of net revenues) were slightly lower than plan of $164,000 (5.3%
of net revenues). .

In summary, Q90-1 burdened operating income of $123,000 (4.1% of net revenues) was well above the
anticipated burdened operating loss of $99,000 (-3.2% of net revenues). Despite the revenue shorfall and
cost of revenues that were marginally above plan, the significant favorable variance in operating expenses
was enough to create the favorable resuits. Q90-2 burdened operating income of $491,000 will be
considerably more difficult to achieve. The planned change in distributors from Harper & Row to Ingram
Publishing Services may create a temporary decrease in revenues, and will also create a significant
unplanned expense related to the transfer of inventory.
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Xenix

Tne condensed burdeaed opeiating incoie statzient for Xenix for Q-1 foilows (iu thousands):

—Actual —~——2Plan ___ Narjance
Net revenues 2309 100.0% $1.889 1000% $420
Cost of revenues . 1,164 05 756 4.0 (408)
Operating expenses 108 47 : 120 63 . ©
Allocations - Sales and marketing 135 58 152 8.1 17
Allocations - General and adminisrative 19 08 2 11 2
Burdened operating income S _883 38.2% 3_840 H3% 5,43

Xenix net revenues by channel for Q90-1 were as follows (io thousands):

—Actual ———Plan ___ Yariance
Domestic OEM $2,082 902% $1,876 99.3% $206
International OEM 221 L2 13 2 214
$é309 100.0% $1 !589 100.0% S-léo
Table of significant OEM customers (in thousands):
—Adtual ——blan____ Yarlance
SCO $1,614 775% $1,610 85.9% S 4
Alos 21 10.1 254 13.5 43)
loteractive Systems 154 74 - - 154,
AT&T 2 1S - - ©
IBM 2 12 ~ - M
Other Customers - -4 23 12 s a8
Total Domestic 52!082 100.0% 515876 100.0% Sg
Siemens AG $13%6 59.9% $6 46.2% $130
Triumph Adler &8 30.0 - had &
Other Customers 23 101 1 28 16
Total Internatiopal 277 100.0% MK 100.0% $2i4

**Customer not individually forecasied.

Domestic OEM generated $206,000 of the product group's total $420,000 variance. SCO was right on plan
with revenues of $1.6 million. Interactive Systems provided $154,000 in unplanned revenue, with the
remainder of the variance generated by AT&T, IBM, Tandy, and Zenith Data. Most International OEMs
were not forecasted to generate Xenix-based revenue since they have migrated to SCO. However, Siemens
continues to license directly from Microsoft and contributed $136,000 in revenue against a plan of $6,000.

The $408,000 unfavorable variance in cost of revenues was due to an increase in Xenix-related royalty
expense comresponding 1o the greater than anticipated volume, combined with a shift in product mix to
higher royalty-bearing versions.

Operating expenses were 10% below plan due primarily to a favorable payroll variance ($14,000) stemming
from headcount levels at 50% of plan. Unfavorable variances of bad debt expense ($7,000) and taxes
(86,000) were a direct result of the favorable revenue variance. All allocation pools were at or under plan
with Domestic OEM creating the $15,000 sales and marketing variance, )

3

In summary, the favorable revenue, operating expense and allocated expense variances, partially offset by
increased cost of revenues, resulted in a burdened operating income of $883,000, or 5.1% above the plan

of $840,000.
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Senvices
The condensed burdened operating income statement for Services product group for Q90-1 follows (in
thousands): :

~ACtual —Flan ___ Yarlance
Netrevenues SLN6 1000% $2252 100.0% 5(326)
Cost of revenues k73] 272 847 376 k3 )
Opersting expenses 1,811 94.0 1535 682 (276)
Allocations - Sales and marketing 1,021 530 1209 536 188
Allocations - General and administrative ~ _ 223 L8 242 dos 8
Burdened operating (loss) $(1,652) (85.8% $(1,581) (1025 s_(1)

Services net revenues by channe! of distribution for Q90-1 were as follows (in thousands):

—Actual ____ —tan ___ Varlance
Microsoft University ) $1,205 626% $1,389 61.7% $(185)
Product Support Services 38) 19.8 k¥ ¢4 145 5
lnternational Retail 264 137 & 30 195
Interoational PSS 18 09 342 15.2 (329)
latcrostional OEM 2 0.1 - - 2
Interostional MSU - - 130 53 (130)
Adjusiments (1] 31 - - ()
Rebaies 4 £02) ] 22 —_

51,926 100.0% $2,252 100.0% $(326)

The Services product group primarily consists of two product types: Microsoft University (MSU) courses, .
which are training seminars on a wide range of Microsoft products aimed at ISVs and other software
developers, and Microsoft OnLine, an on-line technical assistance subscription service. Revenue related to
MSU courses is recognized upon completion of the course. OnLine revenue recognition is tied to the
customers’ utilization of the system. In addition, the subsidiaries generate Services revenue via
miscellaneous training courses given w dealers, distributors and end-users, as well as through local OnLine
service.

The Services product group experienced a net unfavorable revenue variance of $326,000. MSU chaanel
revenues were under planned revenues by $185,000, primarily due to low attendance in LAN Manager and
SQL Server classes. PSS's OnLine produced revenues of $381,000 which were $54,000 over plan. The
International PSS channel had a negative variance of $324,000, due to the delay in implementing the -
International OnLine service. No revenue was generated by the International MSU channel (the plan called
for $130,000). The Internationa! Retail channel experienced a positive variance of $195,000 due to
increased training activities and imprecise channel accounting in the subsidiaries.

Cost of reveaues incurred a $324,000 favorable variance, primarily due to the International PSS OnLine
product being delayed. Operating expenses for the quarner of $1.8 million were $276,000 over plan. This
resulted from unfavorable variances in administrative services ($109,000) and marketing ($205,000). Sales
and marketing allocations were $187,000 under plan due to favorable expense variances within PSS
operations,

In summary, unfavorable variances in revenues and operating expenses, only partally offset by lower cost
of revenues and allocated expenses, resulted in a burdened operating loss of $1.7 million, $71,000 greater
than planned. Services is planned to incur a loss in each quarter of the fiscal year.

i
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Netw

The condensed burdened operating income statement for Networks for Q90-1 follows (in thousands):

—JAgtual —llan Xarlance |
Net revenues S163Q 1000% $1380 100.0% 270
Costof revenues Y] 10 91 39 213
Operating expenses 5123 670 5291 na 168
Alocations - Research and development 459 6.0 597 i1 138
Allocations - Sales and marketing 385 50 391 53 [
- Allocations - General and administrative 03 40 330 45 n
Burdened operating income $1,302 11.0% $ 480 6.5% $822
Networks net revenues by channel of distribution for Q90-1 were as follows (in thousands):
—Astual Yarlance
Domestic OEM $2,433 319% $2,698 36.6% S (265)
Interational OEM pal] 29 962 13.0 mn
International Retail 18 02 iy i 4 10 59
Subtotal 2,676 35.0 3,737 50.6 (1.061)
Adjustments (incl. GAAP and UPB) 4974 £50 3641 494 R
Total 37,650 100.0% 51380 100.0% $_270

In terms of revenue generation, the Network product group's leading products (compared with plan) for the

quaner were as follows (revenue in thousands):

Actual_ ——Rlan
Actual Plag —Lnis Revenue —Lnits Revenue
1 2 MS-Net 59,594 $1,537 39,156 $1,104
2 1 LAN Mmager 2,806 1,104 6962 1,960
3 3 Other* 34 35 251 _§16
2676 S8

*Actual figures are primarily LAN Manager updates.
Plan figures are primarily SQL Server.

Networks revenue exceeded plan for the quarter by $270,000 as a result of an allocation of UPB (56.4
million) and GA AP adjustment (negative $1.4 million), which outweighed shontfalls from the Domestic
OEM, International OEM and International Retail channels.

In the Domestic OEM channel, revenues from LAN Manager and SQL Server were under budget by
$286,000 and $575,000, respectively. This was partially offset by a favorable $590,000 variance for MS-
Net. The favorable MS-Net variance (48,000 units against 2 plan of 26,000 units) resulted from higher
revenues from Digital Equipment Corporation (25,000 units for $846,000) and AT&T (877 units for
$176,000). The LAN Manager shortfall stemmed from a net correction by IBM which resulted in -232
units for -$46,000 versus a plan of 3,000 units for $600,000 and below plan performance by Ungermann
Bass (90 units for $39,000 against a plan of 200 units for $95,000). These variances were partially offset
by unbudgeted LAN Manager source code fees from Data General ($250,000) and Digital Equipment
Corporation ($125,000). Ashton Tate reported 28 units of SQL Server for $12,100 against a plan of 2,500
units for $588,000.

The Intemational OEM channel was $737,000 under plan because of LAN Manager and MS-Net variances.
Acer, Apricot, Mitac, Olivetti, and SMT Goupil all reported zero units of LAN Manager against a combined
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plan of 1,080 units for $480,000. International Retail reported a $59,00C shontfall owing to the lack of
p)anned sales of LAN Manager NDKs ($77,000), partially offset by unplanned SQL server revenue
($16,000).

A factor in the favorable revenue variance was the allocation of a portion of UPB and the GAAP adjustment
to the Networks commodity (UPB and GAAP for both Domestic and International OEM are allocated 60%
to Systems and 40% to Networks). UPB results from due on signings and minimum commitments from
OEM license agreements, many of which pertain to Networks products. The GAAP adjustment is an
accrual for royalties eamed during the quarter but not yet reported, net of deferred revenue relating to
billings prior to product acceptance (refer to Domestic and International OEM channel discussions for
further information).

Cost of revenues was negatively impacted in the Domestic OEM channel because of expenses relating to
LAN Manager updates. Costs were also higher than planned, owing to unbudgeted manufacturing variances
($39,000) and inventory adjustments resulting from the scrapping of obsolete inventory ($12,000).
However, these were outweighed by a $276,000 favorable variance in royalty expense related to LAN

- Manager. Operating expenses were lower than plan by $168,000. The most significant favorable variance
was that of payroll ($1.9 million against $2.3 million planned), which is directly related to headcount
figures (148 actual versus 170 planned). This was partially negated by unfavorable variances in
professional fees ($160,000) and supplies and equipment ($129,000). The $138,000 favorable variance in
research and development allocations resulted from the Systems Development and International R&D pools
being under plan. '

In summary, favorable variances in all categories resulted in a burdened operating income of $1.3 million,
. 171% over plan. As a result of the UPB allocation, the Networks commodity incurred its first profitable

quarter.
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The condensed burdened operating income statement for Systems Journal product group for Q90-1 follows

(in thousands): ‘

—Attual ~litn Varlance
Net revenues . 3266 100.0% $ 288 100.0% $(19)
Cost of revenues 152 572 158 554 - 6
Allocations - Genera! and administrative 22 A2 24 L4 2
Burdened operating income (loss) 8112? 42.0)% S@ (85.2)% 3&

Microsoft Systems Journal net revenue for Q90-1 was $266,000, 7% below plan of $285,000. The
unfavorable variance was due to a subscription base of 43,000 subscribers at the end of Q90-1 compared to
plan of approximately 44,000 subscribers. Currently, the average renewal rate is 44%, down slightly from
the Q89-4 renewal rate of 50%. The average rate was lower than plan due to On-Line subscribers and
Microsoft subsidiaries renewing at a lower than expected rate,

Cost of revenues was $152,000 versus a Plan of $158,000. Cost of revenues was 5$7.2% of net revenues,
slighty above plan of 55.4%.

Operating expenses for Q90-1 were $204,000 compared to a plan of $346,000. The most significant
favorable variances were in marketing ($89,000), third-party product development ($27,000), payroll
($12,000), and postage and freight ($10,000). The marketing variance can be attributed to delays in
marketing efforts which are now expected to occur later in FY90, The product development variance was
due to lower than planned expenditures on illustrations and freelancers. The payroll variance is due to
below forecast headcount. The postage and freight variance was the result of sliding a foreign direct
mailing unt! October, ‘

Allocated expenses for Q90-1 of $22,000 approximated a plan of $24,000.
In summary, the burdened operating loss for Q90-1 was $112,000, significantly less than the anticipated

loss of $243,000. The variance was a result of operating expenses that were substantially lower than
originally projecied. A majority of the operating expense variance will likely be absorbed in Q50-2.
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Multimedia

The condensed burdened operating income statement for Multimedia for Q90-1 follows (in thousands):

——Altual___ . ——Rlan____ Yariance
Net revepues $ 240 100.0% $ 243 100.0% $(205)
Cost of revenues A 127 ] 199 L]
Operaling expenses 1,589 662.5 1950 4384 361
Allocatioos - Sales and marketing 190 79.1 212 478 2
Allocations - Geoeral and administrative 126 28 138 3058 _l10
Burdened operating income (loss) S(_l_é9=6) gO‘M?% 841!9422 (436.5!% H 2;2
Multimedia net revenues by channel for Q90-1 were as follows (in thousands);
—Actual ~Plan Varlance
USSMD $7S 312% $461 103.7% $(386)
{nternational OEM 2] 311 - - B
Ioterpational Retail 0 20.7 y ] 54 X
Domestic OEM 9 38 - - 9
Adjustments i Ji2 J40 (91 i
20 joow Wy looow @)

In terms of revenue generation, the Multimedia product group'’s leading products (compared with plan) for
the quarter were as follows (revcnue in thousands):

Actual ~Plan__ Yarlance

1 1 Programmers Library 232 $6 1,479 3% $(310)
2 - DOS Extensions 41,577 ] - - 8
3 2 Bookshelf S%A “ 617 84 (40)
4 4 Stat Pack " 6 180 10 @
) 3 Small Business Consultant 8 3 180 J2 {9
26 s D)

Percent of Multimedia net revenues % 12_,9‘5

Multimedia net revenues for Q90-1 were $240,000, 46% below plan of $445,000. The revenue shonfall
resulted from below forecast sales on all products except DOS extensions. DOS Extensions, which was not
forecasted, contributed $84,000 to net revenues.

Revenue through the USSMD channel was $75,000 against a plan of $461,000. Revenue adjustments
contain an accrual for $62,000 in USSMD revenue derived from an agreement with Denon. Under this
agreement, Microsoft is bundling Programmer's Library with a Denon drive in an effort to get more CD-
ROM drives into the marketp.ace. Bookshelf is being offered at a reduced rate as pan of the same
promotion. Year-to-date, the promotion has generated $167,000 in sales through the USSMD channel.
The difference between this and actual may be atributed to heavy returns. Programmer's Library had 395
units retirned representing a $88,000 reduction in revenue. It appears the forecast greatly over éstimated
domestic demand for these products.

The unfavorable variance in USSMD revenues was partially offset by unforecast revenue through the
International and Domestic OEM channels ($75,000 and $9,000, respectively). Additionally, Interational
Retail exceeded plan by $26,000.
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Cost of revenues was $31,000, 12.7% of net revenues, compared to a plan of $89,000, 19.9% of net
fevenuss. Product costs were 6.8% of net revenuss against 2 plan of 4.8%. Non-product sosts wers S.9%
of pet revenues versus budget of 15 1%. The most significant favorable variance was in manufacturing and
distbution allocations (-$2,000 actual versus plan of $39,000). This occurred as a result of a credit for
pon-specific manufacturing allocations in the USSMD channel. Another factor contributing to the low cost
of revenues was royalties at 2.9% of net revenues, in contrast  plan of 6.5%. The low royalty rate was
due to the fact that 35% of net revenues were generated from the non-royalty-bearing DOS Extensions.

Operating expenses, at $1.6 million, were 19% below plan of $2.0 million. The largest favorable variances
occurred in third-party product development ($227,000), travel and entertainment ($93,000), and payroll
($75,000). The favorable variances were partially offset by a $57,000 unfavorable variance in marketing.
The favorable variance in product development was the result of a continued trend away from the use of
contract developers, while the travel and ententainment and payroll variances are the result of below forecast

" headcount. The unfavorable marketing variance may be attributed to expenses related to the 1989 CD ROM
Conference that continue to trickle in.

Allocated expenses of $316,000 (131.9% of net revenues) were below forecast of $348,000 (78.3% of net
revenues). Allocations from USSMD, $19,000 below plan, and Administration, $10,000 below plan,
comprised the majority of the favorable variance.

In summary, the burdened operating loss for Q90-1 was $1.7 million, compared to the planned loss of $1.9
million. Although revenue was significantly below plan, all other elements of Multimedia's profit model
experienced favorable variances. With the projected continuation of heavy returns and revenue that is likely
to fall short of plan, Multimedia will need to continue streamlining forecasted operating expenses in order to
improve upon the projected Q90-2 burdened operating loss of $2.0 million.
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3 YEAR PLAN
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WICROSOFT CORPORATION
< REVEMUE PROJECTIONS

GRUS=
-HREE YEAR PLAN 1990 THRU 1992
(mWw) LR INEY
PLAN PORBCAST PORECAST FY®H % FY%% FY9 % FYR2 %
3 FY89 FY 90 Ya FYN locrease  Increase  Increase  Incrcusc
e —
CORPORATE 36N 10748 184,584 131205 37.0% W04%  289% 0%
USSMD 250,264 153259 474,466 2108 UM 4% W% 2%
INTL RETAL 300,684 4,048 553,290 76,64 416% “A4%  HA%  NOR
WORLDWIDE RETAIL 550,948 787,904 1,057,756 1,406N %2% HO% | U22B NOR
LS OEM ) 114334 12,7 138,200 167200 149% 6.9% 126%  20%
INTL OEM 18,797 133,686 149,000 173.200 B2% A% 15% 16.2%
WORLDWIDE OEM 253,631 256464 287200 340,400 408% 11% 12.0% 1854
OTHER 195,092 29,330 39,628 43754 13.6% 9%  MIB  DO%
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MICROSOFT CORPORATION

USSMD GROSS REVENUE PROJECTIONS

THREE YEAR PLAN 1950 THRU 1992

(In Thousands) 21-0c1-K%

PLAN PORECAST PORECAST FY89 % FY0% FY91 % FYN %

FY 29 FY %0 Yyl PFY 2 Increase Increase  locrease  Incrcase
USSMD 250264 153889 474,466 627028 UT%  A14% MI%  N2%
; |
HARDWARE 46,989 53,448 s20m 61024 0% B 26%  112% !
LANGUAGES BMm 20,505 23,605 40,153 208% 213%  102%  195% i f
MULTIMEDIA 808 330 an 17726 1805%  3102%  246% 3% !
* [}
i
SYSTEMS 16571 3129 45318 4“4955 626% 888% MB% 0.8% i
I
APPLICATIONS 160,242 235314 39355 31 R%®  464%  MI% WS% :
. i
OTHER 1,186 0 [ [ -95% 2a na ra :
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MICROSOFT CORPORATION

[NTI. RETAIL GROSS REVENUE PROJECTIONS

THREE YEAR PLAN 1990 THRU 1952

(in Thousands) 2)-Oc1-89

PLAN PORECAST PORECAST FYH8 % FYN% FYN% FYN %

FY 89 FY %0 FY9l FY "2 Increase Increasc  Incresse  Increase

INTL RETALL 300,684 AUDS 583,290 76,644 6% MA%  WA® %6%

HARDWARE 618 60240 0201 84,981 @as%  %5%  168%  208%

LANGUAGES UM 313 296M 42197 09%  266% 6% 215%

MULTIMEDIA 1% 131 152 210 6% 2%  160% 2%

SYSTEMS 41360 $5.257 N4 94,600 A% V6% W3%  324%

APPLICATIONS 184,990 286,485 401,307 568,112 S8S%  S49%  401%  416%

OTHER 1253 621 95 43 06%  665%  -%A%  31S%
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TAX MATTERS

" - For the first quarter of fiscal year ended June 30, 1990, the spread on stock
options exercised equaled $12.9 million. The spread continues to reduce the amount of federal and state

estimated taxes Microsoft is required to deposit quarterly and the amount of tax due annually, -

*Onick” - Due to the large amount of dividends paid at the end of FY 89 to Microsoft
Corporation by its foreign subsidiaries ($33.5 million) and the related tax credits ($34.8 million), Microsoft
was able to ask for a "quick” federal refund of $11.5 million in July. Using the latest technology available
10 taxpayers, the refund was wire transferred from the U.S. Treasury to Microsoft which dramatically
sccelerated our receipe of the funds. :

- We have extended the due date for the federal and state income tax rerurns for the
fiscal year ended June 30, 1989 from September 15, 1989 to March 15, 1990 (the date for some states
varies). We have completed a draft copy of these retrns, however some information must still be obtained.
The tax retums will be finalized in the beginning of the third quarter of FY 90.

i - The federal and state income tax estimates for the first quarter of FY 90
were filed on October 16, 1989 (the date for some states varies). These estimates were based on the draft
_ federal and state returns completed for FY 89. The federal and state estimates were for $3 million and

$61,000 respectively.
Forecasted Rate for Fiscal Year 1990 - Due to the potential delay of the commencement of operations in

Pueno Rico stemming from the destruction caused by Hurricane Hugo and Congress’ apparent failure to
extend the R&D credit beyond December 31, 1989, we decided for Q90-1 to provide taxes at a 32%
effective rate rather than the planned 30%. We will monitor this situation closely during the balance of the

fiscal year, but we do expect the FY90 rate to be very close to 30%.

R&D Proposed Regulations - As discussed last quarter the Internal Revenue Service issued proposed and .
final regulations dealing with the treatment of research and development (R&D) expenditures. On October '
10, 1989 we submitted formal comments on the proposed regulation to the Commissioner of Internal

Revenue. The date for the Public Hearing on these proposed regulations has been set for December 5,

1989. We will repont on the comments made at this hearing in the next Report.

Payroll Examinations - The federal and state payroll examinations will be completed during the second
quarter of FY 90. A complete report on the results of these examinations will be in the next Report.

State Examinations - The Virginia [ncome Tax examination for fiscal years 86 - 88 was closed during the
first quarter of FY 90. The total deficiency assessed was $18,768. A reserve was set up in excess of the

deficiency, so there was no income statement impact.

The Ohio Franchise Tax examination for fiscal year ended 1986 was closed during the first quanter of FY
90. The total deficiency assessed was $19,686. A reserve was set up in excess of the deficiency, so there

was no income statement impact.

An examination for Iilinois Income and Replacement tax is scheduled to start during the second quarter of
FY 90.
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puring the first quaner of FY 90 we started a California sales and use tax examination was started and is
still in progress. Micrusort has a sufficient reserve w cover this liability, so any deficiency would not have
an income statement impact. We anticipate this examination to be concluded during the second quarter of

" FY 90.

- As discussed in the last Report we are continuing to file tax returns in additional states
where we have sales and use tax liabilities. Currently we are in the process of adding District of Columbia,
[daho, Georgia, Nebraska, Nevada, New Jersey, North Carolina and Ohio.

i - On October 13 the Senate approved a "stripped down” version of the House of
Representatives budget reconciliation legislation (H.R. 3299). The Senate bill does not include much talked
about provisions such as IRAs, capital gains tax or the extensions of many expiring provisions. Members
of the House and Senate will meet in Conference Committee to reconcile the two bills. After that is
completed both the House and the Senate will vote on the agreement for final approval, We continue to
wrack all of these provisions and as final legislation develops will keep you informed.

INTERNATIONAL

Buerto Rico - A manufacturing tax exemption has been approved for Microsoft Puerno Rico, Inc. and is
awaiting signature by the Governor of Puerto Rico. It is anticipated that the Governor will sign.this
document within the next few days.

The Tax Department has been very active in planning for the new Puerto Rican manufacturing operations,
as there are some strict tax rules which must be met in order to obtain tax benefits. Microsoft Puerto Rico,
Inc. should be manufacturing in January.

Buerso Rican Statehood - Puerto Rican statehood will be up for a vote in 1991. The citizens of Puerto Rico

will vote at this time whether to become the 515t state, remain a commonwealth or to become independent of
the United States. Itis anticipated that it will be a close vote between statehood and commonwealth status,

Should the citizens of Puerto Rico vote for statehood, it will take several years for Puernto Rico to be
admitted to the United States. In addition, the tax credit associated with Puerto Rico's special staws would
be phased out over several years (the Puerto Rican government is suggesting a 25 year phase out). Thus,

since Microsoft Pueno Rico, Inc. would cover fixed and variable incremental costs and make a handsome

profit in the first full year of operations, the vots on Puerto Rican statehood does not affect Microsoft's
decision to manufacture in Puerto Rico.

Dividends - For purposes of Microsoft's U.S. income tax return, dividends paid by Microsoft’s foreign
subsidiaries must be increased by the amount of the foreign taxes paid or accrued. These amounts (in
thousands, below) have been calculated but are subject to change based upon translation rates in effect on
the date of payment for taxes accrued at the foreign subsidiary as of June 30, 1989 but paid after year end.

Amt Paid Taxes Total

SARL $12995 $15,045 $28,040

GMBH 14,968 12,693 27,661

SPA 1,461 1,994 3458

INC 1,802 2,181 3983

! KK ' 2326 _2.848 AT
TOTAL ssaész $34.758 568,310

e T —
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The $33.6 millibn in dividends paid includes the $26.3 million in dividends paid shortly before June 30 and
the talance whizh was paid earlier in FY £9,

In addition, under U.S. tax laws Microsoft IBV will be deemed to have declared a gross dividend (after
i inclusion of taxes) of $4.861 million. The tax credit associated with this deemed dividend will be $3.702.

Thus, total dividends from foreign subsidiaries amounts to $73.171 million and credits amount to $36.460
million. )

BEIC - A foreign corporation will be classified as a PFIC if 50% or more of its assets for the year produce
passive income. This computation is based upon the average value of the foreign corporation’s assets at the

subject to U.S. taxation immediately; however, the U.S. recipient is attempting to avoid paying U.S. taxes
- currently by delaying the declaration of the dividend, Thus, upon payment of a dividend from a PFICtwa

U.S. taxpayer, the U.S. taxpayer will pay taxes on the dividend received and will pay the U.S. government
interest.

Microsoft IBV avoided being a PFIC for FY 89 by placing a series of 1oans to the foreign subsidiaries
shontly prior to year end.

During the first quarter of FY 90 it was possible 10 avoid PFIC status through the use of a temporary
solution; however, it will be increasingly difficult for Microsoft IBV to avoid PFIC status. In order to
avoid the income siuatement impact of PFIC status, the Tax Department is looking at a number of tax
planning opportunities. One of the options being reviewed, is the possibility of creating a second

make an election to be currently taxed on its passive income. Thus, the corporation which becomes an
electing PFIC would avoid all interest charges because it would be currently taxed in‘the United States,
(Since Microsoft Corp. pays U.S. income taxes currently on this passive income, we would not owe any
additional taxes as a result of electing PFIC status.) The end result would be that Microsoft 1BV would
continue to defer U.S. taxation on past and future manufacturing profits. ’

Stock Oprions - The tax department has been working closely with key personnel at Microsoft GmbH . and
stock administration. A program has been developed which enables Microsoft GmbH to meet its German

withholding requirements and converts proceeds from stock options into Deutsche marks, if the employee
chooses to convert his stock to cash.

i - The tax department has worked closely with the controllers of Microsoft SARL and

New Emploves - Tracy Neighbors, formerly an International Tax Attomey with Emerson Electric in St
Louis, was hired to work with Mike Boyle in the international tax area,

- HIGHLY
CONFIDENTIAL 80

X 199684
CONFIDENTIAL

S-PCA 1188517
N ONFIDENTIAL ]

B Yol l oY e e g
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INSURANCE _MATTERS

There hzve been no changes in the Company's insurance program since the renewal of our coverages on
July - :

Eathquaks - The recent eanthquake in California raises the question of its impact on our activities there.
GBU has reponed minimal damage. The new building where GBU is scheduled to move in November
suffered no damage and will be ready on time.

The building where USSMD's Santa Clara sales office is located, suffered some structural damage, and
damage to Microsoft property located there is not yet known. However, we do not have a large
concentration of values at this location. Neither of these building is owned by Microsoft.

Generally, Microsoft does not carry earthquake coverage on its domestic properties. The buildings at
Corporate Campus have been built o meet modern codes; thus, it is felt that structural risk is minimal. $50
million in earthquake coverage has been purchased on the M&D facility because of its expansiveness and
minimal roof supports. Chubb Insurance group includes earthquake protection on all EDP equipment it
covers outside the State of California.

On an Intemational basis, the Corporate Difference in Conditions coverage purchased for the subsidiaries
(except Canada) includes earthquake coverage at a $20 million limit ($4.5 million in Japan).

Expansion: - Recent acquisitions and operation expansions have been incorporated into our existing
program.

Apple Lawsuit - Discussion are presently underway with our General Liability carrier, Chubb Insurance
Group, regarding reimbursement of defense costs relating to the apple Lawsuit. It is Microsoft’s position
that such defense coverage is afforded under the Advertising Liability portion of the coverage. To date,
bills totaling $1,327,000 have been submitted to Chubb. Chubb has not yet accepted responsibility for this
defense, but we feel our position is a strong one.
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FACILITIES REPORT

Microsoft coatrols approximately 155 acres of land at Corporate Campus afier the completion of the
Séptember 1989 East Tech purchase from MONY (see below). With the addition of the East Tech
Buildings, now owned by Microsoft and renumbered accordingly, coupled with the completion of
Buildings 11 and 11a, 780,610 square feet of building space is currently managed and occupied. To
continue with the dynamic growth of Microsoft, Buildings 10, 16 and 17, a combined total of 468,000
square feet, are currently under development.

LAND ACQUISITIONS

Purchase of the MONY (Mutual of New York) property, located in the northeast coner of Corporate
Campus (now referred to as Phase V), closed the beginning of September at 2 negotiated price of $18.250
million. Microsoft occupies 83,430 square feet of the total 137,873 square feet located atthe  East Tech
complex, now Microsoft Buildings 12 - 15. (See site plan)

, the wooded "square” located at the northeast corner of the MONY land, consisting
of 1.79 acres (now referred to as Phase V), closed in early October, 1989 at a negotiated price of $650,000.
(See site plan)

Currently, parcels of land located immediately adjacent to exiéu'ng Microsoft property are being monitored
for. possible changes in ownership, buyer/seller activity and market conditions.

MICROSOFT PLACE

The office park in which Microsoft Corporate Campus is located, is now known, officially and legally as
"Microsoft Place”. The name change was announced and took effect the day of the Company Meeting,
September 8, 1989. To compliment this change, "One Microsoft Way" is now the official postal address
of Microsoft Corporation. :

CORPORATE CAMPUS DEVELOPMENT

As headcount and space requirements continue to grow at a dynamic pace, development continues in all
areas of Corporate Campus Facilities.

Owned Facilit

has been and continues to undergo revisions to meet and
address the changing needs of Microsoft both now and for future use. This involves the re-examining of
size, use and potential of the various individual lots in creating a new overall scheme 1o aid in the planning
of Buildings 16 and 17 and future building needs.

Buildings 16 and 17 development continue with the refinement of design and planning. Because of
ongoing discussions and restrictions imposed by the City of Redmond concerning floor size and building
height , the current plan is to design buildings of three stories rather than four stories as originally
anticipated. The originally presented and designed floor plates will remain as planned and the square
footage will not change. With the use of three stories instead of four, the scheduled delivery date of
building completion wili remain on target.
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construction is on schedule with final grades for the site and parking area set and the erection of
the steel stractural members grogressing. Project complation and occupancy is still wentarively set for April,

1990.

mmmzs.lumm were completed and occupied with the move of MIS/Corporate Systems September
8, 1989. The complex is 100% : perational with communication capability facilitated worldwide.

To accommodate short term ne«+'s, leased space has been acquired for various Corporate related groups.

The Keoll Overlake Building (approximately one block from campus) is the new home for part of the [IPG
group. The move to this 18,000 square foot office space was completc in early September, 1989.

mmmmmmg will soon house both SPAG (Hardware) and The Bauer Group The
move into the 25,000 square foot office space is scheduled for December 1989.

PSS Corporate is scheduled to move from Building 9 to team up with the rest of PSS in new space at
Lincoln Plaza in Bellevue (across from the Bellevue Athletic Club). The additional space will be occupied
by November 1, 1989. PSS space at Lincoln Plaza will then total 73,300 square feet.

CAMPUS MOVES AND REMODELS

The Facilities Operations Groug has the responsibility of implementing and oversesing activity associated
with building management afte ‘occupancy. This involves campus reshuffle moves, remodel projects and
all areas needed for efficient building use. During the first quarter of FY'90, 822 employee moves took
place coupled with 41 completed remodel projects affecting 35,000 square feet. Major moves and remodels
included:

*Reshuffle of the Books and Multimedia groups within Buildings 12, 13 and 15. Construction
activity was complete ¢ ~ :0,000 square feet 1o accommodate the move.

*After moving part of IFG 1o leased offsite space, Building 9 is being reshuffled and remodeled to
give needed growth room.

*With the move of MIS‘Corporate Systems to Building 11, existing computer room remodels were
complete in Buildings 1 - 5.

*The remaining PSS Cosporate group will relocate to Lincoln Plaza which will facilitate the move of

Human Resources 1o bulding 9 resulting in a reshuffle of the Systems group in Building 1.
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<SG LID (improvements of 156th from Microsoft south boundary past its connection with
Bel-Red Road) reached resolution involving the pending lawsuit with Rainier NonhWest.
Construction is underway and expected to be completed by Spring, 1990. Part of this work
will involve the installation of a traffic light located at 31st street and 156th (near Building 11).

) <Bel Red LID (improvements to Bel-Red from 156th to 40th) is scheduled to be out for

! construction bids this fall, Issues that have delayed the project's commencement still need to be
resolved between the three governing jurisdictions (Redmond, Bellevue and King County) and
local property owners. Building 7 may not be constructed until this improvement is completed,

+E-line is a planned connecting road from Bel-Red to 156th across the south end of Microsoft
property. Although work-around was reached involving Building 10, ongoing discussions are stil
underway with both Bellevue and Redmond in an attempt to reach agreement on whether or not this
public road will be on the Microsoft Campus. Our goal is not to have it there,

; Athletic Ficlds on lots 20 and 21 are complete after seeding and planting in early September, 1989. The
' three fields (soccer, baseball and muld purpose) are scheduled for use at the beginning of January 1990.

was approved by executive staff in August 1989. The
systematic Corporate photo ID process (employees, vendors, freelancers, etc) and distribution of combined
cardkey and photo ID isin progress. There are currently 4,721 active cardkeys, all of which will take part
in the photo ID change over, A redesign of existing Microsoft building Jobbies is under review to berrer
control visitors entering the front door/lobby area.
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Microsoft field locations consist of 16 occupied domestic offices. In the past three month perioq, 12
proposed projects were worked in the Domestic field; 8 for USSMD, 3 for OEM, and 1 for the Graphics
Business Unit. All of these projects involve many steps: financial approval, site selection, Jease
pegotiations, construction project management, space planning, welecommunications, cabling and fumniture
purchase, and finally the actual move in.

For USSMD, 8 separate projects have been worked during the last three month period. These involved
cither the mave or expansion of an existing office o accommodate current and future headcount growth, or
the opening of a new office. ' ' :

The Atlanta office moved to a larger space located in their existing building in August 1989.

Ihe New York office expansion started in early October 1989 with completion scheduled for the end
of November. Expansion work includes more private offices and remodelling the current space.

Ehiladelphia shared office space ( 2 offices) was occupied in September 1989.

In Washington DC, both the Commercial and Government groups will expand in their current space.
Financial (CER) approval is in process.

The Chicago office moved into a new building early August 1989. The vacated space (which is still
under lease obligation) is subleased for the remainder of the lease term.

In Dallas, lease negotiations are finalized with building management for a move into more space on the
existing floor. With the completion of a fully executed lease document and architectural drawings,
construction should start by November 1, 1989,

Derrpit is in the process of site selection for an office 10 accommodate increased headcount and space.
needs, Occupancy is targeted for the later pant of January 1990,

The Scartle Sales office is scheduled to move into new space the first part of November 1989,
) Eor QEM, 3 projects are underway in different areas of OEM field growth.

MSUJ will expand in its current space. The space will became available the first part of October with
construction to commence after permits are granted from the city of Bellevue.

MSL] - Bostan is in the process of site selection to house a teaching facility similar to a scaled down
version of MSU in Bellevue. Occupancy is scheduled for the early pan of January 1990.

PSS Lincoln Plaza will expand to accommodate the move of the remaining PSS group from Corporate
Campus.” The additional space will be occupied during October, 1989,

The Graphics Business Unit at Menlo Park is scheduled to move into their new building November 1,
L 1989. Construction is nearing completion with move in details under finalization. Early repons indicate no

damage from the October 17, 1989 carthquake.
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NATION

Facilities Development is becoming more active in the development planning for international offices so that
the leaming curve gained in Redmond development can be leveraged to international operations.

PIY.(Microsoft Australia) signed a lease for a 100,430 square foot manufacturing/distribuiton and office
facility. The new building will be a three story complex with a separate warehouse facility. Microsoft will
occupy 2 of the floors initially with future expansion options for the third floor. The lease has a term of 10
years. Construction is scheduled to commence November 1989 with completion set for February 1991.
Current activity involves preliminary space planning and tenant improvement design work. (sce building
site plan) .

INC (Microsoft Canada) is in the process of finalizing lease terms for a new 65,000 square foot warehouse
and office facility. The proposed building will have a three story office section with an adjoining
warehouse. Initially, 40,000 square feet will be occupied with the remaining square footage used as needed
expansion space. The lease has a term of 15 years. Construction is scheduled to commence early i
October 1989 with completion estimated for early May 1990. (see building site plan) :

ico is planned for occupancy January, 1990, A 41,500 square
foot portion of an existing office/warehouse facility is proposed for this project. Lease negotiations are in
progress as well as selection of a local architect and construction contractor. (see building site plan)

Preliminary work is underway for proposed facility projects involving SARL,, Spain, Taiwan, Sweden and
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MANAGED
co'“;?fff,s . 240,000
ﬁ 1(5-6) 120,000
Rl (8-9) 235,000
’wglll (11.11a) 83565
RV (12- 15) 83,429
) overlake 18616
cdonnell douglas
il storage 5454
~arporate sublotal~ 786,064
MANUFACTURING/DISTRIBUTION
canyon park 264.136
corp com warehouse 33221
ndd subtotalk 297,357
WASHINGTON FIELD
ps offsite 49,021
s university 18248
washington field. 67,269
USSMD FIELD
" otlanta . 5255
. boston 10,022
new york 6,621
. washde 6,990
philadelphia 1,160
~eastern subtotale 30,068
* chicago 7551
. thicago sublease 4,845
i dallas 6953
detroit 1924
! minneapolis 4,179
© scentral subtotale 25453
* los angeles 11822
' santa clara 7.158
seattle 770
swestern subtotale 19,750
«USSMD subtotale 75251
MISCELLANEOUS FIELD
msu - boston e
menlo park (GBU) 19260
ny systems journal 3.200
email group sublease 1,105
emiscelaneous field subtotak 23,565
TOTAL SQUARE FOOTAGE 1249506
GRAND TOTAL SQUARE FOOTAGE
89
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DEVELOPMENT

TROSOFT DOMESTIC SQUARE FOOTAGE

117500
350.000

6.066
25,000

498,566
102,000
102,000

34509
42,498

3,000
4,000

7,000

9500
5255

14755

3,900
3,900

25,655

3500
30.000

33,500
702219

- ————

~1951,725 .
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INVESTOR RELATIONS/STOCK ACTIVITY

Financial Releases - On September 14, 1989, the planned Stock Buy Back was announced. See copy
anached.

On Ociober 4, 1989, in conjunction with the Alex. Brown Technology Conference at which Microsoft
presented, the annual announcement of projected revenues of $235 million was issued. See copy arached.

On October 17, 1989, the full eamings release for the first quarter was issued at the close of the market.

- In an effort to provide more direct and regular contact for financial analysts

with Microsoft senior management, a breakout session was held with Bill Gates and Steve Balimer after the
PM Excel announcements on October 10 in New York City. It was well received with more than 45

financial analysts from both the sell-side and buy-side attending. In antendance were analysts from as far
away as San Francisco. Future such breakout sessions will be held in conjunction with major product
snnouncements. The next one is planned for the WIN/Word announcement on October 31 with Mike
Maples and Frank Gaudette,

As pan of the first quarter eamings release, Microsoft hosted its first conference call to discuss the financial
results. This was scheduled for one hour afier the eamings were released to enable the more than 90 call
invitees to receive a fax copy of the results. As the attached invitation letter indicates, the logistics of
scheduling such a call are simple. In our case, the 100 lines reserved were divided 70 to the East Coast
(defined as New York and east) and 30 for the West Coast (the Hudson River and west).

Conference calls are becoming the standard means for communicating financial results to the Street because
they enable all analysts, both sell-side and buy-side, to have a level field of information. Other companies
using this method include IBM, Compaq, DEC, HP and Tate, etc. Lotus has a full analyst meeting in New
York each quarter. Based on the positive feedback received, conference calls are now an integral part of our
financial communications. :

Repons: - The most noteworthy report issued during the quaﬁer was that by Scott Smith of Donaldson,
Lukin and Jenrette. This DLJ report, it s first on Microsoft, rated MSFT a buy and was issued in early
September when MSFT was trading at $66. A copy of the first page of the report is anached.

In its recently released "All-American Research Team”, three of the top four analysts have focused coverage
of MSFT: Number one Rick Sherlund, Goldman Sachs; Number two Steve McClellan, who covers
software services for Mesill-Lynch; Number three, Scott Smith, DLJ; and Runner-Up, David Readerman,
Shearson-Lehman.

Flaat - Microsoft public float, excluding Officers, Directors and Paul Allen, as of September 30, 1989, is
approximately 37% or 20,119,032 shares out of the 54,995,610 shares outstanding.

Employee Stock Purchase Plan - There are approximately 1600 panicipants, both foreign and domestic,
enrolled in the current ESPP period which ends December 31, 1989. The fair market value on July 3,
1989, was $54.25 which means that if the stock price remains at the present level, the purchase price will be
$46.11.
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An overview of past periods is as follows:

Fair Market Value Purchase
Pericd . Endi Bie
08/01/86 - 1231/86 $28.375¢ $ 48.25¢ $24.12¢
01/01/87 - 06/30/87 $ 23.875¢ S 51.00° $20.294¢
07/01/87-- 12731/87 $5125 $5428 5$43.56
01/01/88 - 06/30/88 $ 56.00 $67.00 $47.60
Q7/01/88 - 12/31/88 $ 69.625 $ 53.00 $45.26
0101789 - 06730/89 $ 53.675 $53.00 $45.05
* Pre-Split
Cashless Exercise/Alex, Brown & Song - As of September 30, 1989, approximately 750 employees have
opened accouats with Alex. Brown. During Q90-1 280,000 shares of Microsoft stock were traded via
Alex. Brown.
MS-PCA 1188536
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Microsoft Corporation Tel 206 882 3080

16011 NE 36th Way Telea 320943

Bor 97017 Fax 206 883 810} . .
Redmond. WA 980739717

;].;-rosofl News Release

For Release: Immediate

Contact: - Raymond B. Ferguson Pam Edstrom
Microsoft Corporation The Waggener Group
(206) 882-8080 (503) 245-0905

MICROSOFT ANNOUNCES STOCK BUY BACK PLAN

REDMOND, WASHINGTON--September 14, 1989. Microsoft announced today
that its Board of Directors has authorized the purchase of up to 1,000,000 shares of its
common stock. Purchases will be made on the open market from time to time during the
fiscal year ending June 30, 1990. Francis J. Gaudene, Senior Vice President and Chief
Fi.nancial Officer, stated that the purpose of this limited purchasc program is to reduce the
dilutive effect 1o shareholders of stock issuances pursuant to Microsoft's stock option and

employee stock purchase plans.

Microsoft Corporation (NASDAQ "MSFT") develops, markets, and supports a wide
range of microcomputer software for business and professional use, including operating
systems, languages and applications programns, as well as books, CD-ROM products, and

hardware for the microcomputer marketplace.
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Microsoft Corporation Tel 206 882 3080
16011 NE 36th Way Telex 328945
Box 97017 Fax 206 88) 310}
Redmond, WA 98073-9717

Jicrosoft \cvu Relea

For Release: Immediate .

Contact: Raymond B. Ferguson ~ Pam Edstrom
Microsoft Corgom:on The Waggener Group
(206) 882-8080 (503) 245-0905

hﬂCBQSQEI1QiIKHEAIESJH2ﬂﬂiQESSHiAEEBSEQLLSIELXjﬂiikﬂLLEMﬂ

Redmond, Washington--October 4, 1989. Microsoft Corporation expects to report
revenues of approximately $235 million for the first quarter of fiscal year 1990 which
ended September 30, 1989, an increase of approximately 34 percent over the $176 million
for the same period of fiscal 1989. Complete camnings information will be released October
‘17. 1989.

Microsoft Senior Vice President and Chief Financial Officer Frank Gaudette -
atrributed the positive first quarter showing to strong revenue generation across all product

groups and all sales channels for the summer months both here and abroad.

Microsoft Corporation (NASDAQ "MSFT") develops, markets, and supports a
wide range of microcomputer software for business and professional use, including
operating systems, languages and application programs, as well as books, hardware and

CD-ROM products for the microcomputer marketplace.
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Microsoft Corporation Tel 206 892 8080
1601) NE 36th Way Telex 328943
Box 97017 Fax 206 383 $¥1
Redmond, WA 98073-9N7
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For Release: Immediate

Contact: Raymond B. Ferguson Pam Edstrom
Microsoft Corporation The Waggener Group
(206) 882-8080 (503) 245-0905

.
REVENUES OF $235.2 MILLION
Redmond, Washington--October 17, 1989. Microsoft Corporation today reponed
revenues of $235.2 million for the first quarter of fiscal year 1990 which ended September 30, |
1989, a 33 percent increase over the $176.4 million for the same period of fiscal 1989. Net
income for the quarter was $49.6 million, an increase of 36 percent over the $36.6 million for

the corresponding period of fiscal 1989. Eamnings per share were $.87 as compared to $.65 a

year ago.

Jon Shirley, President and Chief Operating Officer, said: "These first quarter results
were achieved due. 1o record revenue on 2 worldwide basis from both the retail and the OEM

sales channels.”

*As anticipated, these operating results reflect a continuing shift 1o retail applications
products and increased expenditures on research and development,” added Frank Gaudene,
Senior Vice President and Chief Financial Officer. "Notwithstanding these trends, net income

~ as a pereent of revenues was 21.1 pereent, compared to 20.7 percent in the first quarter last
year. A niajor contribution 1o this result was a lower cost of goods at 21.6 percent as compared
1o 26.0 percent in the first quarter last year and 24.8 percent fof the quarter which ended June

1989. The lower cost of goods was achieved by better economies of scale and efficiencies in

manufacturing.” : ' MS-PCA 1188539
| CONFIDENTIAL
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In product activity during the quarter, Microsoft delivered OS2 operating system
version 1.2 to IBM during September on schedule. This enhanced version of the operating
system includes a new high-performance file system and improved Presentation Manager shell.
Other OEMs will begin shipping version 1.2 shortly. Microsoft also began shipping Microsoft
Works version 2.0 for IBM PCs and compatibles. In early October, Microsoft announced a
major order for the product in which purchasers of IBM PS/2 Models 25, 30, S0Z and 555X
through IBM Authorized Dealers will receive a free copy of Microsoft Works as part of the

software included in IBM's holiday promotion.

Two important announcements from this quarter underscore the Company's continuing
commitment to the development of products for Apple Macintosh systems. At the August
. Macworld trade show in Boston, version 2.0 of Microsoft Mail for AppleTalk networks was
demonstrated. Microsoft Mail is a second-generation electronic mail program designed to
support enterprise-wide connectivity over a large roultivendor network. In the other Macintosh-
related news from this quarter, the Company announced the CD-ROM version of The Microsoft
Office, which combines four of its most popular applications for the Macintosh on a single CD-

ROM disc.

Microsoft Corporation (NASDAQ "MSFT") develops, markets, and supports a wide
range of microcomputer software for business and professional use, including operating

systems, languages and application programs, as well as books and hardware for the

microcomputer marketplace.
e L MS-PCA 1188540
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Microsoft Corporation
Consolidated Statem f naudi

(lntho\m.ueep(mimpadmt)

Three Mongggro!ded
m2
Net revenues $235,161 $176,393
Cost of revenues 30739 45931
Gross profit _184,402 130462
Operating expenses:
Research & development 39,690 22,938
Sales & marketing 66,974 48,673
General & administrative B34 6291
Total operating expenses 115013 —711.908
Operating income 69,389 52,554
Non-operating income $.037 3,346
Stock option program expense __.50m —.10D
Income before income taxes 72,926 53,799
Provision for income taxes 23338 - 11217
NET INCOME $ 49,588 $ 36.582
Average shares outstanding . 57,180 56,076
NET INCOME PER SHARE $ 087 $ 065
: 4 H Y
i ‘ G H !_Y
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Microsoft Corporation
nsolidated Balance t
(in thousands)
September 30, 1989 (1 Jupe 30, 1989
Assets
Current assets:
Cash & short-term investments $336,496 , $300,791
Accounts receivables - net 130,332 111,180
Inventories 35.974 37,755
Other -24011 -12.223
Total current assels 526,813 : 468,949
Propenty, plant & equipment - net 232,096 198,825
Other assels 50270 2
Total ) 3899!179 $720.598
Liabiliti | Stockholders Equi
Current liabilites: '
Accounts payable $ 52,409 $41953
Customer deposits & deferred revenue 14,074 10,043
Accrued compensation & employee benefits 20,201 25,718
Notes payable 27477 25419
Income taxes payable 51,314 30,269
Other ) . 19,126 25416
Total current liabilities 184,601 158818
Stockholders' equity:
Common stock 55 55
Paid-in capital 125,634 110,425
Retained earnings 505,140 455,552
Translation adjusunent (625D 4252
Total stockholders’ equity -624,578 561,780
Total $809,179 $720.598
(1) Unmudited
G Ly NS-PCA 1188542
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Microsofi Corporation Tel 206 352 9080
16011 NE 36eh Way Telex 160320

Box 97017 Fax 206 883 310}
. Redmond. WA 98073-91\7

o . g 5
Mizross,
October 9, 1989

Mr. Rick Sherlund -
Goldman Sachs & Company
85 Broad Street

New York, NY 10004

Dear Rick:

On behalf of the management of Microsoft Corporation, I would like to invite you to
participate in our inaugural conference call which will cover our earnings release for the
first quarter of fiscal year 1990. It will be held at 2:00 p.m., P.D.T./5:00 p.m.,
E.D.T./4:00 p.m., C.D.T. on Tuesday, October 17, 1989. 'To participate in this
conference, please call Darome Connection at 212/968-1604 fifieen minutes prior to the
designated time and provide them with your name and organization. (If at any time during

. the call you experience static or get disconnected, please contact the Darome Connection
telephone number, 212/968-1604, not Microsoft, for reconnecting your call.)

This conference call will be hosted by Frank Gaudetto, Senior Vice President and Chief
Financial Officer. The conference call will last no longer than one hour including questions
and answers (one question per person, please). '

We will release the Balance Sheet and Income Statement numbers at 1:00 p.m. on Tuesday,
October 17, 1989, on the wire and fax the same to you simultaneously.

Please confirm your participation in this conference call no later than Friday, October 13,
by calling Susan Severns at Microsoft, 206/867-3703.

We thank you for your interest in Microsoft Corporation and look forward to your
participation in this conference call. -

Sincerely,

Raymond B. Ferguson
Director of Administration
RBF:sks

MS-PCA }:ﬁﬁs \}
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"~ Donaldson, I.uﬂtili & Jenrette

Donaiason, Lutiun & Jenzette Securtes Corporapon © 140 Broadway. New York. N ¥. 10005 - (212) 5042000

‘/iclion Recommendation
o - September 23, 1909
vice President 23 e
(212 1044304
MICROSOFT (MSFT)* .

A Window of Opportunity

FACTBOOK Sracket: (1)
Aelgtive Asturn Projection: Over 20%

Rating: OLJ Buy

Price rni r Sh P/E Rytiog Return on
gz2gs 06789 QSIS0 Q6/91E BE/ESE 06/90F  DS/B9E  D6/9OE  Dividend
[ 1] $2.03 $370 $4.90 178 137 30.4% 32.9% Nil
DJIA: 2681.61 Capitalization a8 ot §/30/89
SPIl:  395.84 Amount %
$ Mitllons Tota!
Shares outstanding (mil): 568S Short-term ligbilities $158.8 22%
Market capitatization (bilk: $3.69 Stockhoiders’ equity 561.8 78
6/30/89 book vatue/share: $9.85 Total $7206 100%

Price/book value ratio: 6.7
52-week price range: 66 3/4-45 1/4

VIEWPOINT

On September 13, we recommended purchase of Microsoft and added the shares to DLJ's
Recommended List at 60 1/4 because we expect the company to deliver a wave of new
product releases that could accelerate earnings growth for many years to come.
Microsoft is far and away the dominant player in the PC software industry, offering an
array of both applications and systems products for 18BM and Macintosh machines. The
company’s most prominent products are its operating systems, notably DOS, which is now
installed on more than 25 million machines, and 0S/2, the next generation system. As
with other PC software companies, MSFT has experienced delays in delivering new
products; however, we believe that the company is poised to strike in the fourth quarter
with Windows 3.0, Presentation Manager (PM) 1.2, Word for Windows and Excel for PM,
Windows and PM are graphical user interfaces {GUI-~pronounced gooey) that act as

© Donaldson, Lufkin & Jenrette Securities Corporation, 1989

THIS REFORT HAS BEEN PREPARED FROM ORNIGINAL SOURCES AND DATA WE SELIEVE TO OF RELIASLE BUT WE MAKE NO PEPRESENTATIONS
AS YD ITS ACCURACY QR COMPLETENESS THIS REPORT i PUBUSHED SOLELY FOR INFORMATION PURPOSES AND S NOT TO BE .
CONSTRUED AS AN OFFER TO SELL OR THE SOLICITATION OF AN OFFER TO BUY ANY SECURITY IN ANY STATE WHERE SUCH AN OFFER OR
SOUCTATION WOULD SE ILLEGAL. DONALOSON, LUFKIN & JENRETTE SECUNITIES CORPORATION. ITS AFFILIATES AND SUSSIDIARIES
AND/OR THEIR DFFICERS AND EMPLOVEES MAY FROM TIME TO TIME ACQUIRE. HOLD OA SELL A POSITION IN THE SECURMITIES MENTIONED
HEREWN UPON NEQUEST WE WiLL BE PLEASED TO FURNISH SPECFIC INFORMATION IN THIS REGARD if DONALOSON. LUFKIN &

JENRETTE SECURITIES CORPORATION IS USED iN CONNECTIO

N WITH THE PURCHASE OR SALE OF ANY SECURITY DISCUSSED IN THIS

REPORT. DONALDSON. LUFKIN & JENRETTE SECURITIES CORPORATION MAY ACT AS A PRINCIPAL FOR (TS OWN ACCOUNT OR AS AGENT FOR

SOTH THE BUYER AND THE SELLER.
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i MICROSOFT CORPORATION i

SUMMARY OF STOCK QPTION PLAN ACTIVITY
AS OF SEPTEMBER 30, 1989 )

Shares Available For Grant

Awailable ey 1T ABIORE T .. Redueiions Available
Beginniag New Porfeied | NetShares Ead
Of Pesiod Approvals Shares Grantod (1) Of Period
Fiacal 1982 0 6,040,000 0 (1,714,000) 4,326,000
Fiscal 190 4,326,000 0 209,800 (1,858,800) 2,677,000 .
Fiscal 1984 2,677,000 0 830,702 (1,516,230) 1991472
Fiscal 19%S 1,991,472 0 469,086 (1,313,430) 1,147,128
Fiscal 1986 1,147,128 2,800,000 416,489 (2,469,158) 1,894,459
Fiscal 1967 1,894,459 4,000,000 345271 (2,409,200) 3,830,530
Facal 1968 3,830,530 464203 (3,881,520) 413213
Flecal 1969 413213 5,000,000 553,089 (5,021,770) 944,532
Fiacal 1990 J
Q%1 944,532 1231712 (2.,358,665) (1,290,961) (2) ]
Since laccption 0 17,840,000 3,411,812 (22,542,773) (1,290,961) ';

Outstanding Stock Options

Outstanding .. ASEItions . Outstanding
Beginning Net Shares Ead
Of Period Grasted (1) Of Pesiod
Fusal 1962 0 1,714,000 0 0 1,714,000
Fiscal 1963 1,714,000 1,858,800 (3,800) (209,800) 3,359,200
Fiscal 1984 3,359,200 1,516,230 (143,584) (830,702) 3,901,144
Fiscal 1985 3,901,144 1,313,430 (429,806) (469,086) 4,315,682
Fiscal 1986 4315682 2,469,158 (1,208,032) (416,489) 5,160,319

Fiscal 1967 5160319 2400200  (L,682.832) (345.27) 5,541,416
Fiscal 1968 5,541,416 3,881,520 (926,211) (464.203) 303252

Fiscal 1989 8,032,522 S0LT0  (1,023.549) (553089)  1L4TISS4 (3)
Fucal 1990

Q901 11,477,654 2,358,665 (373,607 (13J72) 13339540
Since Incepiion ) HSaTH GOl | (GAILg2) 13339540

Footnotes: :

(1) Net shares granted is equal to gross shares less ISOs converted to NQSOs.

(2) Microsoft is seeking the approval of an amendmeant to reserve an additional 6,000,000
shares of common stock under the 1981 Stock Option Plan at the 1989 Apnual Meeting
of Shareholders. If approved, shares available at the beginning of Q90-2 will
be 4,709,039.

(3) Due to the issuance of options for prior periods, the number of stock options
outstanding as of the end of Q89-4 has increased 266,535 shares as compared
with what was previously reported (11,211,119).
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- TRAINING AND PERSONNEL ADMINISTRATION

Managsent and Devataprent: During Firet Quanter Fiscal Year 1990 235 managers and emplovees
attended 12 sessions of 9 different seminars. This is in comparison to the 170 participants in First Quarer
Fiscal Year 1989 (see following char for courses conducted).

The management curriculum consists of five levels. The courses are designed to build a foundation and
develop high levels of management and leadership skills. Currently available are programs in effective
management techniques, time/project management, persuasive presentations, conducting meetings,
management styles, snd team building, All programs have the connecting thread of maintaining or
increasing effective communications at all levels in the organization. Two new courses were successfully
introduced: Effective Management Skills and Conducting Effective Meetings.

The employee courses are built into a cumriculum with three class levels. Courses for employees are
designed to help them structure their time and develop communication skills and methods 1o work more
effectively with their lead on review and career planning.

We are in the process of introducing several new training programs designed 1o meet the needs of our
Technical Leaders.

There are 20 sessions scheduled in 20d Quarter FY 90 with 362 projected anendees (see the following chan
for courses offered). ’

COURSES CONDUCTED DURING THE FIRST QUARTER OF 1990
Number of Number of

Course Title —Sessions . Panicipants
Interpersonal Review Skills-Mmagers 1 6
Managing Interpersonal Relationships-Employees 2 S8
Mamnaging Interpersonal Relationships-Managers 3 3
Effective Mansgement Skills 1 18
Prescotation Skills-Managers 1 "
Sclling Your ldeas 1 p<]
Conducting Effective Meetings 2 -]
Time/Business Orgmization Workshop-Employees 1 &
Time/Business Organization Workshop-Managers 2 a7
TOTALS z &

COURSES TO BE OFFERED DURING THE SECOND QUARTER OF 1990

* Number of Number of

Course Title Sessiony  Panicipanis
Career Planning and Development 1 b}
Conducting Effective Meetings 2 ko)
Effective Mapagement Skills 1 b
Interpersonal Review Skills-Employces 3 45
Interpersonal Review Skills-Managers 5 &
Microsoft Management Styles Seminar 2 20
Preseotation Skills-Managers 1 15
Selling Your ldeas 1 15
Team Building and StafT Development 1 »
Time/Busioess Organization Workshop-Enployees i &S
Time/Business Organization Workshop-Masagens 2 45

TOTALS | 2 ¥ MS-PCA 1188551 )
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Employee Relarions: Assisting managers and employees in the resolution of distractions from our work
such o perfonnance protlems, internal cunilic:, carcer counseling, and personal issuse, is the primany gocl
of our employee relations effort.

Activity for 1st Quaner FY 90 consisted of 153 counseling sessions. Of these sessions 78% were
performance related resulting in 8 probations and 21 terminations. The remaining were divided with 3%
related to disability issues, 10% for career counseling, 6% to sexual harassment concerns, and 3% to
personal issues. Fifty-six exit interviews were conducted.

In addition 20 the on-site exit interviews, an exit questionnaire is mailed to employees after their separauon
Several trends are seen company wide.

The most common reason employees gave for leaving Microsoft was the lack of opportunities for career
growth. Following this concern were dissatisfaction with management, salary, organization/position, and
stress.

Affimarive Action: The Conciliation Agreement with the Department of Labor OFCCP requires us to
submit quarterly reports. As a result of our second quarterly report, we were directed to focus on the
recruitment of minorities into our Recruiting group and the Product Support Services Co-op Program.

Our Affirmative Action/Equal Employment Opportunity administrator has aggressively pursued contacts
with local minority organizations and minority affairs groups at targeted College and University campuses.
The response has been favorable.

To ensure success, with the appropriate campuses, we need 10 continue our support and follow-up with
aggressive campus recruiting efforts to minorides and women. Several functions specific to minorities and
women are scheduled during the next six months.

Overall our minority and female representation has increased slightly from last fiscal year. Organizations in
need of continued focus are Systems, Applications, Product Suppor, and Manufacturing.

Employee Communicagions: The Micronews is the only corporate-wide communication vehicle for news,
announcements, and recognition. During the 1st Quarter there were 13 issues of Micronews, with an
average size of 16 pages. Circulation is over 5,000 copies per week. A four-page It's To Your Benefir
bulletin was attached to the September 1 edition. There were also seven editions of Micronews North,
which runs every other week and is targeted to the staff at Campus North.

Micronews articles over the past three months have kept employees informed on the acquisition of Bauer
Enterprises, the new Taiwan subsidiary, the national and intemational sales meetings, Microsoft University,
new books from Microsoft Press, the MicrosofvApple font, printer technology licensing agreements, and
the sale of another million mice. There were also announcements about the new usability testing lab, new
buildings on campus, QuickPascal, The Microsoft Office on CD-ROM, Microsoft OnLine Plus, and
Microsoft Mail 2.0. In addition, there were features on the Microsoft Picnic, the annual Company Meeting,
and the comparny’s United Way campaign.

In September a new feature was added, the Microsoft Calendar, which appears at the first of every month,
listing important company events, special exhibits where Microsoft is participating, and holidays at all

Microsoft locations.
MS-PCA 1188552 )
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Applications Training: Microsoft employees learn about the company’s applications products and become
proficiont in Basiz and Advanced Email, WZMail, basic MS-DOS, Lesrning Macintash, Advancad
Macintosh, and Hard Disk Management through Applications Training. Classes ae held during the day and
in the early evening at Corporate, and during the early moming hours at Campus North.

The Applications Training group issued its redesigned, Mée-yurly descriptive catalog as well as the
September-October schedule. Work has been progressing on the training database being developed on
Advanced Revelation, and the program will be installed and running by the end of October.

Compensation: Salary ranges and career paths were developed for the Finance and Administration Division
and implemented in conjunction with the August review process. This has provided a comprehensive,

" systematic, and consistent method of salary administration across a diverse employee population and has
resulted in a streamlined review process. Salary adjustments were made during the August review cycle for
ceruain groups of employees, primarily software design engineers and testers who were negatively impacted
by higher campus recruiting rates in 1989. An analysis of stock classes and salaries for the Systems and
Applications divisions showed a consistent and equitable implementation of the new stock program across
both divisions. In conjunction, a revised set of procedures for putting new hires iato the HR-1 database has
eliminated duplication of effort, reduced the amount of paperwork required, and has improved accuracy of
stock class and technical ladder information. A recent audit by the Washington State Wage and Hour
Department has found Microsoft in conformance with the Fair Labor Standards Act (FLSA) in properly
classifying positions as either exempt or non-exempt from ovenime payment regulations.

Personnel Systems: As of September 30, toal corporate work force was 4,413 a net increase of 39.7%
from one year ago with 3,497 domestic and 916 subsidiary employees (see the following charts, Number of
Employees, Domestic Headcount, International Headcount, and Headcount by Location for more specific
headcount information).

Based on the average headcount and number of terminations for the last three quarters, the estimated annual
domestic turnover rate is 18.92% (see the following chan, Domestic Employee Turnover Analysxs, for
annualized figures).

Emnlgx;;_B_:mﬁn. The Savings Plus 401(k) Plan began 2nd Quarter FY 90 with 1,753 active e‘mployeés
panticipating in the plan. This represents an overall participation rate of 64% as compared to 63% at the
beginning of 2nd Quarter FY 89. The average deferral percentage into the Savings Plus Plan is 7%.

Mental health claims continue to be the largest expense within the health benefit plans followed closely by
maternity related benefit claims. The new Employee Assistance Program, CARES, will be introduced to
employees and their families nationwide effective November 1, 1989. CARES (Counseling, Assistance,
Referrals, and Education Services) will offer employee households three visits per year, paid in full by the
plan, to a Family Services (United Way agency) program for care in areas such as substance abuse, stress,
bereavement and family counseling. The short term goal is to provide employees with quality care through
a referral network of mental health care professionals. The long term goal of CARES will be to help contro!
mental health benefit plan costs by having employees accessing care through quality and cost effective
mental health care professionals.

Erezlance Contract Administration: With the centralization of freelance and independent contractor
sourcing, screening, testing, and orientation, we continue to establish rates, contract parameters and
briefings for managers. Currently we have 571 active freelance contracts, a decrease of 6 from 4th Quarnter
FY 90 (see the following chant, Active Freelance Contracts, for divisional use of freelance alent).
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Domestic Headcount
September 30, 1989
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Headcount By Location
September 30, 1989
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Domestic Employee Turnover Analysis |
@89-3, QGB9-4 & Q90-1 Annualized ‘
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Active Freelance Contracts
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Savings Plus
Participation Analysis For G90-1
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