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RESUILTS OF QPER ATIONS COMPARED WITH PRIOR YEAR
Corsolidzted statemer:s of income comgared ‘with prior y2ar are presented below. The first set is for the

three months ended March 31, 1990 and 1989. The second set is for the nine months ended March 31,
1990 and 1989. Amounts are in thousands, except net income per share.

Q03 Of3 Ok
Net revegues $310,882 100.0% $197,024 100.0% 2
Costof revenues 56008 213 48291 248 ¥
Gross profit 244788 7 148133 =152 &
Operating expenses:
Research and development 47,126 152 29,128 1483 Q
Sales and marketing 82,003 264 55,211 280 L4
General and administrative 2187 23 £.693 34 n
Total operating expenses 138,408 45 91032 462 sl
Openting income 106,380 342 57,101 29.0 )
Noo-operating income 5,666 19 5403 27 5
Siock option program expense L1500 £0.9 L£.07 @6
Tocome before income taxes 110,546 35.6 60,467 30.7 <]
Provision for income taxes 53 114 53
NET INCOME $75,169 Zéli $41.119 20.9% 8
Average shares outstanding 121,069 112,868 7
NET INCOME PER SHARE S _0.62 $_036 n
EYQ YID EXE YID Change %
Net revenues $846,474 100.0% $583,299 100.0% L]
Costof reveoues 182673 218 149.343 258 2
Gross profit 662,801 284 433256 144 8
Operating expenses:
Research and development 128,100 15.1 77,243 13.3 &
Sales and marketing 225,403 26.6 157,521 27.0 <]
General and administrative 21348 33 20280 is %
Total operating expenses 381,051 450 255044 418 ®
Operating income 282,750 . 334 178,712 30.6 %
Nou-operating incorne . 14,744 17 11,351 20 p-)
Stock option program expense 09 1)) @
Income before income taxes 292,994 46 184,103 316 »
Provision for income taxes 93261 BRY 101 »
NET INCOME ’ $199.233 235% $125,186 21.5% )
Average shares outstanding 118,047 112,270 ' )
NET INCOME PER SHARE S 169 s 112 .8
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Net revenues for the third quarter of fiscal year 1990 (Q90-3) increased 58% to $310.9 million from
$197.0 million for the corresponding period of the prior year (Q89-3). The following is a breakdown of net
revenues by Channel of Distrituuon and Product Group. At 45.8% of total Company revenues,

Internationa; Retail established a highwater mark, surpassing the 41.0% of Q90-2.

Chanael of Distcibution

USSMD
International Retail
Worldwide Retail
Domestic OEM

International OEM
Worldwide OEM

Total

Applications
ystems
SPAG

Languages
Network

Total

PR+ . . =. I
378,332 252%
142471 45l
2030 0
45,047 U3
<4357 23
~B3.404 268
873 —22
$310,882 100.0%
158,145 50.9%
87386 28.1
33236 10.7
11,454 37
11222 36
—a8
$310,882 100.0%

Growth
—_ney Proxoug

$ 43,845 23% ®
9.6 404 »
123448 £21 L4
32,380 164 »
AL9D Bk} 7
L3358 - 2
—a221 —28 b
3 197!024 100.0% 2
s 71283 392% 108
73.576 374 U]
22,011 112 5
10,090 51 “
3,550 18 216
10514 —a3 (10)
s 197!024 100.0% s

From a product standpoint, Word sales are particularly noteworthy. For the quarter, total Word sales (PC,
Win and Mac) were over 265,000 units and $64 million in revenue, accounting for approximately 21% of
total Company net revenues. These full product results do not include approximately 100,000 units and
$12 million from Word upgrades and updates. The Company’s leading products for the quarter (compared
with prior year) were as follows:

B
E

GREDORESvmucuwauwn~
Zl18uomunalul s

DOS/GW Basic
PC Word
Microsoft Mouse
Win Excel

Mac Word

Win Word

Mac Exca
Windows

PC Works
ProC

PC Multiplas
Mac Works

Pro Basic

Mac Office
Xenix

Percent of net revenues

03
Units Revenug
3,944,309 $ 54,757
139,679 37,286
383,080 33,182
79,822 22,809
74,874 14,501
51,098 12,503
53,657 12322
601,758 11,804
250,666 11,339
25,455 4917
62,865 4,681
28,295 1,901
12,188 3271
7,037 3,051
50,539 — 2506
$232830

5%

__.__QISJ_._‘ = Reveoue

Unis
2,930,781
84,297
316,073
55,408
16,692

42,658
659,069
120,288

25917
107,071

28,028

38,404

Q89-3: #13 - PC QuickBasic (52,734); llk - PC Chart ($2,588); #15 - MS Net (§2.235)
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18,068 106
21,862 2
12,581 81
3,574 306
9411 3
12,214 @)
6,062 1)
4,376 2
6,380 [v1))
4,126 (L)
a0 08

$149.920
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Cost of revenues for Q90-3 was 21.3% of net revenues compared with 24.8% for Q89-3. Product costs as
a percentage of not reverues were 15.7% for G80-5 wompated with 16.6% for Q85-3. The anzlysis on
page 4 contains the Q90-3 and Q89-3 product cost percentage for each channel of distribution and each
product group. Regarding the reduction in the composite product cost percentage, the shift to a greater
contribution from worldwide retail was more than offset by a combination of the shift to a greater
contribution from higher margin Applications products and product cost reductions within several product
groups (most notable, Applications and SPAG).

As a percentage of net revenues, non-product costs included in cost of revenues were 5.6% for Q90-3
compared- with 8.3% for Q89-3. This 2.7% margin improvement resulted from gains in manufacturing
variances (0.8%), inventory adjustments (0.4%), freight, shipping and other (0.7%) and royalties (0.7%).
In general, these improvements resulted from economies of scale in manufacturing and distribution, as well
as better inventory management. The decline in royalties costs results primarily from the purchase of
technology rights from PSI, reducing royalty rates on Mac Works from 20% to 3.2%, and from reduced
revenues from Flight Simulator.

Operating expenses grew 51% from period-to-period (from $91.0 million to $138.4 million). The growth
in operating expenses was less than the growth in net revenues (58%) and, as such, operating expenses as a
percentage of net revenues decreased from 46.2% to 44.5%. Categorized in SEC format and expressed as a
percentage of net revenues, research and development increased from 14.8% to 15.2%, sales and marketing
decreased from 28.0% to 26.4%, and general and administrative decreased from 3.4% to 2.9%. Payroll
(up $16.2 million to $47.6 million) and Marketing (up $10.9 million to $25.3 million) accounted for 57%
of the period-to-period growth in operating expenses. Q30-3 marketing includes an accrual of $2.5 million.

Non-gperating income for Q90-3 was $5.7 million compared with $5.4 million for Q89-3. Non-operating
income for the current quarter consists of investment income of $7.5 million (net of a provision for non-
performing investments of $1.0 million), SCO amonization of $500,000, foreign currency transaction
losses of $600,000 and miscellaneous expense of $700,000. Non-operating income for Q89-3 consists of
investment income of $5.2 million, foreign currency transaction gain of $600,000 and miscellaneous
expense of $400,000.

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 & 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 recognized when paid.

As of December 31, 1989, our accrual for stock option program expense was $8.0 million. Charges
against the accrual for exercised options of $3.3 million during the quarter exceeded the book provision of
$1.5 million by $1.8 million, reducing the accrual to $6.2 million as of March 31, 1990. The increase in
charges against the accrual resulted from the unanticipated run-up in stock price during the quarter and will
likely necessitate additional provisions in the first and perhaps second quarter of FY'91. See page S for
further detail. -

The ¢ffective tax rate for Q90-3 was 32.0%, the same as Q89-3.

Net_income for Q90-3 was $75.2 million compared with $41.1 million for Q89-3. Net income as a
percentage of net revenues increased from 20.9% to 24.2%.
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Microsoft Corporation

Consolidated Cost of Goods Sold
090-3 Compared With Q89-3
Q90-3 Qse-3

Waeighted Weighted
Channel Sales Mix Cost% Cost% Sales Mix Cost % Cost %
UsSSMD 25.8% 19.2% 4.9% 24.0% 24.1% 5.8%
Intl Retal 45.6% 21.4% 9.8% 40.9% 24.7% 10.1%
US CEM 13.9% 3.2% 0.5% 16.1% 24% 0.4%
Intl OEM 12.4% 0.0% 0.0% 16.3% 0.0% 0.0%
Other 2.3% 10.9% 0.3% 2.7% 13.8% 0.4%
Product cost - gross 100.0% 15.4% 100.0% 16.7%
Effect of revenue adjustments x 102.14% x 99.5%
Product cost - net 15.7% 16.6%
Manufacturing variances 0.1% 0.9%
Inventory adjustments 1.4% 1.8%
Freight, shipping and other 2.9% 3.6%
Royalties 1.1% 1.9%
Non-product costs 5.5% 8.2% -
Total 21.3% 24.8%

Q90-3 Q89-3

Weighted Weighted
Product Group SalesMix  Cost% Cost % Sales Mix Cost % Cost %
Applications 51.1% 15.3% 7.8% 40.7% 18.4% 7.5%
Systems 24.3% 9.9% 2.4% 32.8% 7.2% 2.4%
SPAG 10.8% 37.5% 4.0% 11.6% 42.6% 4.9%
Languages 3.7% 22.0% 0.8% 5.4% 25.2% 1.4%
Non-specific 5.6% 0.6% 0.0% 2.4% 1.3% 0.0%
Other 4.4% 6.4% 0.3% 7.1% 6.8% 0.5%
Product cost - gross 100.0% 15.4% 100.0% 16.7%
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Growth
-—E0YID —EY YTD Besseniane

Channel_of Distridption

USSMD i $255,308 302% $166,166 28.5% 5
International Retail 4312 <408 219.319 18 5
Workiwide Retail 601035 ~l.0 A5 688 S61 %
Domestic OEM 112,088 13.3 8257 14.1 ¥
Ioternational OEM : 115438 138 100,867 J13 u
Worldwide OEM 21543 269 183394 Ald »

" Other —12.396 —2l1 14200 —2.5 -
Total sus!m 100.0% $583299 100.0% L
Applications $417,764 49.4% 3235,588 40.4% n
Systems 241,954 28.6 203,399 34.9 )
SPAG 94,239 111 72,544 124 »
Languages , 371518 44 39,776 63 ©
Nerwork 28,882 34 6,214 1.1 364
Other 26117 —l 23121 ~—44 1
Total . $846474 100.0% $583.299 100.0% L
The Company's leading products for FY90 YTD (compared with prior year) were as follows:

FYS0 FY89 EY9% YID EYR9 YD Revegue
YD havs] Ugits Revenye Unig Revenye  Crowh @
1 1 DOS/GW Basic 10,428,870 $155,490 7,513,926 §123,643 b
2 3 PC Word 439,470 100,692 256,117 53,098 0
3 2 Microsoft Mouse 1,115,191 94,034 972,318 71,043 k]
4 5 Win Excel 247,72 61,492 134,973 32,831 .9
5 4 Windows 1,866,677 45,152 1,682,392 33,538 kY
6 7 Mac Word 233,770 42,217 122,357 20,493 106
7 9 PC Works 762,756 37,7129 269,313 16,082 135
8 6 Mac Excel 170,663 35,590 139,797 29,451 a
9 - Win Word 64,886 16,200 - - -
10 10 PC Multiplan 171,895 15,799 206,708 15,984 [0)]
1 8 ProC 90,161 15,162 97,757 16,750 )]
2 1l Mac Works 88,994 12,116 78,798 10,794 R
B - Mac Office 21,982 9,765 - - -
] 7] Xenix 138,130 7,448 104,106 3,837 (16
5 - PC QuickBasic 108,974 6602 113,899 —6.586 0
3655488 $439,130
Perceot of pet revenues % 2%

Net revenues for the first three Quarters of fiscal year 1990 (FY90 YTD) increased 45% to $846.5 million
from $583.3 million for the corresponding period of the prior year (FY89 YTD). The following is a
vrezkdov.z of 2zt ;wvenus by Chansel of Disidibuiion and Product Group.

FYB9 YTD: #13- PC Chant (57.538); #14 - PC Flight Simulator ($6,932); #15 - Mac PowerPoint (56,867)
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Cost of reveques for FY90 YTD was 21.6% of net revenues compared with 25.6% for FY89 YTD.
Product costs as 4 percentage of net revenues were 16.3% for FY90 YTD compared w:th 17.5% for FY8Y
YTD. The analysis on page 7 contains the FY90 YTD and FY89 YTD product cost percentage for each
channel of distribution and each product group. Regarding the reduction in the composite product cost
percentage, the shift to a greater contribution from Worldwide Retail was more than offset by a combination
of the shift to a greater contribution from higher margin Applications products and product cost reductions
within several product groups (most notable, Applications and SPAG).

As a percentage of net revenues, non-product costs included in cost of revenues were $.3% for FY90 YID
compared with 8.0% for FY89 YTD, This 2.7% margin improvement resulted from gains in manufacturing
variances (0.8%), inventory adjustments (0.9%), freight, shipping and other (0.6%) and royalties (0.4%).
In general, these improvements resulted from economies of scale in manufacturing and distribution, as well
as better inventory management. '

Qperaring expenses grew 49% from period-to-period (from $255.0 million to $381.1 million). The growth
in operating expenses exceeded the growth in net revenues (45%) and, as such, operating expenses as a
percentage of net revenues increased from 43.8% to 45.0%. Categorized in SEC format and expressed as a
percentage of net revenues, research and development increased from 13.3% to 15.1%, sales and marketing
decreased from 27.0% to 26.6%, and general and administrative decreased from 3.5% to 3.3%. Payroll
{up $43.7 million 0 $129.2 million) and marketing (up $28.2 million to $68.6 million) accounted for $7%

of the period-to-period growth in operating expenses. FY90 YTD results include a marketing accrual of
$14.4 million. '

Non-operating income for FY90 YTD was $14.7 million compared with $11.4 million for FY89 YTD.
Non-operating income for the current period consists of investment income of $22.2 million less provisions
for non-performing investments of $3.0 million, SCO amortization of $1.§ million, foreign currency
transaction losses of $1.1 million (see page 36) and miscellaneous expense of $1.9 million (including
$666,000 minority interest in our Korean subsidiary, $623,000 in charitable contributions, and $635,000
primarily in non-investment interest which includes Cl==LID assessment interest and other miscellaneous
interest charges). Non-operating income for FY89 YTD consists of investment income of $12.9 million,
loss on equity investment in EIKON of $800,000 and miscellaneous expense of $700,000.

Stock option program expense -- see discussion on page 3.
The effective tax rate for FY90 YTD was 32.0%, the same as FY89 YTD.

Netincome for FY30 YTD was $199.2 million compared with $125.2 million for FY89 YTD. Net income
as a percentage of net revenues increased from 21.5% to 23.5%.
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Microsoft Corporation
Consolidated Cost of Goods Sold
FY90 YTD Compared With FY89 YTD

FY90 YTD FY89 YTD
Weighted Weighted
Channel SalesMix ~ Cost% Cost % SalesMix  Cost% Cost %

uUSsSMD 31.1% 19.9% 6.2% 29.9% 24.2% 7.2%
Intl Retall 40.3% 22.1% 8.9% 37.3% 25.1% 9.4%
US OEM 12.7% 3.6% 0.5% 13.8% 2.5% 0.3%
Int OEM 13.9% 0.0% 0.0% 16.6% 0.0% 0.0%
Other 2.0% 12.6% 0.3% 2.4% 14.6% 0.4%
Product cost - gross 100.0% 15.8% 100.0% 17.3%
EHect of revenue adjustments 102.8% 101.7%
Product cost - net 16.3% 17.6%
Manutacturing variances 0.3% 0.5%
Inventory adjustments 1.4% 2.3%

Freight, shipping and other 2.8% 3.4% -
Royalties 1.4% 1.8%

Non-product costs 5.3% 8.1% -
Total 21.6% 25.6%

FY90 YTD FY89 YTD
Weighted Weighted
Product Group SalesMix  Cost% Cost % SalesMix  Cost % Cost %
Applications 49.6% 16.0% 7.9% 41.0% 18.5% 7.6%
Systems 24.7% 9.3% 2.3% 29.0% 7.7% 2.2%
SPAG 11.1% 38.2% 4.3% 12.6% 42.9% 5.4%
Languages 4.5% 20.9% 0.9% 7.0% 23.3% 1.6%
Non-specific 5.8% 0.5% 0.0% 49% 0.3% 0.0%
Other 4.2% 8.2% 0.3% 5.5% 7.8% 0.4%
Product cost - gross 100.0% 15.8% 100.0% 17.3%
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RESU'LTS OF QPERATIONS COMPARED WITH COMPETITION

Corsslidated statements of income for Microsoft, Lotus, and Oracie are presented velow. The first set is
the most recent quarter; the second set is trailing twelve months' results. Amounts are in thousands, except

net income per share.
Microsoft Lotus Once
Netrevenues $310,882 100.0% $165,500 100.0% $236,400 100.0%
Cost of revenues £6.006 213 —28.900 113 41561 128
Gross profit 284788 2 136600 n3 194837 124
Opersting expeases
Research and development 47,126 152 25,900 156 21,685 92
Sales and marketing 82,093 264 63,200 382 115,754 49.0
Total operating cxpenses 138406 45 105,100 633 1538 651
Operating income 106,380 342 31,500 190 41,050 173
Noa-operating income 5,666 19 100 0.1 (5.342) Q2
Stock option program expease (k)] = —_ —_— —_—
Income before income taxes 110,546 356 31,600 19.1 35,708 15.1
Provision for income taxes 8311 Als —A.800 S3 L4926 A8
NET INCOME $75,169 2.2% $.22,800 1% 524,282 103%
Average shares outstanding 121,069 43,283 137,140
NET INCOME PER SHARE $ 0.62 $0.53 $0.18
—— ==z _—
Microsofi Loms Quacle
Net revenues $1,066,705 100.0% $601,563 100.0% $852,381 100.0%
Cost of reveoues 231318 222 100064 SRS 137,108 6l
Gross profit 529390 12 492,499 219 us27 239
Operating expenses:
Reszarch and development 161,077 151 99,678 16.6 82913 97
Sales and marketing 286879 269 231,137 38S 424,080 498
General and administrative 35166 s ~£1738 103 21986 Ll
Total operaling expenses 483122 433 un 654 358979 (X
Operating income 346,268 325 99,326 16.5 156,297 18.3
Non-operating income 19,919 1.8 9,967 1.7 (12,178) (1.4)
Siock option program expense J6.300) 09 = —_ = —_
locome defore income taxes 359,687 333 109,293 18.2 144,119 16.9
Provision for income taxes 108 40 46121 24
NET INCOME $244 585 229% $ 85,463 142% $97.998 0%
Avenage shares outstanding 116828 42,543 136,528
NET INCOME PER SHARE s 209 s_201 s 072
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Consolidated statements of income for Micrasaft for each of the four quarters ended March 31, 1990 are
presented below. Amounts are in thousands, excepe net income per share.

) Trailing
June 30 1989  Sep. 30,1989  Dec 31,1989  Mar 31,1990 12 months
Net reveaues $220,231 $238,161 $300,431 $310,882 $1,066,705
Cost of revenues ~24.642 30259 £5318 56006 237313
Gross profit 163,589 184400 234613 244,786 529390
Operating expenses: ’
Research and development 29M 39,690 41,284 47,126 161,077
Sales md marketing 61,476 66,974 76,336 82,093 286,879
General and administrative —L618 —i49 0012 287 3166
Total operating expenses 12071 15013 127612 138,408 483,122
Openaling income 63,518 69,389 106,981 106,380 346,268
Noo-operating income 5175 5,037 4,041 5,666 19919
Stock option program expense L2.000) L300 1300 ~(1.500)
Income before income taxes 66,693 72926 109,522 110,546 359,687
Provision for income taxes 21341 25046 531 usae
NET INCOME s 45!352 $ 49,588 H 74!476 S 75!169 $244 588
Average shares outstanding 113.150 114!360 1 135713 121 !069 1165323
NET INCOME PER SHARE $ 040 $ 043 $ 063 $ 062 $ 209
Nel reveoues 100.0% 100.0% 100.0% 100.0% 100.0%
Cost of revenues 248 - 2L6 219 213 222
Gross profit 152 184 2181 ~81 118
Opernling expenses:
Research and development 15.0 16.9 13.8 152 151
Sales and marketing 219 28.5 254 264 269
Geoeral and administrative 1 23 -3 239 "
Total operating expenses 464 489 423 4.3 433
Operating income 288 29.5 356 342 325
Noa-operaling income 24 21 13 1.9 1.8
Stock option program expense 09 {06 ()] 05 109
Tocome before income taxes 303 31.0 365 356 137
Provision for income taxes _97 99 AL7 114 Jok
NETINCOME 206% 2.1% 263% 242% 29%
MS-PCA 1188716 |
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Consolidated statements of income for Lotys for each of the four quarters énded March 3i. 1990 are
presented below. Amounts are in thousands, except net income per share.

Trailing
Il 1, 1989 Scpl 30,1989  Dec 31 1989 Maz, 31,1990 12 months
Net reveoucs ' $132,199 $153.906 $149,958 $165,500 $601,563
Cost of reveaues 21908 21243 24416 28200 109064
Gross profit . 104204 126063 125542 136600 492499
Operating expense:
Research and development 22,181 26222 253718 25,900 99,678
Sales aod marketing . 54,698 55,341 58,501 63,200 231,737
Geoeral and administrative 14998 14998 15762 ~16.000 61258
Total operating expenses 21874 26561 29638 105,100 -393.173
Operating income 12,420 29,502 25,904 31,500 99,326
Non-operating income 1,651 565 7,651 100 9,967
Siock option program expensc — = = = = .
lncome before incomne taxes 14,071 30,067 33,555 31,600 109,293
Provision for income taxes -1.799 L1090 4141 —8.800 23,830
NET INCOME $10272 s297M S 29.414 S 22!800 S 85.463
Average shares outstanding 41816 42,262 42,808 43,285 42,543
NET INCOME PER SHARE $ 0.25 5$0.54 $ 0.69 $ 053 s 2.0!1
E— E—— ———1 E— ——9 ——
Net revenues 100.0% 100.0% 100.0% 1000% 100.0%
Cost of revenues pANY A1 Jd63 423 181
Gross profit 288 219 232 25 219
Operating expense:
Resexrch and development 16.8 17.0 169 15.6 16.6
Sales and marketing 414 36.0 390 382 385
Geoeral and administrative A3 - 82 1035 21 103
Total operating expenses £9.3 £22 $64 £33 £34
Operating income ' 94 192 173 19.0 16.5
Non-operating income 13 03 5.1 0.1 1.7
Stock option program expense —_ — == — —
Iocome before income taxes - 107 195 224 19.1 18.2
Provision for income taxes 29 A4S 28 - Al
19.6% 13.8% 14.2%

NET INCOME 7.8% 4.9%
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Consolidated smemenﬁ of incorne for Qracle for each of the four quarters ended February 28, 1990 are
presenied below. Amounrs #r¢ in thousands, except net income per share,

Tralling
May31 1089  Aug 311989  Nov.30 1989  Eech 28 1990 12 months
Net revenues - $215938 $175.490 $224 556 $236,400 $852,381
Cost of revenues 30201 28630 A5 41563 132,108
Gross profit 13474 146 360 138345 194837 15276
Operating expense:
Research and development 20,020 19,666 21,542 21,688 82,913
Sales mnd marketing 104,327 95278 108,721 115,754 424,080
Geoenal and administrative —=2333 A1 ~13.508 16348 21986
Total operating expenses 133700 221 143771 153787 38979
Operating income 51,034 19,139 45,074 41,050 156,297
Noo-operating income (1,700) (1.956) (3.180) (5,342) (12,178)
Stck option program expense = = = —— o
locome before income taxes 49,334 17,183 41,894 35,708 144,119
Provision for income taxes As78s S.504 1340 11426 46121
NET INCOME ' 3335546 $11.679 328!l9l $24,282 ) $_97,998
Average shares outstzoding 136,116 136,125 136!729 132,140 136,528
NET INCOME PER SHARE s 0. S 009 s 021 S 018 S 072
Net reveaues 100.0% 100.0% 100.0% 100.08 100.0%
Cost of revenues 14.5 163 -39 118 6l
Gross profit _BSS 832 841 A24 -39
Operating expense:
Research and development 93 11.2 9.6 92 9.7
Sales and marketing 483 543 484 49.0 498
General and administrative 43 13 —£0 ~£2 6.1
Total operating expenses £1.9 2L 640 651 £i6
Operating income 236 109 20.1 17.3 18.3
Noo-operating income (0.8) (1) (1.9) (22) (1.4)
Stock option program expense = = — - —
Income before income taxes 228 98 18.7 15.1 169
Provision for income taxes 13 31 80 43 34
NET INCOME - 15.5% =6.7$ &% _1_2__3% g%
\
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Consolidated statements of financial position for Microsoft, Lotus, and Oracle are presented below.
Amounis ase in thousands.

Microsoft Lotus Oracle
Mach 31,1990 Ecbruary 28, 1990
ASSETS
Current assets:
Cash and short-term investments $ 446,618 M“M% $287,100 5% $ 56,231 .3
Accounts receivable - pet 151316 5 103,000 16 384,454 5
Inventories 50,029 s 19,400 3 - -
Other - —alS1s 3 —24.500 -4 44887 1
Total current assets 619479 67 434,000 - 485,672 n
Propenty, plant and equipmeat - pet 281,852 3 133,800 2 152858 22
Onher assets —samy 3 —£8.300 <Al 821 6
TOTAL SIIOlSEBM LDS 8636!6(” g‘b 5676!l05 Qﬁ
LIABILITIES AND
STOCKHOLDERS' EQUITY
Current liabilities S 189,112 19% $107,100 17% $240,063  35%
Loog-term liabilities - - 219,600 M 118,542 18
Stockholders' equity 826202 §ig 309900 L9 8200 47
TOTAL $1.015314 L_ﬂii $636.600 _1__(2% $676.805 100%
MS-PCA 1188719 |
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Selected market statistics for Microsoft, Lotus, and Oracle are presented below. Statistics are based on
firancial statements as of March 31, 1990 and 1939 for Microsoft and Lorus and February 28, 1990 and

1989 for Oracle.
Microsoft Lota Oocle
1990 jom9 1990 1989 1990 loo
Closing Stock Price (Mar. 31) $55.38 $24.94 $3528 $20.13 $13.88 $12.06
Common Shares Outstanding 1123 108.8 416 41.7 128.0 126.0
(in millions)
Market Value (in millions) $6,219 $2,713 $1,466 $839 $2,417 $1,520
Trailing Twelve Months Revepues
(in millions) $1,067 $754 602 $ATL $852 “Un
Price’Revenues Ratio 5.8x 3.6x 24x 1.8x 2.8x 3.2
Trailing Twelve Months EPS $2.09 $1.39 $2.01 $1.03 $0.72 $0.50
PricesEamnings Ratio 26.5x 18.0x 175x 19.5x 26.2x 24.1x
Cash (in millions) $447 Lveg) $287 I $56 $40
Cash per Share $3.98 $255 $6.90 $4.15 $0.44 $0.32
PricesCash Ratio 13.9x 9.8x 5.1x 43x 432x 38.0x
Book Value (ip millions) $826 $510 310 $201 $318 $193
Book Value per Share $7.36 $4.69 $745 $4.82 $248 $1.53
Price/Book Value Ratio 7.5x 53x 4.7x 42x 7.6x 7.9x
\
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Consolidated statements of income for Microsoft and Lotus/Novell are presented below. The first setis the
mes: recent quartes; the sccond se: is trailiug iwelve munths’ results. Amcunts are in thousands, except net

income per share.
Net revenues $310,882 100.0% $165,500 $105,890 $271,390 100.0%
Cost of revenues _S6.006 213 28900 23880 _£2.780 21
Gross profit 244788 281 136600 12010 208610 168
Openating expenses
Research and development 47,126 152 25,900 12,610 38,510 142
Sales and marketing 82,093 264 63,200 31,138 94338 M8
Geoeral and administrative 2187 239 16000 —£.310 22370 A2
Total operating expenses 138406 435 105,100 S0118 1535218
Opersting income 106,380 M2 31,500 21,892 53,392 19.7
Non-operating income 5,666 19 100 1,642 1,742 06
Stock option program expense L1.500) 09 = = = —
Income before income taxes 110,546 156 31,600 23,534 §5.,134 203
Provision for income taxes 25317 114 ~LEQ0 —R42 112712 £3
NET INCOME S 75!169 ?é.z% $ 22.300 $ 15,062 © $37.862 _}__4=0%
Microsoft Lons - Novell INoV
Net revenues $1,066,705 100.0% $601,563 $429,144 $1,030,707 100.0%
Cost of reveues 231318 222 100.064 142369 251433 244
Gross profit 529390 112 492,499 26718 119274 158
Operating expenses:
Research and development 161,07 15.1 99,678 46,535 146,213 14.2
Sales and marketing 286,879 269 23,137 130,417 362,154 35.1
Geperal and administrative 23 S$LI58 -32924 22
Tola) operating expenses 483122 433 3113 209876 603,049 383
Operating incorne 346,268 325 99,326 76,899 176,228 171
Noo-operating income 19,919 18 9.967 6.574 16,541 16
Stk option prograrn expense {6500 08 = = —
Income before mcorne mxes 359,687 337 109,293 83473 192,766 18.7
Provision for incote taxes 115102 1ot 21230 30.839 54669 23
NET INCOME $ 244,585 _&___.3% $ 85,463 $ 52.634 $ 138,097 g%
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WWAH
Consolidated statements of income comparcd with plan fur the three months ended March 31, 1990, are
presented below. Amounts are in thousands, excep net income per share.

Actial Plaa Variance
Q3 03 Prrsenugs
Net revenues $310,882 100.0% $271,660 100.0% "
Cost of revenues $6.006 213 64,196 238 3
Gross profit * 244786 282 207.464 264 1
Research end development 47,126 15.2 48,737 179 )]
Sales and marketing . 82,093 264 81513 30.2 -
Geoeral a0d administrative 2182 23 —21 ~34 -
Total operating expenses 138,408 45 139821 SL3 (4]
Operating incoms 106,380 342 67,643 249 5
Noun-operating income 3,666 19 6,758 25 (16
Stock option program expense JL300 105 L0300 08 -
Tocome before income tares 110,546 35.6 72,901 263 ]
Provision for income taxes 531 Al4 -2L870 i1 «
NET INCOME 5‘75!\69 2‘=2$ $ 51,031 18.8% a
Averige shares outstanding 121,069 115.000 s
NET INCOME PER SHARE s_062 s 044 a
Acmial ~ Plao Variance
EX90 YTD Perepuage
Net revegues $846,474 100.0% $749,592 100.0% n
Cost of revenues 1R6T3 216 1282682 233
Gross profit 663,801 184 21330 J62 ¥%
Operaling expense: .
Research and development 128,100 15.1 142323 19.0 (10
Sales and marketing 225403 266 235,092 4 ()]
General and administrative 32 -2L170 .Y 1 1
Tou! operating expenses 280081 4590 404583 540 ®
Operating income. 282,750 314 166,745 2.2 )
Non-operating income 14,744 17 18,358 24 20)
Siock oplion program expense L4.500) 09 {4.500) 106) -
Income before income taxes 292,954 346 180,603 .1 [~
Provision for incoroe taxes. 91761 BINE S4.180 12 B
NET INCOME . ' $199233 g% 8126422 _l_é__j‘lv s
Average shares outstanding 118,047 114,500 3
NET INCOME PER SHARE $ 1.69 $ 110 5

MS-PCA 1188722 \‘.
HIGHLY 15 CONFIDENTIAL -

GONFIDENTIAL
X 199314
| CONFIDENTIAL

Yo e e



Net revenues for the third qua
mil'son. Tne following is a breal

Channel of Distribution

USSMD
International Retail
Warldwide Retail

Domestic OEM
Intemational OEM
Worldwide OEM

Other
Totl

Applications
Systems
SPAG
Lmguages
Network
Other

Towul

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

E
3

G:lﬁﬁﬁ‘s»onqauaun—-
111 BB vunumasnw—

DQOS/GW Basic
PC Word
Microsoft Mouse
Win Excel

Mac Word

Win Word

Mac Excel
Windows

PC Works
ProC

PC Multiplan
Mac Works
Pro Basic

Mac Office
Xenix

Percent of net uvenui:

%
tf
E

—Actual Q90-3

Unigs Revenue
3,944,309 $ 54,757
139,679 37,286
383,080 33,182
79.822 2.809
74,874 14,501
51,098 12,503
53,657 12,322
601,758 11,804
250,666 11,339
25,455 497
62,365 4,681
28,295 1,901
12,188 3271
1707 3,037
50,539  __2.306
$232,830

B

=

b

<see Bk BEE

ﬂgl;:

rter of fiscal year 1990 at $310.9 million were 14% above p\at.\ of S271.7
down of riel revenues by Channel of Distribution and Product Group.

w
o
w
»
-
~

i

t

1,

3,723,019
99,790
346,631
88,480
69,056
42,979
57,836
771,199
139,440
22,551
27,466
31,922
7419

3

29,700

Plan: #11 - OS/2 (55,363); #14 - Mac PowerPoint ($3,590); #15 - Win PowerPoint ($3,471)
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g

30.6% ©
ALS *
2 g
125 k]
d22 %
242 %
—al @)
100.0% "
475% 2
300 7
105 16
5 29
2.1 -]
—43 (18
100.0% 11
Reveoue
Revene Vadanze &
$ 51,986 5
24,795 ko]
29,280 B
24,145 ©)
13,706 [
9.432 n
12,759 Q)
18,667 an
9,378 bl
5,393 ®)
3,798 3
497 )
1,944 [ ]
21 1B
$212.374
—————
2%
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Actual gost of revenues for Q90-3 was 21.3% of net revenues comparcd with a plan of 23.6%. Product
costs as a percentage of net revenues were 15.7% compared with a plan of 16.9%. The analysis on page 18
contains the actual and plan pruduct cust percentage for each channel of distribuuon and each product
group. The favorable variance in the composite product cost percentage is attributed to product cost savings
in Applications products (actual product cost of 15.3% compared with plan of 16.7%) and SPAG products
(actual product cost of 37.5% compared with plan of 39.2%).

As a percentage of net revenues, fion-product costs included in cost of revenues were 5.6% compared with
plan of 6.7%. This 1.1% margin improvement resulted from gains in inventory adjustments (0.3%),
freight, shipping and other (0.4%), and royalties (0.6%), partially offset by unfavorable manufacturing
variances (0.1%). The favorable variances in inventory adjustments and in freight and shipping result from
better inventory management, as well as an element of conservatism in the plan. The favorable variance in
royalties costs results primarily from the purchase of technology rights from PSI, reducing royalty rates on
Mac Works from 20% 10 3.2%, and from revenue shortfalls from Press, Comm Server, Flight Simulator
and OS/2. .

Operating expenses for the quarter at $138.4 million were 1% under plan of $139.8 million, and as a
percentage of net revenues were 44.5% compared with plan of 51.5%. Categorized in SEC format,
research and development was under plan by 3% ($47.1 million versus $48.7 million), while sales and
marketing ($82.1 million) and general and administrative ($9.2 million) were right in line with plan. The
analysis on page 19 shows Q90-3 product marketing expense, actual to budget, by responsible group. This
favorable variance in product marketing of $2.1 million was offset by a marketing accrual of $2.5 million.

Non-operating income for the quarter was $5.7 million compared with a plan of $6.8 million. Actual non-
operating income consists of investment income of $8.5 million less provision for non-performing
investments of $1.0 million, an unplanned SCO amortization of $500,000, foreign currency transaction
losses of $600,000 and miscellaneous expense of $700,000, whereas plan non-operating income consists

of investment income of $7.3 million less miscellaneous expense of $500,000. See page 7 for furnther
characterization of miscellanecous expense.

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 quaner was $75.2 million compared with a plan of $51.0 million. Relative to plan, all
elements of the Company's financial profit model were favorable, except non-operating income.
Specifically, net reveres exceeded plan by $39.2 million, cost of revenues as a percentage of net revenues
was 21.3% compared with plan of 23.6% and operating expenses were under plan by $1.4 million. Asa
result, net income as a percentage of net revenues was 24.2% compared with a plan of 18.8%. ’
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Microsoft Corporation

Consolidated Cost of Goods Sold
Q90-3 Compared With Plan
Actus! Q90-3 Plan Q90-3
Weighted Weighted
Channel SalesMix  Cost% Cost % SalesMix  Cost% Cost %
USSMD 25.8% 19.2% 4.9% L% 20.2% 6.4%
Inti Retal 45.6% 21.4% 9.8% 41.1% 22.4% 9.2%
US OEM ' 13.9% 3.2% 0.5% 12.2% 2.8% 0.3%
ind OEM 12.4% 0.0% 0.0% 11.9% 0.0% 0.0%
Other 2.3% 10.9% 0.3% 3.1% 18.2% 0.6%
Product cost - gross 100.0% 15.4% 100.0% 16.5%
Effect of revenue adjustments x  102.1% x  102.5%
Product cost - net 15.7% 16.9%
Manufacturing variances 0.1% 0.0%
Inventory adjustments 1.4% 1.7%
Freight, shipping and other 2.9% 3.3%
Royatties 1.1% 1.7%
Non-product costs 5.5% 6.7% -
Total 21.3% o 23.6%
R A
Actual Q90-3 Plan Q90-3
Weighted Weighted -~
Product Group SalesMix  Cost% Cost % SalesMix  Cost% Cost %
Applications 51.1% 15.3% 7.8% 48.0% 16.7% 8.0%
Systems 24.3% 9.9% 24% 29.2% 9.5% 2.8%
SPAG 10.8% 37.5% 4.0% 10.6% 39.2% 4.2%
Languages 3.7% 22.0% 0.8% 5.7% 17.6% 1.0%
Non-specific 5.6% 0.6% 0.0% 0.5% 0.0% 0.0%
Other 4.4% 6.4% 0.3% 6.0% 9.9% 0.6%
Product cost - gross 100.0% : 15.4% 100.0% 16.5%
MS-PCA 1188725
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Microsoft Corporation
Consolidated Marketing Expense
Q90-3 Compared With Plan (in Thousands)

Actual USSMD  USOEM  Otner Subs *atal
Multimedia PM 182 [} 0 0 182
SPAG PM 154 0 o 0 154
tanguages PM 562 0 0 0 562
Network PM 0 82t [ 0 1
Windows PM ’ 871 0 0 0 [ 74]
D0S PM o 01 0 0 101
0S/2PM o 474 (] o 474
Analysis PM 1914 0 ° 0 1914
Data Access PM 478 0 [ 0 478
Entry PM 1.311 [} 0 0 1,31
Graphics PM 387 (] [ 0 as7
Offics PM 2.500 (] 0 0 2,500
Channel Marketing 1215 o 1) 0 1278
Domestic Non-Pool Marketing 382 14 808 [} 1,204
Subsidiary Markating 0 [ 0 10,403 10,403
10.014 1,210 808 10.403 22 435

Plan USSMD  USOEM  Other Subs Total
Multimedia PM 256 -] [ 0 258
SPAG PM 518 -] 0 o 516
Langusges PM 8ss 0 0 0 8ss
Network PM o 392 4] 0 392
Windows PM 698 -0 0 0 688
DOS PM : <] 317 (] 0 nz
- 0§72 PM "] 465 0 -] 488
Analysis PM 2.8 o o] 0 2218
Data Access PM AREL) 0 0 [+} 1,118
Entry PM 974 0 0 0 974
Graphics PM 618 [} 0 0 618
Otfice PM 2580 [} [*] 0 2,580
Channel Marketing 2,647 0 0 0 2,647
Dornestic Non-Pool Marketing 144 57 997 0 1,188
Subsidiary Markeling 0 0 0 - 9.738 9,738
12.618 1,231 97 9.738 24,582

Variance Fav(Unfav) ussmMbp  USOEM Other Subs Total
Multimedia PM 74 ] [ 0 T4
SPAG PM 382 (] 0 0 362
Languages PM 23 0 0 0 3
Network PM (] (229) ] 0 (229)
Windows PM (173) ] [} L] (173)
DOS PM (] 2168 0 [\] 218
0S/2 PM ] ) 0 [+} 9)
Analysis PM 301 0 0 ] 304
Data Access PM 639 1] (] 0 639
Entry PM (337 0 0 0 (331
Graphics PM 29 [} 0 [} 229
Office PM 80 0 0 ] 80
Channe! Marketing 1,372 0 0 0 1,372
Domestic Non-Pool Marketing (238) 43 189 0 6)
Subsidiary Marketing 0 0 0 {665) (665)

: 2.602 21 189 {665) 2.147 MS PCA 1188726 .
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Net revenues for the first three quaners of fiscal year 1990 (FY90 YTD) at $846.5 million were 13% above
plan of $749.6 million. The following is a breakdown of net revenues by Channel of Distribution and

Product Group.
. Variance

Al FYS0YTD ~ PanEYQYID Berecnuse
Channel of Distribution
USSMD $255,308 02% $238,728 N% 1
International Rewil M3 408 299943 400 15
Warldwide Retail 01038 210 /ST L9 o
Domestic OEM 112,088 133 89,429 119 r-]
International OEM s 100383 34 15
Worldwide OEM 221343 282 189812 253 2
Other 11396 —ad 21109 2.8 Qs
Total ) $846,474 1000%  $749592 100.0% i
Broduct Groug
Applications $417,764 94% $356,992 476% "
Systems 241954 286 218,507 29.2 u
SPAG 94,239 11 83,302 1.1 n
Languages ) 37,518 44 4337 59 (14)
Network 28,882 34 18,220 24 »
Other 26117 Al 28700 —A8 )]
Total $846.474 100.0% $749,592 100.0% n

_ AU FYSOYID . _PhnFYSOYTD  Reveme

Actual Plaa Uniis Revenue Lnits Revenue,  VYminze %
1 1 DOS/GW Basic 10,428 870 $155.490 1513926 $123,643 3
2 3 PC Ward 439470 100,692 311481 TLI6S 3
3 2 Microsoft Mouse 1,115,191 94,034 985,233 83,822 n
4 4 Win Excel - 41,12 61,492 T 256,248 61873 .0
s ] Windows 1,866,677 45,152 2,163,565 1378 - (5)
6 6 Mac Word 233,770 2217 176,620 34,491 2
7 ] PC Woiks 762,75 31,7129 424,432 26,366 o
3 7 Mac Excel 170,663 5,590 147,028 32282 10
9 9 Win Word 64,336 16,200 15,166 16,608 Q
10 ] PC Multiplan 171,895 15,799 79,138 10,550 /]

1l 10 ProPC 90,161 15,162 66,396 15,988 o)

2 n Mac Works $8,994 12,116 96,022 14,356 16
B B Mac Otfice 21982 9,765 21,208 12,012 (19)

LW - Xeaix 138,130 7,448 104,106 8,837 (16)

15 - PC QuickBasic 108,974 5602 113,399 %111 0

sess T8

Percent of et revenues. % %

- -

Plac: #12 - OS2 (S12,832); #15 - Mac PowerPoint ($9322)
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Actual gost of revenues for FY90 YTD was 21.6% of net revenues compared with a plan of 23.8%.
Product costs as a percentage of net revenues were 16.3% compared with a plan of 17.1%. The analysis on
sage 22 contains the actual and plarn product cost percentage for each channel of distribution and each
product group. The favorable variance in the composite product cost percentage is axributed to product cost
savings in Applications products (actual product cost of 16.0% compared with plan of 17.0%).

As a percentage of net revenues, non-product costs included in cost of revenues were 5.3% compared with
plan of 6.7%. This 1.4% margin improvement resulted from gains in manufacturing variances (0.3%),
inventory adjustments (0.4%), freight, shipping and other (0.5%), and royalties (0.2%). 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 variances in
inventory adjustments and in freight and shipping result from better inventory management, as well as an
element of conservatism in the plao,

Qperating expenses for the period at $381.1 million were 6% under plan of $404.6 million, and as a
percentage of net revenues were 45.0% compared with plan of 54.0%. Categorized in SEC format,
research and development was under plan by 10% ($128.1 million versus $142.3 million), sales and
marketing was under plan by 4% ($225.4 million versus $235.1 million) and general and administrative
was over plan by 1% ($27.5 million versus $27.2 million). The overrun in general and administrative
results from the Q90-2 sealement of the Grossman lawsuit ($1.5 million).

Primary areas of underspending are payroll ($129.2 million actual versus $140.1 million plan), third-party
product development ($21.2 million actual versus $27.2 million plan), and marketing funds and incentive
programs ($7.1 million actual versus $11.8 million plan). The analysis on page 23 shows FY30 YTD
product marketing expense, actual to budget, by responsible group. This favorable variance in product
marketing of $14.5 million was offset by a marketing accrual of $14.4 million.

Non-operating income for FY90 YTD was $14.7 million compared with a plan of $18.4 million. Actual -
non-operating income consists of investment income of $22.2 million less provisions for non-performing
investments of $3.0 million, an unplanned SCO amortization of $1.5 million, foreign currency transaction
losses of $1.1 million and miscellaneous expense of $1.9 million, whereas plan non-operating income
consists of investment income of $19.8 million less miscellaneous expense of $1.4 million. See page 7 for
further characterization of miscellaneous expense,

Stock option program expense - see discussion on page 3.
The effective tax rars for FY90 YTD was 32.0% compared with a plan of 30.0%.

Net income for FY90 YTD was $199.2 million compared with a plan of $126.4 million. Relative to plan,
all elements of the Company's financial profit model were favorable, except non-operating income.
Specifically, net revenues exceeded plan by $96.9 million, cost of revenues as a percentage of net revenues
was 21.6% compared with plan of 23.8% and operating expenses were under plan by $23.5 million. Asa
result, net income as a percentage of net revenues was 23.5% compared with a plan of only 16.9%.
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Microsoft Corporation
Consolidated Cost of Goods Sold
FY90 YTD Compared With Plan
Actual FY90 YTD Plan FY90 YTD
Weighted : Weighted
Channel Sales Mix Cost % Cost % Sales Mix Cost % Cost %
‘USSMD 3.1% 19.9% 6.2% 33.1% 20.9% 6.9%
intl Retal 40.3% 22.1% 8.9% 39.5% 22.4% 89%
US OEM 12.7% 3.6% 0.5% 11.6% 2.9% 0.3%
Ind OEM A 13.9% 0.0% 0.0% 13.0% 0.0% 0.0%
Other . 2.0% 14.3% 0.3% 2.7% 18.4% 0.5%
Product cost - gross 100.0% 15.9% 100.0% 16.6%
——— ———
Eect of revenue adjustments x 102.8% x ' 102.7%
Product cost - net 16.3% 17.1%
Manufacturing variances 0.3% 0.0%
Inventory adjustments 1.4% 1.8%
Freight, shipping and other 2.8% 3.3%
Royalties 1.4% 1.6%
Non-product costs 5.3% 6.7%
Total 21.6% 23.8%
Actual FY90 YTD Plan FY90 YTD
Weighted Weighted
Product Group SalesMix  Cost% Cost % SalesMix  Cost% Cost %
Applications 49.6% 16.0% 7.9% 48.2% 17.0% 8.2%
Systems 24.7% 9.3% 2.3% 27.6% 8.9% 2.5%
SPAG 11.1% 38.2% 4.3% 11.2% 39.0% 4.3%
Languages 4.5% 22.3% 1.0% 5.9% 18.2% 1.1%
Non-specific 5.8% 0.5% 0.0% 1.7% 0.0% 0.0%
Other ' 4.2% 8.2% 0.3% 5.5% 9.8% 0.5%
Product cost - gross 100.0% 15.9% 100.0% 16.6%
ERER—— L
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Microsoft Corporation
Consolidated Marketing Expense
FYS0 YTO Comnpared With Plan (in Thousands)

Actual USSMND 1S OFM Othar Subs Troal
“Mutimedia PM T30 0 0 0 %3
SPAG PM 941 [+] 0 0 o4
Languages PM 1,580 0 0 0 1,580
Network PM 0 924 o [} 24
Windows PM ’ 1876 [ 0 (] 1,676
DOS PM ’ 0 217 0 0 217
0S/2PM [ ] 918 0 (] 918
Analysis PM 5741 o o o 5741
Data Access PM 968 [} 0 ] 968
Entry PM 3358 0 [+] 0 3355
Graphics PM 673 0 ] 0 673
Otfice PM 5,671 [+] ] [+} 8671
Channel Marketing a1z [ 0 0 a7y
Domestic Non-Pool Marksting 599 38 2,037 0 2672
Subsidiary Marketing 0 0 0 25,857 25857
24,238 2.092 2037 25.857 54.222
Plan USSMD  USOEM Other Subs Total
Multimedia PM 446 0 0 o 448
SPAG PM 1814 0 0 0 1814
tanguages PM 2259 0 0 0 2,259
Network PM ] 1179 [+] 0 1,479
Windows PM 2,147 [} 0 [+} 2,147
DOS PM o 968 0 0 068
0S/2PM 0 1,398 0 0 1,398
Analysis PM 8.387 ] 0 0 8,367
Data Access PM 2.2 ] [+] 0 2213
Entry PM 3348 0 0 0 35
Graphics PM 14268 [+] 0 0 1,428
Office PM 7178 -0 0 (] 7.178
Channel Marketing $.218 0 ] 0 5218
Domaestic Non-Pool Marketing 563 172 3.021 0 3.158
Subsidiary Marketing 0 0 0 27.002 27.002
34.973 3718 3.021 27.002 68.711
Variance Fav(Unfav) ussMD  USOEM _ Other Subs Total
Multimedia PM 143 0 '] 0 143
SPAG PM 873 0 0 0 873
Languages PM [.14°] 0 0 0 679
Network PM [ 255 0 0 255
Windows PM a7 0 0 0 a7
DOS PM ] 751 0 0 751
0S/2PM 0 481 0 0 481
Analysis PM 2626 0 0 0 26828
Data Access PM 1,248 0 0 0 1,245
Entry PM (19) 0 0 0 (10)
Graphics PM 751 0 0 o} ™
Otfice PM 1,507 [+] [+] 0 1,507
Channet Marketing 2,488 [\] 0 0 2,488
Domestic Noa-Pool Marketing {38) 136 984 0 1,084
Subsidiary Marketing 0 0 0 1.145 1.148
10.737 1.623 984 1,145 14.489
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EINANCIAL CONDITION

Ceorsotidaicd balance sheets as of Ma'ch 31, 1650 and December 31, 1989 and censolidated satements of
cash flows for Q90-3 and Q89-3 are presented below (in thousands).

Mar. 31 Dec. 31 Quarter Quanr %
1990 1989 Change Change
Current assete
Cash and short-term investrpents $ 446,618 $380,082 $66,536 13
Accounts receivables - net 151316 165,559 (14,243) )]
Inventories 50,029 41,053 8976 2
Ocher —31518 2611 3384 21
Total current assets 6794719 612,826 66,653 1
Property, plaat and equipment - net 281,812 257,21 24,591 10
Other assets —34022 Snk 2283 4
TOTAL ASSETS $1015314 3921!7!5 S93é29 10
Current liabilities:
Accounts payable $ 65,784 $ 59,188 $ 6596 1n
Customer deposits and deferred revenue 11499 22,619 (11,120) (49)
Acaued ? 22,497 21,684 813 4
Notes payable 6,625 9,306 (2,%81) (30)
Iocome taxes payable 50,521 51,304 (783) [P
Other 2,186 23235 ~—6431 p-]
Total current liabilities 189,112 190.036 —{224) -
Swckholders’ equity:
Common stock 112 112 - -
Paid-in capital 182,825 153,498 29,327 19
Retained earnings 638,783 579,616 59,167 10
Traaslation adjustment —san2 (147D 3959 -
Total stockholders’ equity 2 131749 94453 &)
TOTAL LIABILITIES & EQUITY 51!015!314 $921,785 $93,529 10
Q903 Qf9-3
Cash flows from operations
Net income $75,169 $41,119
Depreciation and amortization 12,148 6210
Current liabilities, excluding ootes payable 1,957 7,035
Accounts receivable 14,243 9419
loventories (8.976) 8,776
Other curTent assets (5,384) {2,062)
Translation adjustment 3959 L2492)
Net cash from operations 25,118 68,003
Cash flows from financing
Notes paysble (2.881) (13512)
Commoa stock issued 18,758 1,114
Common stock buy-back (16,341) -
Tocome tax bevefits related to stock options 10.691 A4
Net cash from financing 10222 L2.664)
Cash flows used for investments
Additions to property, plant snd equipment (33,507 (16,988)
Acquisition of intellectual property rights (5.076) (1,376)
Oter —i29 R4
Net cath used for investments (8.307D (20.088)
Net chaoge in cash aod short-term investments 66,536 40,253
Cash 204 short-termn investments at beginaing of period 380082 236265
Cash aod shon-term invesunents at end of period $446,618 $276.518
24
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Consolidated balance sheets as of March 31, 1990 and June 30, 1989 and consolidated stau:mc':ms of cash
Tfiows for the nine months ended March 31, 1990 and 1986 are presented below (in thcusands).

M. 31 Juoe 30 YTD YID%
1920 1989 Chage Change
Current assets:
Cash and short-term investments $446,618 $300,791 $145,827 L]
Accounts receivables - pet 151316 111,180 40,136 ¥
Inventories 50,029 37,755 12274 B
Other — 31516 19223 12293 o
Total current assets 679479 468,949 210,530 L]
Property, plant and equipment - net 281,812 198,825 82,987 Q
Other assets 40 2824 AT, ] 2
TOTAL ASSETS 51015314 $720,598 $294,.716 4
Current lisbilities: .
Accounls payable $ 65,784 $41,953 $ 23,831 57
Customer dcposits and deferred revenue 11,499 10,043 1,456 “
Accrued compensation 22,497 25,718 (3,221) (13)
Notes psyable 6,625 25,419 (18,794) 4)
Jncome taxes payable 50,521 30,269 20252 61
Oher 32,188 23418 4770 z
Total current liabilities 189,112 158818 30294 19
Sickholders’ equity:
Common stock 12 109 3 3
Paid-in capital 182,825 110,371 72,454 ®
Retained eamings 638,783 455,552 183,231 40
Translation adjustment — 4482 {4252 A4 -
Total stockholdens’ equity 326202 561780 264422 a
TOTAL LIABILITIES & EQUITY $1015.314 $720,538 $294,716 41

7
EY90YID EY89 YTD
Cash flows from operations

Net income $199,233 $125,186
Depreciation nd amortization 32,492 12,552
Current liabilities, excluding notes payable 49,088 14,883
Accounts receivable (40,136) (11,380
Ioventories (12,274) 9,018
Other current assets (12,293) (1.541)
Translation adjusiment 2724 0932
Net cash from operations 24344 149783
Cash flows from fioancing '
Notes payable (18,794) TA
Common stock issued 50,379 1,661
Common stock buy-back : . (16,341) -
1ncome tax beoefits related to stock options 22199 11394
Net cash from financing 22443 8B
Cash flows used for investments
Additions t© property, plant sod equipment (107,264) (64,825
Acquisition of intellectual property rights (6.404) (3.947)
Ocher 279 149D
] Net cash used for investroents (116460 (10269
Net change in cash and short-term invesuneots 145,827 93,293
Cash and short-term investments at beginning of period 30079} . 183238 MS-PCA 1188733 |
Casha0d short-term investments.at ead of period $446.618 $276518 CONFIDENTIAL
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Microsoft's financial strength continued to increase during the third quarter as documented by the measures
of financial strength, listed in the table below, which registered gains ranging from 2.3% to 33.8%. Cash
flow from operations increased to $95.1 million, or by 33.8% from the prior quarter, reflecting primarily
the quarnter's excellent earnings plus $12.1 million of depreciation and $5.9 million of translation
adjustment. A decrease in receivables was offset pearly dollar for dollar by increases in inventories and
other assets. The accompanying statement of cash flows illustrates the effect of operations on cash flow,
and provides insight into the management of the Company’s balance sheet. While operations, as cited
above, generated $95.1 million and financing contributed $10.2 million, the Company continued to invest
heavily in property, plant and equipment (PP&E) to the tune of $33.5 million and in intellectual property,
especially in Productivity Software Inc. (PSI). The net effect of these cash flows resulted in a quarterly
increase of $66.5 million, or 17.5%, in cash and short term investments for a total of $446.6 million. It
should be noted further that $16.3 million spent in repurchasing company stock was approximately offset
by $18.8 million realized from the issuance of new stock.

Working capital increased $67.6 million to a pew record high of $490.4 million, and because current
liabiliies remained virtually unchanged during the period, both the current and quick ratios improved
significandy w 3.6 and 3.2, from second quarter levels of 3.2 and 2.9, respectively,

Further reflecting the Company's overall growth, total assets crossed the One Billion mark for the first time,
and stockholders' equity increased $94.5 million to $826.2 million.

MEASURES OF FINANCIAL STRENGTH
(doUars in millions)

03 Q02 Change % Change
Cash flow from operations $95.1 $71.1 $24.0 33.3%
Income statement cash flow 373 853 20 23
Cash and shont-term investments 46,6 380.1 66.5 17.8
Working capital 490.4 4228 67.6 16.0
Total assets 10153 9218 93.8 10.1
Stockholders® equity 8262 7318 s 129

Although the critical growth indicators for Q3 in the table below are all slightly below the previous quarter,
they nevertheless attest to the impressive strength of Microsoft. Rates of rerumn are based on the average
equity and assets employed during the respective periods.

GROWTH INDICATORS
(annuatized)
Remum O Q903 02 01 QR94 Qi3
Equity ) 186% 439% 334% 33.9% 3.9%
Assets 31.0% 4% 25.9% 26.6% 264%
Non<ah equity 822% 1.1% 3% TA% N.1%
Noo-cash assets 542% 58.7% Ha% 46.1% “i%
Net reveaues ‘ U 24.8% 21.1% 20.6% 209

On a post split basis, book value during the first quarter increased 12.0% (annualized rate of 48.0%) to
$7.36 per share, while shares outstanding increased 0.8% to 112.3 million shares
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Cash and Short-Term Investments

As previousiy noted, cash and shon-term investments (at cost) increased $66.5 million in Q90-3 to $446.6
millian. These liquid assets comprise 65.7% of current assets and 44.0% of total assets. As of quarer-
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):

£ o Milli
Security Domestic lotematicoal Towal Perceny
Cash and Mooey Market Funds $(78) $419 $ 40 76%
Loan Panticipations 2. 80 36.1 8.1
Floating Rate Notes 50 - 50 1.1
Auction Preferred Stock 10.0 410 51.0 114
Increasing Rate Notes - 56 56 ‘ 3
Corporate Bonds 113 - 113 2.5
Money Market Preferreds 1295 - 1295 29.0
Fixed Adjustable Rate Prefemeds i1e - 319 72
Tax Execapt Municipals 1421 J—— A42.1 318
$350.1 $96.5 3446.6 100.0%
3 E 3

As can been seen from the table above, there was $41.9 million of cash at quarter-end dismributed among the

subs, and eight subs had more than one million, however, of this group, only MS GmbH, MS AG and MS
CH had cash in excess of their current payables.

As of March 31, the investment pontfolio was in compliance with the guidelines set forth in the company
investment policy. Nevenheless, increasing rate notes (IRNs) are noteworthy as outlined below:

Heileman Brewing's cash flow problems do not appear to be improving, It appears likely that their
various brewing facilities will be sold off and a distribution of proceeds negotiated between the
banks and increasing rate note holders. These securities were reclassified to Other Assets (non-
performing) in Q90-1.  We are fully reserved for them.

Easco Corporation, an aluminum extruder and fabricator, also is suffering cash flow problems.
The banks and IRN holders have negotiated a restructuring whereby the IRN note holders will
exchange their notes for $0.57 on the dollar of nine year subordinated notes plus 70% of the equity
of Easco. The interest rate on these new notes will be fixed at 13% rather than increase quarterly as
was prescribed by the IRNs. These securities were moved to Other Assets this quarter and our
present reserve is half of our $2 million investment in Easco.

Black Box is current in its debt service. Black Box is proposing to exchange its IRNs for a like
amount of debentures convenible into common stock and carrying a fixed interest rate of
approximately 7.5% as opposed to the quarterly increasing rate which is presently more than 16%.
Concurrently, Black Box intends to do an IPO through Alex Brown and DLJ in order to raise

sufficient capital to relieve their debt burden. Since the IPO market is uncertain, we will continue to -
monitor this situation closely.

Uniroyal Plastics is current in its debt service with no talk of restructuring.

Hickory Furniture is scheduled to redeem its IRNs as of May 1st, via an asset secured financing.
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In an attempt to quantify the value added to investment income by the treasury department during Q90-3,
tve series of financial data have beer compiled (see tables I & !I below) which comparz die actual
investment income realized from the pontfolio with alternative investment strategies. Table I summarizes the
incremental dollars earned on the respective principal amounts invested in each category versus the
alternative investments of 90-day Libor, 90-day T-bills or overnight repcs. For comparative purposes, the
dollar amounts tisted in Table I in the money market preferred, auction preferred stock and municipal
security categories have been grossed up to reflect their pretax equivalents. From table Il below, it can be
seen that our actual investment results were 40% better than investing only in overnight repurchase
agreements at First Interstate; 39% better than investing only in 90-day treasury bills; and 29% better than
investing only at 90-day libor rates,

TABLE1
Comparative [avestment Incomes from 4 Investment Strategies
for Q90-3 (Results Reflect Pre-tax Equivaleats) -

(dollars in thousands)
90-Day 90-Day Overnight .
Overnight Repurchase Agreements s $ 2 s 21 s 2
Commercial Paper & Bank Loan Participations 1,060 1,009 b)) 1,115
Auction Preferred Stack & Floating Rate Notes 1,032 978 942 1,282
Fixed Adjustable Rate Preferred 194 176 170 232
Jocreasing Rate Notes 207 193 192 357
Mooey Market Preferreds 3,101 2,918 2,843 4,49
Muaicipal Securities il 2285 86) 1964
TOTAL $8.729 $8.080 $8,000 s1L221
TABLE2
Comparative Percentages by which Actual Iavestment lncome Over of (Under)
Performed 3 Alternative Investment Swategies for Q90-3
90-Day 90-Day Ovemight

Overnight Repurchase Agreements % % 1%
Commercial Paper & Baok Loan Participations S 10 15
Auction Preferred Stock & Floating Rate Notes b} 3 %

Fixed Adjustable Rate Preferred ] k-] kY
locreasing Rate Notes B - %

Money Market Preferreds n % ®
Muaicipal Securities b Q »
TOTAL 3 » Q

In summary, during Q90-3 (before reserving $1 million for Easco), the portfolio generated the equivalent of
$11 million pre-tax for a pre-tax annualized yield of 11.4%. The reserve reduces this pre-tax yield to
10.3%. On an after-tax equivalent basis, the annualized yield was 7.5% before the reserve and 6.5% after
the reserve. All of the above yields are based on the average assets invested during the period.
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Investment Portfolio

March 31, 1990

n.8x
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18.56%

Total Investments
(in Milions)

Domestic $350.4 78.38 %
International 96.5 21.62

$446.6 100.00 X

Cash ¢
Noney Markets

Bank Loan
Participations
& Notes

Increasing
Rate Notes

Money Market
_ Preferrads

Corporats
Bonds

BFP's § APS

Municipal
Securities
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mame—
MICROSOFT CORPORATION
DOMESTIC INVESTMENT PORTFOLIO
AS OF MARCH 31, 1989
PERCENT
MATURITY  EFFECTIVE c? RATING
ISSUER DATE RATE PRINCIPAL  PORTFOLIO MOODY/S&P
CASH N/A N/A (7.760,744)  -1.74% N/A
LOAN PARTICIPATIONS
1 AMERICAN STORES 4/8/1960 8.50% 5,050,000 1.13% A3
2 COCA COLA BOTTUNG 4/4/1930 8.50% 8000000  1L79% X
3 CONTEL CAPITAL 4/2/1960 s.00% 10,000,000  224% A2/P3
4 NERCO 4/2/1990 8.50% 5,000,000 1.12% A2/P2
28,050,000  0.28%
FLOATING RATE NOTES
1 NATL MEDICAL ENTERPRISES 4/4/1900 9.30% $,000,000 1.12% BAA/BB88
3,000,000 1.12%
AUCTION PREFERRED STOCK
1 RANK ORGANIZATION - B 4/4/19590 7.30% 2,000,000  0.45% A3/A
2 RATNERS GROUP - B 4/10/1990 7.95% 5,000,000 1.12% A3/888
3 REDLANOS-A 4/1/1990 6.90% 2,000,000  0.45% A2/A
N REDLAND PLC - C 4/13/1900 7.49% 1000000 02% A2/A
10,000,000  2.24%
CORPORATE BONDS
1 COMMONWEALTH ED 11.75% 9/1/2015 9.00% 1,101,500  0.25% BAA1/BB8
2 COMMONWEALTH ED 11.75% 9/1/2018 10.00% 2189820  0.49% BAA1/BBB
3 COMMONWEALTH ED 11.75% 9/1/2018 9.67% 1,100000  0.25% BAA1/888
4 PHILADELPHIA ELECTRIC 11/18/2014 10.00% 2195460  0.49% BEB
s PHILADELPHIA ELECTRIC 11/18/1990 10.52% 858,100  0.13% ess
] SOUTH CENTRAL BELL 12/30/1900 9.38% 1,087,500  0.24% MAJAM
7 TEXAS UTILITIES ELEC. CO 12/1/1980 10.25% 2150400  0.48% BAA1/B88 +
(] U.S. GYPSUM 7.375% 91 12/18/1991 12.43% 206430  0.20% BAY/BS-
11,298,010 253%
FIXED ACJUSTABLE RATE PREFERREDS - 70% TAX FREE
1 ALCOA (STRAP) 5/15/19¢3 s&% 1040000 0.23% BAAI/A-
2 ALCOA 8% (23K SHS) 4/18/1900 8.20% 2304312 0.52% BAAI/A-
3 CIMCORP (GRCPS) 8/15/1962 8.50% 1,500,000  0.34% A2/As
] CITICORP (GRCPS) 8/18/1904 8.75% 2000000  0.45% A2/A+
s F18- C (TOK SHS) 2/29/1962 10.58% 8,545,000 147% A2/8B8+
] F18 - C (20k SHS) 2/20/1962 9.68% 2763780  0.62% BAA1/8BB +
7 B - C (35K SHS) 3/1/1962 0.64% $.832,000 1.26% A2/BBB+
L] MELLON FRAP - G (40K SHS) 11/15/1901 9.50% 41112%  082% BAA2/88B
® MELLON FRAP - G (21.5K SHS) 11/15/1901 8.80% 2,195,687 0.49% BAA2/BBB
0 - TALMAN FIN - H (10K SHS) 10/31/1990 7.70% 1001250  0.22% AAA/AAA
" TALMAN FIN - G (8K SHS) 9/30/1990 8.45% 795000  0.18% AA/AM
12 TALMAN FIN - H (3K SHS) 10/31/1990 7.83% 303,000 0.07% AAA/AAA
K TEXAS UTIL (17K SHS) SER- A 6/29/1993 9.72% 1,698,300 0.38% BAAY/BBS-
31,889,848  7.14%
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MICROSOFT CORPORATION
DOMESTIC INVES™MENT PORTFOLIO

AS OF MARCH 31, 1088
PERCENT
SSATURITY  EFFECTIVE OF RATING
iSSUER DATE RATE PRINCIPAL PORTFOLIO MOOQDY/S&P
MONEY MARKET PREFERRED - 70% TAX FREE
1 BLUE CROSS/BLUE SHIELD MD. - B 5/18/1990 7.34% 1,000000 0.2% AMA
2 BLUE CROSS/BLUE SHIELD MD. - B $/16/1900 7.20% 1000000 0.22% AMA
3 CENTRAL PWR&LT-A 4/17/1960 7.00% 200000  0.04% A2/888+
4 CENTRALPWR A LTIB /171960 7.84% 1,200,000 0.2r% A3/BBB+
] CIMCORP - 68 4/16/1900 8.78% 1000000  0.22% A2/A+
] ~ CONNECTICUT LT & PWR 4/10/1990 6.85% 3000000 0.67% BAA1/BBB
7 CSXC1 5/2/1990 8.99% 11,000000  2456% BAA1/888
(] csxca2 5/9/1960 9.25% 5000002  1.12% BAA1/BBB
9 DUFF & PHELPS - A 5/15/1990 7.04% 3000000 0.67% AAM/AAA
10 FORD MOLDINGS - D 4/18/1900 7.19% 2,000,000 0.45% A2/A+
11 . FORD HOLDINGS - H 4/1/1990 8.82% 2,000,000 0.45% A2/A+
12 FORD HOLDINGS - J 4/13/1990 6.50% 2,000,000  0.45% A2/A+
13 HELLER FINANCE - B 4/20/1990 7.55% 2,000,000  0.45% AI/A-
14 HELLER FINANCE - B 4/20/1980 1N 2000000  0.45% A3/A
15 HELLER FINANCE - C 5/14/1990 7.73% 1,000000  0.22% A3/M
18 HELLER FINANCE - C $/13/1900 7.56% 1000000 0.22% A3/A
17 HOUSEHOLD GLOBAL - A 5/15/1990 7.49% 1,000,000 0.22% A3/A
1 HOUSEHOLD GLOBAL - B 4/3/1990 8.85% 4000000  0.90% A3/A
19 HOUSEHOLD GLOBAL - B 4/4/1900 7.00% 500,000 0.11% /A
20 INT'LLEASE-B 4/23/1990 7AT% 4,000,000 090% A3/h
2 INT'LLEASE-B 4/23/1990 7.48% 2000000  0.45% /A
2 INT'L LEASE- B 4/23/1990 7.63% 1,000,000 0.22% A3/A
2 KONICA 4/30/1990 7.90% 2,000,002 0.45% AAA -
u LASALLE NAT'L BANK 4/20/1900 7.30% . 2000000  0.45% A2
3 LASALLE NAT'L BANK 8/14/1990 7.48% 1,000000 0.22%
-] MARINE MIDUAND - A 5/7/1980 8.50% 2,000,000  0.45% BAA1/BBB+
2 MARINE MIDLAND - A 5/7/1980 B.81% 1,000,000 = 0.2% BAA1/BBB+
) MELLON BANK 4/10/1800 8.05% 9.000000  202% BAA2/888
-] MICHELIN FINANCE 4/30/1990 7.25% 1000000 0.2% AAAM
2 MORGAN STANLEY . A $/16/1990 7.76% 3500000 0.78% Al/A
n MORGAN STANLEY -D 4/17/19%0 7.00% 1000000 0.22% AV/A
2 OAG 5/21/1900 8.50% 4000000  0.90% BBB+
k4] PACIFIC ENTERPRISES - A 4/10/1980 6.98% 4000000  0.90% A3/BBB
M PACIFIC ENTERPRISES - B 4/17/1990 7.08% 3,000,000  0.67% A3/BBB
» PACIFIC ENTERPRISES - G 4/3/1980 6.60% 2800000  0.63% A3/888
» PACIFICORP - A 4/27/1990 7.58% 2000000  0.45% BAA1/BBS+
n PUGET SOUND -8 4/13/1980 6.93% 1900000  0.43% BAA1/BBB +
» RYDER SYSTEM -A 4/30/1900 9.25% 8,000.000  1.79% 'A2/8BB+
» RYDER SYSTEM . 8 8/1/1960 9.30% 2000000  0.45% A2/8BB+
9 SERVICE CORP. INT'L-8 5/8/1900 8.45% 8,000,000 1.79% BAAL/A-
a TEXAS INSTRUMENTS C-1 4/18/1990 7.0% 1,000000 0.2% A2/A+
«Q TUCSON ELECTRIC- A 4/12/1990 12.48% 10,400,000  2.33% BAY/B+
Q ULTRAMAR - EQUITIES 8/4/1990 7.15% 2,000,000 0.45% AA/AM
“ UNION BANCORP -1 . 4/18/1990 8.4% 2000000  0.45% Al/A+
“ WESTERN MASS ELEC 5/7/1990 8.15% 3000000  0.487% BAA1/BEB-
% WESTERN MASS ELEC 8/7/19%0 8.68% 2000000  0.45% BAA1/B8B
31 129,500,008  2900% . . MS-PCA 1188739 \\
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MICROSOFT CORPORATION
DOMESTIC INVESTMENT PORTFOUIO

rzszsa::sn:uc:saa:aa:a::aaaasazan:atuuaataaaazca

AS OF MARCH 31, 1589 )
PERCENT
MATURITY  EFFECTIVE OF RATING
ISSUER DATE RATE PRINCIPAL  PORTFOLIO  MOODY/S&P

EAST ST. LOUIS, _L MFHSG 1271874380 TH0% 1.577.60 0.84% Py
EAST ST. LOUtS, L. PORT FAC 12/15/1600 7.90% 1513019 0.34% SP1e
EAST ST. LOUIS, kL. PORT FAC 12/15/1980 700% 4530950  1.10% sP1+
EAST ST. LOWS, 1L RES RECOVERY 12/15/1980 7.90% 1,418,518 0.32% Ale
EAST ST. LOUSS, L RES RECOVERY ~ 12/18/1900 7.75% 1,762,483 0.20% At+
INDEPENDENCE CNTY. ARK 1/1/1901 8.00% 1,200308  027% B8AY/B
INDEPENDENCE CNTY. ARK 1/1/1501 0.50% 2000000  0.45% 8A3/8
LAPEER, MICH 2/1/1901 6.50% 410000  0.09% 8e8
LOUISIANA STATE 2/1/1981 7.00% 242583 0.08% BAA1/BBE +
CHICAGO PEOPLES GAS 3/1/1991 8.50% 1484805 033% AA3/AN
JACKSONVILLE, FLA. 4/1/1901 6.00% 107545  0.24% MA
LUBBOCK, TX. - LT & PWR 4/13/1901 s.00% 29784 00T% Al/A+
TARRANT, CNTY. TX $/1/1991 s6™% 145208  0.03% M/M
OHIO ST.-GO 5/18/1991 7.50% 6470 021% M/A
LOUISIANA STATE - 81 SER B 6/15/1901 e.00% %5017 0.10% BAA1/BEB +
N. SLOPE, ALASKA - 6/30/1901 7.00% 1,533,840 0.34% BAA1/BBB+
MARICOPA CNTY, AZ - GO 7/1/1981 7.80% 8858  0.16% M/
NEW JERSEY ST. HEALTH 7/1/1991 e.55% /W0 0.08% BAA/BBB+
TACOMA, WA, PUB UTIL 7/1/1991 7.68% 244930  0.05% ESC- TSY
WAKE CNTY. ,N.C.- PCR 7/1/1991 8.0T% 1516937  0.34% A2/A
WPPSS #1 7/1/1991 6.90% 1942922  0.44% JV/V
WPPSS #25.10% 7/1/1991 ars% 208819  0.08% NAA
GALVESTON CNTY., TX 7/10/1501 892% 278882  0.06% 8AA
CHESTER, PA 8/1/1991 8.50% arer.as  0.85% SP1+
CHESTER, PA 8/1/1901 7.00% 1952360  0.M4% SP1+
CHESTER, PA 8/1/1991 7.85% 1948820 0.M4% sP1s
DOUGLAS CNTY. CO. GONDOUER 9/1/1901 7.95% 1000000 0.22% N/R
LOUISIANA STATE GO 9/1/1991 6.80% 1955.182 0.M4% AA1/BBB
WASHINGTON - GO 9/1/1991 7.68% 482738  0.11% AA
WASHINGTON GO (PRE-RE'S) 9/1/1991 6.50% 1,117,500  0.25% AMAJAAA
LEOMINSTER, MASS - PCR 11/1/1981 6.00% 1240871 028% N/R
PENSACOLA, FLA. - HLTH FAC 1171992 eT% 3208580 0T A
CYPRESS-FAIRBANKS, TX 2/1/1982 6.06% 438500  0.10% A
DEER PARK, TX. 2/1/1982 e76% 339302  0.08% M
LAPEER, MICH 2/1/1982 7.00% 435,000  0.10% 888
LOUISIANA STATE 2/1/1982 7.46% 225398  0.05% BAA1/BBB+
PEARLAND, TX. - GO 2/1/1982 6.76% 382790  0.08% A
PLAINVIEW, TX. - GO 2/18/1962 6.86% 600013  0.13% A/A
STEVENS CNTY. WA 8/1/1982 7.38% 1000000 0.22% “UA
ALWN, TX. - GO 5/1/1982 675% 191,780  0.04% AA
EAST CENTRAL, TX - GO s/1/1962 875% 264600  0.06% A
PORT ARTHUR, TX, - GO ’ 8/1/1902 67s% 96310  0.02% AA+
OREGON ST S.0% 7/1/1982 6.70% 832768  0.20% A/AN
OREGON ST 5.0% 7/1/1982 8.00% 965720  0.22% A1/AA-
PHOENDX AIRPORT - REV. 77171982 6.90% 232252 0.08% ANAs
PHOENIX AZ 9.5% 7270 - ses% 1058520  0.24% AA/AA+
RHOODE ISLAND - IDR 7/1/1982 ers% 768044  0.17% A2
WPPSS #1 SER B 7/y21 92 7.00% 1550895  0.35% AJAA-
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MICROSOFT CORPORATION
DOMESTIC INVESTMENT PORTFOUIO
AS OF MARCH 31, 1989

MATURITY  EFFECTIVE

ISSUER DATE RATE
MUNICIPAL SECURITIES - 100% TAX FREE
1 " LANCASTER, CA - WILLOWS 8/1/19%0 600%
2 LOUISIANA STATE - SERA 5/1/1900 8.50%
3 LOUISIANA STATE - SER B $/1/19%0 8.50%
4 N.Y. STATE HFA $/1/1900 783%
5 SEATTLE, WA. - SOUD WASTE 8/1/19%60 8%
3 TOPEXA, KS. - MFHR $/1/1960 7.00%
7 RUMEORD ME TANS 8/25/1960 0%
. ALABAMA STATE 4.55 6/1/90 6/1/1%0 e91%
9 BEAUFORT, N.CAROLINA 6/1/1960 628%
10 BERCKS CNTY, PA - RILSAN 8/1/1960 6.40%
" SALINA, KANSAS 6/1/1990 6.65%
) TULSA, OK - HILLCREST PARTNERS 6/1/1990 6.28%
13 MASSACHUSETTS GO BANS 8/15/1960 6.50%
) BROCKTON, MASS - GO 6/29/1980 a.00%
18 PARK CITY, UTAH 6/29/1990 6.04%
1 PARK CITY, UTAH 6/29/1980 8.85%
17 REVERE, MASS. - RANS 6/29/19%0 7.00%
18 . §. SUMMIT SCH. UTAH 8/29/1990 6.60%
19 N. SLOPE BORO, ALASKA - GO €/30/19%90 6.70%
2 WARREN CNTY., OH. (KROGER) 7/1/1990 ers%
n LYNN, MASS. RANS 7/6/1990 8.85%
2 OLD ORCHARD BEACH ME 7/18/1990 7.05%
a SHELBY CNTY. TENNESEE 8/1/1990 8.05%
2 E. GUERNSEY, OHIO 8/3/1990 6.50%
) E. GUERNSEY, OHIO 8/3/19%0 eo0%
] FLORIDA STATE COPS 8/15/1990 820%
z MISSOUR! HIGHER ED. 8/15/1900 7.00%
) REVERE, MA. - RANS 8/30/1990 ars%
-] BREVARD CNTY. A, 9/1/1900 a75%
] OLIVER CNTY. N.O, 9/1/19%0 6.45%
n VACHITA, KS - RAMADA INN 9/1/1990 1.3%
n KRBYVILLE, TEXAS 9/20/1990 6.90%
] OKLAHOMA CITY, OILA. 10/1/1990 6.55%
M WILLIAMSPORT, PA 10/1/1900 6.00%
] LORAIN, OHIO 10/5/1900 675%
» NORTH ANDOVER, MASS. 10/8/1900 ars%
T METHEUN, MASS. 10/19/1990 8.50%
» CHICAGO, LL - GO 10/31/1990 7.50%
» N. HAMPSHIRE IDA-TIMCO 11/1/1900 865%
“ REDMOND, WA, LID 88-ST-52 11/1/1960 e42%
4 HOLYOKE, MA. GO BANS 11/2/1990 6.00%
“ HOLYOKE, MA. GO BANS 11/2/1980 8.65%
9 NEW YORX ST. GO 12/1/1990 6o0%
“ OCEAN HWY & PORT, NASSAU, FLA  _ 12/1/1980 6a5%
s OCEAN HWY & PORT, NASSAU, FLA 12/1/1980 7.12%
“ RICHMOND CNTY. GA 8.50%

12/1/19%0

HIGHLY
CONFIDENTIAL

PRINCIPAL

1,650,000
3816838
2,829,698

708857

384,742
1,343,176
3,204,000

678,627
1,000,000
1,000,000
2.495,000
1,000,000
1,143,597
4,768,885
2,000,000
1,000,000
1,052,048
1,002,760
1,019,030
1,697,435
2,004,500

761,872
2,000,000
1,005,630

241,090

887,534

568,487
1,002,082
2,000,002
1,000,000
4,033,970

700,000

489.937
3,000,000
1,001,800
1,077,010
1,002,310

55,085
1.000,000

997,450
2.268,352
3,002,400

819.810
2,457.600
4,005,000
1,017,950

PERCENT
OF RATING
PORTFOLIO  MOODY/S&P

0.37% AA-/A :
0.85% BAA1/B8B + ;
0.86% BAA1/BBB+ :
0.16% A/BBB+
0.00% A ;
0.30% N/R :
0rz% N/R )
0.15% FYV/VY :
0.22% A !
0.22% AMA
0.56% BAA1/88B
0.22% T2
0.26% MIG1/SP2
107% BAA/A
0.45% U:BAA
0.22% U:BAA
0.24% 8AA
0.22% U:BAAY
0.2% MAJAMA
0.38% 8+
0.45% U:BAAY
0.17% N/R
0.45% AMA
0.23% N/R
0.05% N/R
0.20% MIG1
0.13% VMGt
0.22% U:BAAY
0.45% AMA
022% AI/A
0.90% NR
0.16% SP1+
0.11% A/AA
0.67% U:BAAT/A
022% BAA
0.24% A
0% At
0.13% A
0.22% 8AA1/88B
0.22% NR
0.51% BAA
067% BAA
0.18% AV/AA-

0.55% N/R
0.90% MA
0.23% BAA
X 1993
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88883

PERCENT
MATHRITY EFFFCTIVE oF RATING
ISSUER DATE RATE PRINCIPAL PORTFOLIO MOODY/S&P
WPPSS 92 7/1/1962 7.10% 203308  0.0™% AM-
WPPSS #2 7/1/1982 7.00% 1315838 0.29% A/ M-
WPPSS #2 13.873% T/1/1962 7.10% 584,520 0.13% R A/AMA-
WPPSS #214.73% 7/1/1982 7.10% 533800  0.13% A/A
WPPSS #2SER-A 7/1/1982 7.00% 1,853,488 0.42% AJAA
WPPSS #30.5% /1719682 6.80% 2878 0.08% NA-
LOUISIANA STATE GO 8/1/1082 6.80% 23338 0.21% AA
YONKERS, N.Y, 8/1/1962 6.00% 500,000 G.11% BAA/BBS +
LAPEER, MICH 2/1/1903 7.10% 385000  0.08% 888
LOUISIANA STATE GO 2/1/1903 7.21% 416311 0.08% BAA1/BBB+
MASS BAY TRANS AUTH 3/1/1963 8.70% 5278528 0.12% B8AA1/88B
GALVESTON, TX $/1/1963 89T% 1,157,381 0.28% B8AA/B88 +
N. SLOPE BORO, ALASKA - GO 8/30/1983 7.10% 3,252,570 0.73% BAA1/BBB +
N. SLOPE BORO, ALASKA - GO 6/30/1983 7.15% 2,165,180 0.48% BAA1/BBB +
TEXAS WATER DEV 8/1/1983 8.73% 312,900 0.07% AA/AAA
YONKERS N.Y. 8/1/1983 7.00% S46678  0.42% BAA/BBB
KENTUCKY HSG. CORP 7/1/2013 12.97% 533280  0.12% M
142,103,181  31.82%
TOTAL DOMESTIC INVESTMENTS 350,080,000 78.38%
HIGHLY 34 X 199334
CONFIDENTIAL CONFIDENTIAL
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MICROSOFT CORPORATION
INTERNATIONAL INVESTMENT PORTFOLIO
AS OF MARCH 31, 1989
PERCENT
MATURITY  EFFECTIVE oF RATING
ISSUER DATE RATE PRINCIPAL  PORTFOLIO  MOODY/S&P
CASH N/A N/A 41898423 938% N/A
LOAN PARTICIPATIONS
1 AMERICAN STORES 4/8/1960 8.00% 80000  0.19% A
2 BELL ATLANTIC FINANCE 4/5/1960 8.25% 7180000  1.61% AP
8010000  179%
AUCTION PREFERRED STOCX
1 BETPLC-B _ 4/24/1900 760% 6000000  1.34% A2/A
2 BETPLC-C 4/3/19%0 721% 5000000  1.12% A2/
3 ENGUSH CHINA CLAY - A 4/10/19%0 7.41% 2000000  0.45% AI/A
. ENGLISH CHINA CLAY - € 4/24/19%0 7.08% 7000000  1.57% " A3/A
s ENGLISH CHINA CLAY - D 4/3/1990 1.23% 3000000 0.67%
" RANK ORGANIZATION - A 4/25/1980 7.78% 3000000  0.67% AIYA
7 RANK ORGANIZATION - B 4/4/1990 2.51% 2000000  0.45% AI/A
. RANK ORGANIZATION - 8 4/4/1990 7.30% 2000000  0.45% A3/A
9 RANK ORGANIZATION - € 4/11/1990 7.49% 5000000  1.12% A3/A
10 REDUAND PLC - C 4/13/1980 7.49% 3000000  0.67% A2/A
" REDLAND PLC - C 4/27/1990 7.70% 3000000  0.67% AZ/A
41,000,000  9.18%
INCREASING RATE NOTES
1 BLACK BOX, INC. (MICON) 9/15/1996 16.50% 2000000 - 0.45% N/R
2 HICKORY FURNITURE 5/1/1990 18.00% 1996250  0.45% N/R
3 UNIROYAL PLASTICS 11/1/1993 14.70% 1638327 037% N/R

8,631,517 1.26%

TOTAL INTERNATIONAL INVESTMENTS 96,338,000 21.82%

TOTAL DOMESTIC & INTERNATIONAL INVESTMENTS 446,618,000  100.00%

35
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Eoreign Exchange Hedging Program
Curmency markets were somewhat more volarile during this quarter than in the pricr quanar. As g rzsult,

during Q90-3 we executed forward hedge contracts valued at over $66.7 million compared to $41.4 million
in Q90-2.

During the quarter the Dollar weakened 1.3% against the ECU (European Currency Unit, which is
representative of a basket of European currencies). This resulted in 2 weaker Dollar against European
cumrencies than forecasted in our original FY90 plan, leading to a Q90-3 positive exchange rate variance
from plan of $3 million on $109.5 million of European retail sales (see page 52).

In the Far East, while Korean and Taiwanese currencies were relatively stable, the Yen weakened against
the Dollar by 10% during the quaner. The financial disadvantage of this to us is offset to some extent by
the local manufacturing and relatively significant development costs we incur in Yen. In comparison to our
FY90 plan, the Yen continued weaker against the Dollar than ofiginally anticipated, resulting in a negative
exchange rate variance of $1.4 million on $7.3 million of Japanese retail sales (see page 52),

3rd Quarter Movement of U.S. Dollar Against the Yen
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We recorded a consolidated foreign currency translation loss of $612,000 for Q90-3. Of this amount,
$319,000 is attributable to volatility of the Cruzado in our Brazilian subsidiary and is largely offset by
$268,000 in interest income on cash balances held in Brazil at the unusually high interest rates (110% per
month) that attend their hyper-inflationary economy. A new govemment in Brazil has slowed inflation in
recent weeks and may stabilize Cruzado exchange rates as well, making it easier to manage our cash
position there. The remainder of the consolidated foreign cumency translation loss for the quarter results
from unhedged intercompany balances exacerbated by interest costs from exchange contract "rollover”
sitsations that occur when our subsidiaries do not pay in accordance with intercompany trade terms. We are
in the process of establishing lines of credit for our subsidiaries to enable them to pay intercompany
obligations in a timely manner and avoid unnecessary hedging costs.

:\'ew policies and procedures for hedging and hedge accounting were developed during the quarter and
implemented in March. Vinually all of the foreign currency translation loss incurred during Q90-3
(5293000 excluding Brazil) was incurred in January and February. Based on March improvements, we

anticipate these new procedures will help to reduce reported foreign exchange losses in Q90-4 and
subsequent quarters. :

MS-PCA 1188744
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Accounts Recejvable
Accounts receivabie (net) decreased 9% or $14.2 million from $165.6 million at the end of Q90-210 $151.3

million at the end of Q90-3. Consolidated days sales outstanding (DSO), shown below for the past five
quarters, decreased from $5.9 days at the end of Q90-2 10 52.9 days at the end of Q90-3.

EX Quarter DSQ
Q03 529
Q02 559
Q0-1 56.0
Q894 439
Q893 495

An analysis of the receivable aging shows that accounts over 60 days comprise 19% of collectible
receivables, up from 14% in Q90-2. The 5% increase is primarily due 1o slower payment by intemational
customers together with the increased significance of this aspect of our business. International accounts
receivable increased from 72% of collectible receivables in Q89-3 and 66% in Q90-2 to 75% in Q90-3. The
$24.4 million allowance for doubtful accounts represents 69% of all accounts over 60 days, compared with
89% at the end of the preceding quarter. The allowance for doubtful accounts is equal to 13% of total
collectible receivables, up from 12% in Q90-2. Despite the increase in accounts over 60 days, we feel
comfonable with the overall starus of the receivables and the adequacy of the allowance,

Aging Summarv
Iotal Curreng 41-69 §1-90 Qver 90

Retail
USSMD $ 31,500 $ 21,363 $ 8,738 $ 556 $ 843
Ioternational 98423 60.670 23,805 1602 £.406
Worldwide Retail 129983 82033 254 L1358 1249 !
Domestic 8321 2,040 4,652 n 1,546
Toternational 38.969 21949 L1492 1932 13941
Worldwide OEM 472990 23989 1% 2013 11487
Press 4,480 1201 1252 343 1,664
0.1 -4 —205 32 -—122 ~—J2L ~195
Accounts Receivables-Collectible 182,658 $107.5%0 $39.786 310!727 524!595
Agiog Percentages % 2% &% JEL :
OEM GAAP Adjustment 16,300
Sales Returns Reserve (3,200), )
Allowarce Q4440
Accounts Receivables-Net SlSlélG
Total Quarterty Net Reveries s31088
Days Saleg Qaumdhk(l) Ség
) Calculation uses “Accouats Receivable - Collectible” divided by “Total Quasterly Net Revenues® times 90. ' MS"PCA 11887 45 \
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for the Guarter)

Revenues

Days' Sales Outstanding
Accounts Receivable - Net
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Inventories

Total inventories at the end of Q90-3 were $50.0 million. This represenits 2 22% increase from Q90-2. The
change consisted of a $5.1 million increase in domestic inventory and a $3.9 million increase in
international inventories. At quarter-end, our inventory by location was Campus North ($25.6 million),
Puero Rico ($295,000), subsidiary warehouses ($20.4 million) and Ireland ($3.7 million). Consolidated
days inventory on hand (calculated based on past three months product costs) increased to 92 days from 73

days at the end of Q90-2. The change represents not only an inventory increase of 22%, but product cost
decreases wtalling 4%.

Gross domestic inventory increased by $4.6 million. Domestic raw material inventories increased
$237,000 (1%) and finished goods increased $4.4 million (34%). The increase in both domestic raw
material and finished good inventories is primarily due to the fact that USSMD's March revenues were
$12.0 million below plan, resulting in production in excess of demand. Of note were increased inventory
levels of Win Word, Mouse and domestically-produced, intemational products. These international
products are included in domestic finished good inventories until shipped to the subsidiaries. International
raw material increased $183,000 (3%), and finished goods increased $4.8 million (28%). These increases
are the result of several factors, including a considerable weakening of the dollar since the end of Q90-2.
Further, in Q90-3, MS-Inc (Canada) received over $6 million in backordered inventory. As a whole,
consolidated inventory allowances increased 4% ($588,000). Domestic reserves, however, decreased due
to the disposition of $2.0 million in obsolete inventory. Of the $2.0 million, $638,000 was donated.
Microsoft enjoys a tax benefit of up to two times the cost of inventory donated. The remaining $1.4 million

was not suitable for donation and was scrapped. Currently, the reserve appears sufficient to cover all
identified and potentially obsolete inventory.

March 31 December 31 Change
Raw materials $19,010 $18,713 $ 237
Finished goods 17252 12,894 4358
Allowances (10.306) 10266\ 460
Domestic laveatory 25956 T 20001 3085
Raw materialy 6623 6,440 183
Fioished goods 21,703 16,917 4,786
Allowances (4233) 0209 (L048)
International fnventory 24073 20152 aul
Raw materials 25,633 235213 420
Finished goods 38,955 29,811 9,144
Allowmxes (145390 13971 188
Consolidated laventory S’Olm 341!053 38'976
60 P e e e post
" gp aiaseal
. jseoves=
L 404 =e
‘30 ) 5z
' 1 Fiakded Goods
* 20
R rae Maieria]
[}
Qs9-3 Q894 Q90-1 Q90-2 Q90-3
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Days’ Supply in Ending Inventary
Inventory

(Based on Three Manth Average Product Costs)

TS

10

EIENeL O cere

,/// N \\\\\\\\\\\\\\\\s

L

,/////// \\\\\\\\ 2

' ////7// \\\\\\\\\\

NNz

!%%n

NN zzzz4,)

-

/ ////////

& 6N Y =D

X 199340
CONFIDENTIAL

Domestic

40

Subsidiaries

HIGHLY
CONFIDENTIAL




Property, Plant ard Equipment

Net draperty, piany and equipinent increased $24.6 mitlion 1n Q90-3 to $281.8 million from $257.2 miilion
at December 31, 1989. The increase can be primarily attributed 10 an increase in computer equipment and
expansion of land and buildings to accommodate growth in headcount. Property, plant and equipment at

March 31, 1990 and December 31, 1989 consists of the following (in thousands):

Land

Buildings

Leaschold improvements
Furniture and equipment
Cowputer equipment

Accumulated depreciation
Na

The increase in land was primarily due to expansion at Corporate Campus, Phase 7 ($6.2 million), less the
reimbursement of a local improvement district assessment from Phase 3 ($400,000). The increase in
buildings primarily consists of construction in progress on building 10 ($7.4 million), building 12
($495,000), building 16 ($660,000), building 17 ($611,000) and subsidiaries (5$869,000), of which
$400,000 is the new IPG facility in Ireland. The decrease in leasehold improvements consists of
reimbursements from lessor ($1.7 million), which were offset by normal operations. The increase in
funiture and equipment is due to new furniture for general expansion ($321,000), tradeshow booths
(8247,000), telecommunications equipment ($607,000), manufacturing equipment for Puerto Rico
(§400,000) and additions to the subsidiaries ($1.0 million). Computer equipment experienced the biggest
quarerly increase ever. The following table and chart summarize the gross and net additions during Q90-3

Mardl
$ 62,396
104,177
14,352
37477

126712
345,119
(.07

281,812

Dec 3l
$ 56,526
93,875
15,053
34,904

11234
311,612
{34391

sz

Change
$5870
10,302
(ol)
2573

13463
33507
J2916)
524,591

— e o ta,

{total costs are in thousands):
Quantity '
Buxchased Cost .

Compaq 386 computers 506 $4,494 o
VAX equipment a8 2619 :
Subsidiaries - 2,095 o
Software 2 1,784 :
Apple computers 180 1,135 A
IBM system 2 computers an 838
Networking equipment [~} 638
IBM portables ) 636
Disk drives 110 286
Prioters ] 220
Wyse computers X% 190
Additional memory k-] 169
NCR 386 computers z 162
Net AP accrval - 432
Other insignificant items 190

Net additions : $15,463

Computer Additions
$15.5
$14.2
SILS

$9.5 $10.1

Q893 Q94 Q901 Q90-2 Q-3 L §
MS-PCA 1188749 \
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Other Assets

During Q90-3, other assets increased 32.3 million to $54.0 million from $50.3 mullion as of the close of the

prior quarter. Other assets at March 31, 1990 and December 31, 1589 consists of the followmg (in
thousands):

Mg 3l DRec3l Change
Intellecmal property rights - net 313,691 $11,847 31,844
Long-term investments 25,991 25,43 648
Miscellaneous 14341 14348 207
&54!023 $51,7138 SZ_AS

The $1.8 million increase in intellectual property rights resulted from additions for Mac Works from PSI
(85.2 million), Slingshot ($150,000) and Thunder ($33,000), less amordzation ($3.2 million) and a
reclassification ($342,000). The $648,000 increase in long-term investments is due to 2 further
reclassification, from shont-term investments of non-performing investments of $1.2 million (EASCO at
$2.2 million, less a valuation allowance of $1.0 million), less an additional $500,000 amortization of the
Company's investment in SCO. Miscellaneous long-term assets decreased due to a reduction in

subsidiaries’ prepaids of $527,000, less net increases for trademarks and copyrights ($102, 000) and
Company D&O and VEBA trust fund growth ($216,000).

c Lizbiliti

During Q90-3, current liabilities deceased $924,000 to $189.1 million from $190.0 million at December 31,
1939. The largest decrease occurred in customer deposits ($11.1 million) which was comprised of an $8.1
million reduction in receipts from customers prior to acceptance of product and $3.0 million in reseller
rebates owed to distributors, large volume dealers, franchises and major chains. Notes payable also
decreased ($2.9 million) due to additional reductions in lines of credit ($2.2 million) and hedging activiry
($642,000). Income taxes payable decreased by $783,000 because additional tax provisions were more
than offset by estimated payments and tax benefits from the spread on exercise of non-qualified stock
options. Offsetting the above decreases, gccounts payable grew by $6.6 million due to general growth,

primarily at the subsidiaries. Another significant increase occurred in gther current liabilities ($6.5 million)
which consisted of growth in business taxes payable ($3.4 million), additional reserves ($1.9 million) and
capital leases payable (§1.8 million), and a decrease in marketing programs ($573,000). Obligations for
accrued compensation

also increased by $813,000 due to ESPP funding and accrued wages at the
subsidiaries,

Stockholders’ Eaui

Stockholder's equity increased $94.5 million during Q90-3 to $826.2 million from $731.7 million at
December 31, 1989. Relained earnings increased $59.2 million, the net result of Company eamings for the
quarter of $75.2 million, less $16.0 million pertaining to the buy back of 336,000 shares of Company
stock. Paid in capital increased $29.3 million, the result of stock issued in connection with Company stock
option and ESPP programs ($18.7 million) and the Company's estimated tax benefit relating to NQSO
transactions ($10.7 million). Additionally, there was a $6.0 million favorable foreign currency translation

adjustment resulting from the dollar weakening during the quarter against the permanent investments in our
subsidiaries. )
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SANTA CRUZ OPERATION

Consolidated statements of income

(unaudited) compared with the
December 31, 1989 and 1988 are presented below (in thousands).

o~

prior year for the quarter ended

TR 1988 Shange &
Net revenues $22,000 100.0% ~ $15,000 100.0% a
Cost of revenues 2200 £3500 413 »
Gross Profit 13,800 62.7 . 8,500 56.7 «Q
Operating expenses 15100 SL8 11700 280 -
NET LOSS $.(1,300) .(_5__275 $ (3,200) @ k]
EINANCIAL CONDITION

Consolidated balance sheets (unaudited) as of December 31, 1989 i
cash flow for the quarter ended December 31, 1989 are presented below (in thousands). :

and 1988 and a consolidated statement of

Dec.31 Dec.31 Yexr Yea% |
1989 1088 Change Change .
Current Assets $29,000 $14,900 $14,100 © % g
Fixed Assets 2100 11300 L4.200) G2 :
TOTAL ASSETS 38!100 28!200 9!961) ¥ i
T4
Current Liabilities 20,400 19,700 700 4 G
Loog Term Liabilities 4,000 3,500 500 113
Stockholders’ Equity 11700 2000 4200 14 1
TOTAL LIABILITIES & EQUITY 338!1&» 528!2(!) $ 9,900 g ,
Cash from operations $(2,700) ,
Cash from financing-net (includes our investment) 700 gL
Cash used for investments . (500 y
Netchasge in cash and short term investments (2,500) .
Cash and short-term investments ag beginning of period 2100
Cash and short-term investments at end of period $6,600

For the quarter, SCO shipped 19,229 units of Xenix and 9
units over the previous quarter for both products combined.

Preliminary data for SCO's most recent quarter ended 3/31/90
million to $26.3 million quarter over quarter. Margins were up slightly to

Revenues.increased $4.1

,248 units of Unix. This is an increase of 1,565

most recent quarter, down from the $1.3 million reflected above for the December quarter,

We are amonizing our investment in SCO at $500,000 per quarter. At March 31, 1990 our unamortized

ivestment in SCO was $18.4 million,
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The contribution to net revenues and operating income for Q90-2 on a channel of distribution basis was

CHANNEL REPORTING
as follows (amounts in thousands):
Nt Rermey Acnaal
USSMD $78,332 52%
International Retail 142421 453
Worldwide Reail 2020 ek}
Domestic OEM 45,047 14.5
International OEM Asa82 123
Worldwide OEM B3.404 268
Other ~5.628 —2
Toual $310,882 100.0%
Oxnine Ixame (o) Actual
Income —Dexentage
. (Loss) Joul  Revenue
USSMD $ 5,368 50 69
Ioieroational Retail 32346 492 36.7
Worldwide Retail SL14 542 26.1
Domestic OEM 27,260 256 60.5
loternational OEM 23243 219 60.6
Worldwide OEM S05m 415 606
Ocher ~{LE3D D @9
Toal $106,380 100.0 342
E—— — 3 - — 3

Variance
Plag Poxeniage

$83212 30.6% ©®

112831 416 x

196043 na B

33,955 125 B

310 122 16

1065 247 b}

~Al @

$271,660 100.0% )

Plan
Income —Peteentage

(asd Iotal  Revenue Yarizcs
$ 131 109 89 $(2,005)
23314 374 24 21032
32687 483 16.7 23007
17,840 264 525 9420
JA.008 282 54.7 _S.148
23913 21 536 14568
—~A{979) (b (19 —{(B58)
$ 67,643 1000 249 533,737

The contribution to net revenues and operating income for FY90 YTD on a channel of distribution
basis was as follows (amounts in thousands):

hY Actual
USSMD $255,308 30.2%
International Retail 345727 403
Worldwide Retail 601,035 JLe
Domestic OEM 112,088 133
foternational OEM 115488 136
Worldwide OEM 21343 269
Other ~LLE96 —21
Toul $846,474 100.0%
Ooeatoe Irxome (o) m}..;_
. Income ——Percentage
(o) Toal  Revenue
USSMD $ 42,738 15.1 167
Iotersarional Retail 108,097 a2 313
Waridwide Retaill 150.835 33 5.1
Domestic OEM 64,498 28 18
laternational OEM 1081 254 622
Worldwide OEM 136,259 482 599
Oter 9D (3)
Towl $282.750 1000. 334
44

CONFIDENTIAL

Variance
Plag__ Percentage
$238,728 31.9% 7
299.943 400 5
p11.X.748 13 7}
£9,429 119 .1
100383 134 15
189.812 253 p.i]
—2L109 24 as
$249592 100.0% i
Plas,
locome —Porenage )
(Lau) Total  Revenue Vaiamce
$ 18,368 11.0 17 $24,370
331337 21 178 4560
20903 441 133 893
43,310 260 484 21,188
35544 N3 553 16217
38354 23 s2.1 37408
L4019 249 (19.0) —30
$166.748 1000 222 $116,005
X 199345
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Microsoft Corporation

Quarterly Revenues by Channel
(In thousands)
Q90-1 Q90-2 Q90-3 FY 1590
$ % S % S % $ % $ %
USSMD 79,526 33.8 97,451 324 78,332 252 255,308 30.2
intl Retail 80,213 34.1 123043 410 142471 4538 345,727 408
US OEM 35,161 149 31880 106 45,047 145 112,088 133
int! OEM 35,189 150 41910 139 38,357 123 115455 136
Other 5.072 2.2 6,147 2.1 6.675 2.2 17,896 2.1
235,161 1000 300,431 1000 31 0.882 100.0 0 0.0 846,474 100.0
Q89-1 Q8g-2 089-3 Q894 . FY 1989
S % $ % S % $ % $ %
USSMD 62,570 355 59,751 2858 43,845 223 65100 296 231,266 288
Int Retall 57548 326 ' 82368 2392 79,603 404 79160 359 298679 37.2
us OEM 22,715 129 27,431 13.1 32380 164 32508 148 115034 143
Ind OEM 28,645 16.2 36247 173 35975 183 38730 176 139597 174
Other 4,915 2.8 4,085 1.9 5,221 2.6 4,733 2.1 18.954 24
176,393 1000 209,882 100.0 197,024 100.0 220,231 100.0 803.530 100.0
Q88-1 Q88-2 Q8s-3 Q884 FY 1988
S % S % $ % $ % $ % ;
USSMOD 30,609 298 54,059 2347 53,258 329 51,082 300 189,008 320 }
Intl Retail 31,842 310 49,008 314 §5,420 342 66,101 388 202371 2343 : ' !
USs OEM 21866 21.3 31517 202 25971 160 23,137 136 102,491 173 ,‘ ;
Int} OEM 14389 140 17914 115 22,197 137 25386 149 79886 135 .
Other 3.930 3.8 3,398 22 4977 3.1 4,765 28 17.071 2.9 y
102,636 100.0 1558968 100.0 161,823 100.0 170472 100.0 590,827 100.0
Q87-1 Qe7-2 Q87-3 Q874 FY 1987
s % $ % $ % $ % S %
USsSMD 21,092 318 31,173 385 33,158 33.7 34,244 343 119665 346
intl Retad 16,020 240 23398 289 29071 296 29,198 293 97,687 282
US OEM 16915 2523 16404 203 20,139 205 18,958 190 72418 209
'ndl OEM 11316 169 8245 102 13572 138 15397 15.4 48,530 140
Other 1,437 2.2 1,765 2.2 2,425 25 1,965 2.0 7,592 22
66,780 100.0 80,985 100.0 98.363 100.0 99,762 100.0 345890 1000 I
:' -3
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The Q20-3 condensed burdened operating income statement for USSMD follows (in thousands):

Net revenues

Cost of revenues

(m expenses

Alocations - Research and development
Allocations - Sales and marketing
Alocations - General and administrative
Burdened operating incorne

Actual Plan
$18.332 1000% 83212 100.0%
21871 219 24,007 28.9
23,858 363 29214 35.1
13,043 16.7 13,921 167
6.830 87 638 15
362 A0 2370 2.2
$5368 _69% $13m2 _89%

Variance
$(4,880)

2,136
356
L]

(502
—t
$(2,004)

The sondensed YTD burdened operating income statement for USSMD through Q90-3 follows (in

thousands): ]

Net revenues

Cott of revenues

Operating expenses

Allocations - Research and development
Allocations - Sales and marketing
Allocations - Geperal and ad ministrative
Burdeoed operating income

Net revenues for Q90-3, at $78.3 million, were 6% below plan of $83.2 million. USSMD ner revenues by

product group for the quarter were as follows (in thousands):

Applications
SPAG
Systems
Laguages
Multimedia
Noo-Specific
Adjustments
Net revenues

Actual Plag Yariance
3235308 1000% S22 28 100.0% $16,580
70,733 217 70,810 29.7 n
80,849 319 84,250 353 3,401
36,430 143 40,094 16.8 3,664
17,735 69 18,168 16 433
~£.822 2l 22 218
$42,19 16.7% $ 18,368 211% $24,371

Actual Plap Yariance
$56,586 722% $56,038 67.3% S s
16,105 206 13,068 15.7 3,037
4,650 59 10594 © 127 (5.944)
4,355 56 7,683 92 (3,328)
150 02 921 12 ™)
1 00 0 0.0 1
03559 {43 &1 1832
$78,332 100.0% $83.212 looo% $(4.880)

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

Actal Plan  Produg
Mouse
Mac Word
Win Excel
PC Word
Win Word
Mac Excel
Win Word Upgrade
Windows

- PC Works
Mac Office

G ORDOANEWN =
) SO AR ING

. Percent of USSMD's net revenues

——
Plan 9 - Mac Works ($3,182), Plan #10 Pro C Compiler ($2,500)

HIGHLY
CONFINENTIAL

Actual Plan Yatlance
Units Revenue Lhig Revenue
168,203 $15,754 134,640 $13,068 $2,686
45279 7,806 43,603 8,608 (802)
30,141 6,564 39,833 9,090 (2.526)
37,670 6374 30,300 45N 1,797
28,139 5710 37,400 7817 @107
27,754 5,406 35932 7,019 - (1,613)
29,584 4,181 4,500 450 3,731
52,197 3,958 112,300 6,875 (2,920)
44,017 3352 43,849 3252 100
6,555 2812 - — 2811
$61,919 $60,7 S}ég
B% 2%
46 X 199347
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division's top ten list comprised 79% of total USSMD net revenues, compared to plan of 73%. The
ouse muintained the nuwober one posidon generating $i5.8 miliion in revenus, compared to a plan of
‘513‘1 million. This represents 20% of the channel's Q90-3 net revenue. Mac Word revenue of $7.8
million was 9% below plan of $8.6 million. Win Excel revenues of $6.6 million were 28% below plan of
$9.1 million. Product Marketing believes this shortfall was due to market anticipation of Windows 3.0,
combined with aggressive marketing by Borland (Quartro for $99). PC Word revenue of $6.4 million was
sbove plan of $4.6 million by 39%. Win Word unit shipments were 28,000 versus plan of 37,000,
(esulting in an unfavorable $2.1 million revenue variance. Mac Excel revenues were $1.6 million below
plas of $7.0 million. Due to the slippage of version 3.0, Window's actual revenues were 42% below plan
of $6.9 million. Windows revenue per unit was above plan as the revenue mix continues to favor the
higher priced 386 version (the 386 version accouated for 50% of total units shipped compared with a plan
of 30%). The Mac Office, which was planned as a limited time bundle to be discontinued in December,
continues to generate strong demnand, with revenues of $2.8 million. Win PowerPoint, DOS retail upgrade 1
and Win Project, with forecasted revenues of $2.3 million, $1.8 million and $1.6 million respectively, did
pot meet their budgeted ship dates. The Q90-3 budget includes a revenue adjustment used to reduce the
product manager's budget. While individual product budgets were unchanged, total revenue for each
product group, save SPAG, was reduced. The total adjustments of $7.7 million partially offset actual
product slippage.

IR

During Q90-3, sales to Distributors/Franchisors ($38.6 million) and Contracted Dealers ($27.1 million)
represented 80% of gross revenue. PC Word special pricing ($185 for Distributors and Franchisors and )
$195 for LVRs and Major Chains) continued to negatively affect the overall discount percent. End User
revenue (formally Fulfillment) consists primarily of updates and finished good sales directly to End Users.
End User revenue of $6.0 million represented 7% of USSMD gross revenues. VAR sales decreased 92%
from Q90-2. This reduction is due to the completion of the IBM “Free For All” promotion which generated
$6.6 million in PC Works revenue in Q90-2. USSMD i

rype were as follows (in thousands):
0903 0902
Siles ® DRiscount & Sales $ Dicount®
Distributors/Franchisors $38,650 472 459 $ 53,982 515 46.6 :
Coatracted Dealers (LVRY ) !
Major Chains) 27,082 33.1 “s 29,011 7 449 i
End User 6,035 74 292 3,688 1S 322 :
Corporate Accounts 37 43 528 4,231 40 484
Education 3,661 45 46.7 33n 32 43.6
Government 1,335 16 443 1,382 13 - 490 -
Value Added Reseliers 1 09 51.1 8,882 [ K} 71.0
Otwer 446 _03 7.1 —231 _03 84.0
Gross Revenues 381,887 100.0% 455 3101!771 100.0% 49.8

The Federal Systems Sales Group has recorded some impressive wins. In Q90-3, we began to generate X

- revenue from the NASA Code M procurement, 8 3 year, $2 million MAC Apps bid awarded to EDS. !
Additonally, the previously announced Desktop IIT and FAAJOATS awards were completed and contracts )
signed. These bids, which were successful due to the joint efforts of the USSMD Federal Group and ¢
various members of the OEM Sales force, will be recorded as OEM revenue, since the pricing will be rolled '
into existing OEM contracts with Unisys and AT&T (see OEM commennts for further discussion). Finally, '
in early April, Federal Systems was awarded a contract from the SEC for 475 units of PM Excel for use in

- the Edgar Project. This win followed a very heated banle with 123G.
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Sales ro the top 10 customers, by quarter, for the past five quarters were as follows (in thousands):
Q90-3 Q902 Qs 089-4 0893

IngracyMicto D 25,17, $29,74 $20,017 $19,499 $12,612

9927 13,035 7310 10,921 6,054

Softsel 5,802 14,774 8,889 7410 5,153
Microamerica 3,633 T 4109 3,605 2374 1,142

Businessland 3,615 2763 2847 3,200 2473

Corporate Software 3204 4,073 1,618 1,554 944
Computeriand 2,638 3931 2574 2,077 1,816

' Software Spectrum 2,061 1,929 2,882 2,097 1,138
: Softmant 1,748 851 1,001 oM 729
800 Software L4380 ~L09% 1220 286 303

359!283 376!3 16 851!930 85150‘21 $32.564 -
Percent Of Gross Revenue 2;» TJ=5 23 7& g

In Q90-3, USSMD processed $4.0 million in returned product, representing 5% of net revenues,
(compared to $3.1 million and 3% in Q90-2). The division's returns were spread across all product lines
with PC Word ($494,000), Win Excel ($371,000), PC and Mac Works ($345,000 and $338,000)
contributing the most significant volumes. Of the total rewns, Distributors returned $1.2 million (30%),
Major Chains rerurned $1.7 million (42%), and End Users retumned $344,000 (8%). Open Rerurns
Authorizations (RAs approved for return, but not received) were $2.3 million at quarter-end, unchanged
from last quarter. Products with larger returns pending are: PC Word ($292,000), Mouse ($248,000), Mac
Excel ($222,000), and Win Excel (5207,000).

Distributors and Franchisors may eam rebates by maintaining a 30-day stocking level for 25 key Microsoft
i products, thus attempting to ensure an adequate supply of Microsoft product in the sales channel. Rebates
for LVRs and Major Chains are earned by ataining a predetermined internal market share for specific
products based on sell-through (versus competitive products) for the individual reseller. This is designed o
generate a consistent sell-through of product (not sell-in), striving to prevent excessive inventories.

Rebates were 4.1% of net revenues, versus plan of 5.4%. Reseller rebates were $3.2 million, 28% below
plan of $4.5 million. This favorable variance was due to the reversal of $1.5 million in rebates which had
been accrued for T3 (September through December 1989). Several resellers (most notable Egghead,
Businessland and 800 Software) did not eam 100% of their potental rebate. Due to the uncentainty inherent
in the reseller rebate program, we accrued rebates at the maximum level for T3. Had the $1.5 million
reversal not occurred, reseller rebates would have approximated budget. i

Cost of revenues, as a percentage of net revenues, was 27.9% compared to plan of 28.9%. Actual cost of
revenues consisted of 20.0% product costs, 1.2% royalties and 6.7% allocation of manufacturing and
distribution costs; whereas budgeted cost of fevenues consisted of 21.4% product costs, 1.5% royalties and
6.0% allocations. ‘The gross margin for Q50-3 was 72.1% compared to plan of 71.1%. USSMD's gross
profit margin for the last five quarters followa: .

Q03 1%

02 9%
Q01 70.6%
Q894 654%
Q893 613%

Product costs were 20.0% versus plan of 21.4%. This variance is primarily due to the continuing shift in
sales mix toward. Applications, which has Jower product costs, and away from other product groups
(paricularly Systems). As illustrated in the table below, Applications’ revenue represented 69.1% of gross
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cremae

Applications 63.5% 15.1 96%
SPAG l:J ;g: 71 14.8 318 56
Laoguages 3 . 11 8.7 16.1 14
Multimedia 02 132 0.0 1.0 36 0.0
Systems 52 212 A2 -0 129 29.7 Y
Product Cost - Gross 100.0% 19.2 100.0% 202
Effect of Adjustments 11043 1061
Product Cost - Net %2“ g%

Applications’ product costs were below plan due to strong sales of products with lower than planned
product costs. Win Excel, Mac Excel, Win Word, and PC Word 5.0 all had lower than planned product
costs. SPAG product costs were 35.9% of revenue compared to plan of 37.8%. This variance is due to
lower than planned product cost on the Serial/PB Mouse. Languages' product costs exceeded budget
primarily due to the slippage of C Compiler 6.0, MASM 6.0, and Cobol 3.1. These products are scheduled
to have lower product costs than the current versions. Systems’ favorable product cost variance is the result
of a continuing shift in the sales mix towards the higher margin 386 version, and the sl; ppage of Windows
3.0, and its Jow margin updates.

Royalty expense of $910,000, 1.2% of net revenue, was below plan of $1.2 million and 1.5%. This
variance was primarily due to a decrease in the Mac Works royalty, resulting from our purchase of
technology rights from PSI, and lower than planned sales of PC Flight Simulator.

Allocations of manufacturing and distribution costs were 6.7% of net revenues compared to budget of
6.0%. The variance is due to higher than planned inventory adjustments and freight costs. Additionally,
we accrued $120,000 in free update costs to offset the cost of fulfilling free updates of C 6.0 (which
shipped in April) to individuals who purchased C $.1 within the free update Window,

of $28.9 million, 36.8% of net revenues, were $356,000 under a planned $29.2
million, or 35.1% of net revenues. Favorable variances in marketing ($2.6 million) and marketing fund
incentdve programs ($966,000) were largely offset by an accrual for marketing expenses ($2.5 million) and
an unfavorable variance in payroll ($446,000).

Marketing expenditures were $10.0 million compared to a plan of $12.6 million. Each product marketing
group, except Entry and Office, was under budget. U.S channel marketing campaigns were $966,000
under 8 plan of $3.4 million. The variance is primarily due to slippage of the Road Show, and lower than
planned spending on various dealer and trimester programs. The marketing variances are the result of the
inherent difficulty in budgeting the actual months ia which expenditures will be incurred, and marketing
commitments which have not yet been invoiced. As such, the variances represent timing differences which
can be expected to turnaround. Accordingly, $2.5 million in marketing expenses were accrued at the end of
Q90-3. This accrual will be used to offset such expenditures in Q90-4. The reason for the unfavorable

. variance in payroll is twofold. A major change in the compensation program for the field sales force

occurred late in the FY90 budget cycle. As a result of the late change, the budget does not reflect the current

salary structure for the field sales force. Additonally, unplanned headcount has been added to support the
LAN Manager program,
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ions to USSMD were $22.2 million, 28.4% of net revenues, compared to a plan of $22.6 million, or
1% cf pet reveaues. Favorable variances in Appiications development ($426,000), Langua‘ges
gevelopment ($225,000) and Multimedia development ($140,000) were partially offset by an uynfavorable

© yariance in PSS ($536,000).

For Q90-3‘, USSMDhad a t{urdened operating income of $5.4 million (6.9% of net revenues) compared to
3 planned income of $7.4 million (8.9% of net revenues). The shortfall in revenue of $4.9 million u‘:as only
Pm'.ny offset by a favorable cost of revenues percentage and lower than planned operating and allocated

expnscs.
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ional Retail
The Q90-3 condensed burdened operating income statemeng for Internaional Retail follows (in thousands):

—Adtual ——Pian___ - Yarlance
Net revenues 5142421 100.0% s1831 100.0% $29,640
Costof revenues 38,629 2.1 34,001 30.1 (4,628)
Openating expenses 31,127 218 31,392 278 268
Allocations - Research and development 19,334 13.6 20,864 18.5 1530
Allocaions - General and sdminisrative  _1034  _0R 1261 ~1d 1
Burdened operating income 852,347 361% $25313 22.4% $27,034
! The condensed YTD burdened operaring income statement Intemnational Retail through Q90-3 follows (in
! thousands):
. —-Actual . —Plan____ Yariance
Net revenues $3435722 1000% 3299942 1000% $45,785
Cost of revenues 96,313 279 91,258 . 304 . (5.055)
Operaling expenses 33,974 243 89,587 29.9 5613
Allocations - Research and development 54,232 15.7 61816 20.6 71584
Alocations - Geoeral and adminisyative 3111 03 2743 13
Burdened operating income 3,108,097 Sl3% 533536 17.8% 854,561
A summary of Q90-3 revenues by product group sold by the International Retail channel follows (in
thousands):
—Actual —Plan Yariance
Applications $ 101,778 T1.4% $ 76,040 674% $25,738
Systems 18,638 13.1 14,569 129 4,069
SPAG 17,332 122 15,853 14.1 1479
Languages 71.214 51 7912 70 (698)
Books & -- - -- &
Networks -] - % 0.1 @n
Multimedia 17 .- k 1] (13)
Services 10) ©.n L] - (260)
Adjustments 2369 (LD LL699) A9 £670)
3142!4‘71 100.0% $1 1'2!831 100.0% $29.640
The Internatiopal Retail channel's leading product families for the quarter were as follows (in thousands):
Actual —lan Revenye
Actual Plag Lgits Revenue Loig Revenue Yarisnce %
1 PC Word 96,740 $30413 66,240 $19,958 2
2 2 Mouse 1174,552 16,906 188,391 15,685 8
3 3 Win Excel 46,640 . 15,967 41,597 14,728 ]
4 6 Packaged DOS 143,460 8,597 80,056 5437 S
s 4 Mac Excel 25,903 6916 21,904 5741 20
6 - WinWord 21,673 6,765 5579 1,615 319
7 7 Mac Word 29,598 6,695 20,453 5,008 31
] 5 PC Works 54,042 5,941 51,791 5571 7
9 9 PC Multiplan 23,434 4,110 19,269 3628 3
10 - Windows 386 24,766 —d237 18,544 2604 “
C $106,047 $80,065
Percent of oet reveaues 745 g%
Plan #8 - Windows 286 (34,735) ; Plan 810 - Pro C {32,736)
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1giernational Retail activities are primarily those of wholly-owned subsidiaries. Translation of foreign
corey deaominatzd financial stateficnts yo U.S. Doilars affects comparisons to plan by increasing
actual amounts if the U.S. Dollar is weaker than planned or, conversely, by decreasing actual amounts if the
U.S. Dollar is stronger than planned. During Q90-3 the U.S. Dollar’s performance varied against most
currencies listed in the table below, except for the Japanese Yen which was increasingly weak against the
U.S. Dollar. The actual (weekly average) rates versus planned exchange rates and the related percentages
of variance for Q90-3 are as follows:

LS. doliars per unit of Forelen Currency

Currency Yarfance %
British Pound 1.65731 1.77300 (65)
swedish Krons 16259 16141 0.7
Deutsch Mark 59044 56481 45
Swiss Frane 66416 65512 14
Freech Franc 1M12 .16468 57
Spanish Pesenn 00915 .00893 25
Dugh Guilder 52410 .50052 4.7
Julisn Lirs .00080 00076 47
Canadizn Dollar 84492 84679 02)
Australisn Dollar 76647 81090 (55)
Japanese Yea 00677 00806 (16.0)
Korean Won 00146 00156 (62)
frish Pound 1.56861 150214 44

International Retail Q90-3 pet revenues of $142.5 million were 26% more than a planned $112.8 million
and comprised 46% of the Company's total Q90-3 net revenues. This $29.6 million favorable variance was
the cqmbined result of a $28.5 million favorable operations variance, and a $1.1 million favorable exchange
rate variance. Actual and planned Q90-3 Intemational Rerail net revenues of each consolidating unit are

included in the schedule below. .

Net - Operatlons Exchange Rate
Actusl Blag Yarlance  Yarlance Yarlance
ELROPE
MS LTD (England) $ 13,327 94% $ 10231 91% § 3,09 $ 4,061 $ (965)
MS AB (Sweden) 11,983 84 8,766 78 3217 3,126 9
MS GmbH (Germany) 26,829 188 22,065 19.6 4,764 3,608 1,156 -
MS AG (Switzerland) 4,986 35 3,780 34 1,206 1,134 n
MS SARL (France) 38,601 211 27,018 23.9 11,583 9,497 2,086
MS SRL (Spain) 1,576 1.1 1,398 1.2 181 142 39
MS BY (Netherlands) 5,090 s 4,438 39 652 425 bse)
MS SPA (ltaly) ~L142 50 4280 _AR 2862 2333 229
109534 262 nen na 21361 24,526 03
MS INC (Canada) 10,034 70 9,612 85 - a2 450 (28)
MS PTY (Australia) 1,502 53 8,119 72 1N an (446)
Mexico 953 05 873 08 0 80 -
Brazil 1,532 1.1 ne 0.7 3 793 -
AIME (AfricyIndia/Mid East) 1,095 08 1,49 11 (154) (154) -
Asia Pacific 29 _039 a2 02 —364 =64 -
2412 152 20924 183 ~L4gs 1962 479
EAR EAST
MS KX (Japm) 7328 s.1 8,193 13 (868) 543 (1.411)
MS CH (Korea) 649 05 581 0s & 108 40
MS TC (Taiwan) 1,010 0.7 252 02 758 758 -
Redmood FE Li12 .08 908 23 204 204 —
. 10006 _11 3934 LB 162 A613 {L431)
Other Redmond 429 03 _— = 422 429 —_—
Total Noo-Europe 29 2l 0858 213 209 4004 (D)
Toul $162471  1000% SLI2EIL  1000%  $29.640 328,330 sL110
HIGHLY 52

SONFIDENTIAL

X 199353 .
CONFIDENTIAL !

MS-PCA 1188761 |
CONFIDENTIAL |

¢ 4N SY 7B BEE



i

channel's total cosk of revenues was 27.1% of net revenues for Q90-3, compared with a planned
'rgc‘ %. As 8 percentage of net tevenues, product costs were 21.3% versus a planned 22.7%. The actual
ind olanned product cost percentages for Q90-3 of the four principal product groups were:

Actual Plan_
Sales Weighed Sales Weighed
) K] 1.6% a; N 2.0%
tications 01% 16 1 2% 181 12,
R 120 32 46 138 04 56
syszas 129 30.8 40 127 267 34
50 37 12 69 19.4 13
Ot 40 - 240 04 182 o1
Product Cost - Gross 100.0% 214% 100.0% 224%
Effect of Adjustments 102 X1015
Product Cost - Net 21% 27%

On an individua! product group basis, product costs for Applications and SPAG were below plan, while
systems and Languages were above plan. The composite product cost for the channel was favorably
jmpacted by a sales mix that was heavy on Applications and light on SPAG, relative to plan. In addition, a
higher percentage of the Applications revenue was generated by the Office Business Unit (specifically,
Word), which also had a lower than planned cost.

As a percentage of net revenues, non-product costs were under plan by 2.1% (5.3% compared to 7.4%).
Broken down by individual categories, we picked up 0.6% in inventory adjustments, 0.9% in freight,
shipping and other, 0.3% in royalties and 0.4% in allocation from Campus North.

The favorable variance in inventory adjustnents is the result of a budgeting error. The budget for this item
eroneously excluded the elimination of inter-company mark-up. So, we are comparing true cost and
marked-up cost. Absent this, we would be over budget in this category. The subs contributing the most
budget overruns (primarily due to obsolete inventory) were GmbH, SARL, and KK. The favorable
siruation in freight shipping and other is consistent with the year-to-date experience and reflects an element
of conservatism in the plan. As a result of the PSI acquisition, Mac Works' myalty expense was only 3.2%
of revenues compared to a plan of 20% and total royalty expense in the channel was only 0.5% of revenues
compared to a plan of 0.8%.

The favorable allocation from Campus North resulted from previous reductions in our provision for
obsolete ROW inventory. The budget includes a provision for obsolete ROW inventory at 3.0% of ROW
sales (approximately $60,000 per month). Early in the fiscal year, we determined that our reserve position
was more than adequate and suspended the monthly accrual. Through disposals and an increase in

inventory, our reserve position is now back in line and we resumed a monthly accrual of 1.5% of ROW
sales in February.
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The channel's Q90-3 burdened operating income of $52.3 million was 107% more than a planned $25.3
million and was 49.2% of the Company's total burdened operating income. All elements of the division’s
profit model experienced favorable variances. Specifically, oet revenues exceeded plan by $29.6 million,
cost of revenues as a percentage of net revenues was 27.1% compared with plan of 30.1%, and both
operating expenses and allocated expenses were less than plan ($265,000 and $1.8 million, respectively).

HIGHLY

SONFIDENTIAL
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emational Retail gperating expenses in Q90-3 of $31.1 million, were essentially equal to the planned
,H,M illion. The $265,000 favorable variance was the net result of a $338,000 favorable operations
:;nm“ and a $73,000 unfavorable exchange rate variance. The actual and planned operating expenses for
090.3 charged to the channel by the subsidiaries and Corporate headquarters are as follows (in thousands):
‘ Operations Exchange Rate
LTD (England) 8! . s (3
’{,‘3 AB (Sweden) 2259 ) as
MS GmbH (Germeay) 6146 6,026 147 (267
MS AG (Switzerland) 621 81 218 ®
MS SARL (Fraoce) 6,667 6,532 9 ()
MS BV (Netheriznds) 1,169 12711 154 )
MS SpA (ltaly) 1177 109 (ps)] (55)
MS SRL (Spain) —492 ) § -7 a3 4
European Subsidiaries 20288 aLsse 212 (49
M$ INC (Cxnada) 1,861 1,911 45 S
MS PTY (Austnalis) 2,102 222 (&) 125
Mexico 280 s 8 0
Bzl 677 4n 199) 0
AME 304 450 146 0
Asia Pacific 213 233 —22 -0
JCON Subsidiaries 243 A664 22 130 i
MS KK (Japan) 1718 2428 m 33 i
MS CH (Karea) 197 b 19 B !
MS TC (Taiwan) 512 264 (248) - '
Far East Subsidiaries 2427 2921 A48 246
" Redmond Operations 1315 1209 wa — g
Total $31,127 $31,392 =65 §_338 S_m_) .
|
Actual allocated expenses were $20.4 million compared to a plan of $22.1 million. Most cost pools were -
below planned levels. The most significant contributions were favorable variances from Localization of ! )
$770,000 ($5.8 million actual compared with $6.6 million plan), Applications development of $361,000 |
($9.1 million actual versus $9.5 million planned), Languages development of $231,000 ($1.5 million ;
compared with $1.7 million) and International support of $230,000 ($61,000 versus $290,000). !
i
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pomestic OEM

1ne @90-3 condensed burdened operaring income starement for Domestic OEM follows (in thousands):

500 100w S1955 1000% 092
og evEDUES . si1,

h:x of revenues 3,005 6.7 2,300 63 (709)
Qperating ¢xpenics 359 5.0 3441 10.1 (155
Allocations - Research and development 10,050 23 9273 27.3 om
A locatioos - Sales aod murketing 356 08 325 10 o1
Allocations - Geoeral end adminisative 12 17 1 23 )
Burdened operating incorne $27,261 60.5% $17,839 52.5% $3422

The condensed XTI burdened operating income statement for Domestic OEM through Q90-3 follows (in
thousands):

—ACtual N 4T S—— Yaciance
Net reveoues S112.088 100.0% $89.429 100.0% $22,659
Costol Tevenues 3,132 73 6516 73 (1,616
(Operating expenses 9,701 3.7 9813 11.0 112
Allocations - Research and development 26,473 236 26,604 29.7 131
Allocations - Sales and marketing 048 09 907 1.0 39
Allocations - Geoeral and adminisgrative  _2.338 -0 2279 28 —139)
Burdened operaling income 364,498 $1.5% $43310 48.4% $21,188
Domestic OEM pet revenues by product group for Q90-3 were as follows (in thousands):

w——Actual ____ —Plan _ Yarclance
Systems $26,423 58.7% $24,128 71.0% $2295
LPB 8,646 19.2 2,615 137 6,031
Networks 3,191 71 3516 104 025)
Applications : 2,456 54 1,058 il 1,398
Xenix 2,334 52 2,118 62 219
SPAG 02 16 308 12 304
Liguages 287 06 128 04 12
Mulimedia __l — — — __l
Sudtotal 44,047 978 33,955 1000 10,092
Adjustments (GAAP) ~1.000 22 J—— —_ —L000
Total $45,047 Q_LOG $33,955 100.0% $11,092
Licensiog $38.274 85.0% $30,572 90.0% $ 1702
Packaged Product LI 150 3383 J100 2290
Total 545,047 100,0% $33955  1000% 511,09

Total Domestic OEM revenues of $45 million were 33% higher than the plinned $34 million. Licensing
revenues were 125% of plan, and revenues from packaged product sales were 200% of plan. Packaged
product sales have increased steadily throughout the year. On a year-to-date basis, total revenues exceed
plan by 25%.
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Qver S0% of the channel’s revenues were generated by the top 10 customers, Significant Domestic OEM

Wﬂw for Q50-3 were (ins thousands):

Systema PR Nuwoda Aps Cxhers Total Actual Towl Plag
Zesith $1,659 $23% § -~ §$ 233 $ 406 $4,694 107% 81572 45%
Coup® 3,745 345 - 7 - 4,597 10.5 4437 131
3Com % Lus 950 - - 233 53 2244 66
NCR 966 998 17 - % 2,057 4.7 1612 47
Tody 1,703 190 - o P 1,962 45 2009 59
DEC 490 563 871 - 1 1,925 44 12% 37
500 112 - b 128 1,638 1,907 43 2,152 64
Amer. Tel & Tel 1,100 13) 311 )] 7 1,302 3.0 3 27
AST 133 - - - - ~ - 1233 28 70 21
Tmdon 1,011 “ - 6 15 1,076 24 1375 40
Phoenix 910 106 - 9 - 1025 23 1593 47
BM 530 (503) 678 » 26 ™ 22 5 2l
Hewledt Packard 331 3] a Q) = 960 22 642 19
Usisys 861 .- - » 1 %1 20 %1 17
Zeos Iotl : 665 188 -~ - - 850 19 hadN
Packard Bell - @11 - 1.049 - 838 19 Lo J
Headstart Tech k44 781 - - - 813 18 . .
Commodore Elec. 288 (56) - 4“6 0 708 16 1,328 39
Memorex Telex 351 325 - - - 676 15 M 22
Wyse 493 4] - - - 666 15 623 18
Wag 458 [4}) 9 126 - 633 14 582 1.7
Distec Busipess 625 - - - 5 630 14 e _
Everex 575 3 - - - 5B 13 M5 16
Sup Microsystems ] 420 - - - n 11 500 15
Other Customers  _2,598 1342 164 3 189 10206 233 _73%3 231

326!423 w s&__,_g; S}_‘gﬁ SLD=I 344!047 &Oﬁ 533|955 &0‘5

* Product groups not listed
**Customer oot specifically forecasted

+Zenith - An amendment that resulted in the billing of two $2.15 million minimum commitments this
quarter enabled Zenith to edge out Compaq as the channel's leading customer.

*JCom - Continues to add 1o its prepaid balance with minimum commitment payments relating to LAN
Manager. Royalties of $1.1 million, primarily for LAN Manager, exceeded plan by $260 thousand.

* NCR - Favorable variance relates to minimum commitments in excess of those budgeted. Although its
MS-DOS-related royalties fell just short of a planned $883,000, sales of networks products were $17,000
versus a planned $228,000.

* Tandy - As budgeted, Tandy enjoyed a traditionally strong Christmas quarter, owing to sales of MS-DOS,
* DEC - Was $675,000 above plan, primarily because of an unbudgeted $560,000 minimum commitment
relating to 2 new LAN Manager license.

* SCQ - Shortfall resulted from a budget that is increasing by $140,000 each quarter versus stable actual
royalties. SCO's sales have increased, but this was offset by an amendment which reduced its royalty rate.
* American Telephone & Telegraph - Had a strong quarter, reporting 31,000 units of MS-DOS against a
budgeted 22,000 units. In addition, it generated unbudgeted MS Networks revenue of $311,000 and
Windows packaged product of $305,000.

* AST - Had stong sales of MS-DOS, coming in 89% over budget and 23% over prior quarter.
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- - Although Tandon reported stronger system sales, its net shortfall resulted from a license
. cgotiation which reduced its minimum commitment. As part of the renegotiation, a separate OS/2
:‘;;“mem was consolidated intc the M5-DOS license, minitaum comunitments were lowered, and royalty
:’g;& - Experienced a $500,000 unfavorable variance owing both to decreased sales of MS-DOS and an
gmendment reducing the royalty rate.

3 - 08/2 shipmeats of 1,200 units versus a plan of 400 units are responsible for $96,000
;ﬁu favorable variance, with the remainder resulting primarily from increased sales of MS-DOS.
. Lipisys - Had favorable variances for all systems products with OS/2 sales at 300% of budget ($140,000
versus $45,000) and sales of Windows at 123% of budget. The Windows revenue was increased by a
sharp rise in per copy Windows/386 sales which carries almost three times the royalty rate of their per

m sales. .
fyzs;mm - Filed its first royalty report under an August 1989 agreement, reporting 80,700 units of
-Works. .

Pdgnmmndnm - Shortfall is a consequence of a 43% drop in reported sales of MS-DOS from the prior
.qt&l::fm - Cancellation of an agreement for LAN Manager and LAN Manager X resulted in the
crediting of $400,000 in previous due on signing and source code billings.
+[xll - A retroactive agreement signed this quarter supersedes two previous agreements and permits the
recoupment of an OS/2-related prepaid balance against MS-DOS royalties. This agreement resulted in a
$900,000 reduction in the customer’s prepaid balance and a net revenue credit of $295,000 versus planned
revenue of $1.1 million for the quarter. .
+ Ashton-Tate - Generated a $427,000 shortfall as a result of low sales of SQL Server (200 units versus
2,200 units).

L I

Unspecified Product Billing (UPB) of $8.6 million represents due on signing and minimum commitment
billings in excess of amounts reclassified to product-specific revenue as royalty reports were received.
Significant due on signing amounts related to new agreements for the quarter were Win Laboratories -
(350,000 - MS-DOS/Shell), Headstart ($250,000 - MS-DOS ROM, Mouse Driver), Acbel Technologies
(8206,000- MS-DOS ROM), Zeos International ($185,000 - MS-DOS/Shell), and Gateway 2000
($100,000 - MS-DOS/Shell). None of these customers were individually budgeted. The remainder of the .
UPB amount resulted from minimum commitments in excess of repored royalties. i

When UPB is greater than reported royalties on an agreement, the excess represents prepaid royalties
against which the customer may recoup future royalties. Thus, to the extent that a prepaid balance exists :
under an agreement, future royalties reported by the customer will not result in additional revenue being T
recognized by Microsoft. This “prepaid” balance does not represent a liability to Microsoft, however, !
because once product has been delivered and accepted by the customer, Microsoft has fulfilled its '
obligations under the agreement. - i i
i il The GAAP adjustment is an accrual for royalties eamed during the
quarter, but not yet reported, net of deferred revenue related to billings prior to acceptance of product by the
‘customer. This quarter's adjustment of $1 million reflects an overall higher accrual for eamed but
uareported royalties in Q90-3 than was accrued at the end of Q90-2.

Io terms of real dollars, cost of revenues ($3 million against a plan of $2.3 million) was unfavorably
impacted by greater than anticipated volume of OEM mice (25,000 unjts versus 16,000 planned), packaged
MS-DOS (92,000 units versus 37,000 planned), and packaged Windows (13,000 units versus 2,800
planned). As 2 percentage of net revenues, cost of revenues was essentially at plan despite the shift in sales
mix to a higher percentage of packaged product (15% versus 10% planned). A change in the MS-DOS bill
of materials resulted in a $270,000 cost savings this quarter. .
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rating expenses of $3.6 million were $155,000 above plan, primarily the result of unfavorable variances
jn bad debt expenss (§143,000) and B&O w:x ($132,00C), pantially cffsct by favorable variances in travel
& enterainment ($57,000) and professional fees ($96,000). The bad debt and tax variances are directly
related to the increased revenues. The Network development pool exceeded plan, producing an unfavorable
sllocation variance of $1 million and resulting in total net allocated expenses which were $811,000 greater
tun plan. The Network development pool overrun resulted from unplanned payments to DCL for contract

development,

In summary, the large favorable revenue variance was only partially offset by unfavorable variances in all
expense categories, producing a burdened operating income of $27.3 million, $3% greater than the plan of
$17.8 million. -1Q- i ing i illion is $2 illj

han the slan of $43 Ll

Beginning next quarter, the channel anticipates revenue from two license agreements for our OEMs to
supply software to the govenment. The first, expected to be signed in May between AT&T and Microsoft,
involves supplying the FAA with Windows, Word for Windows, Excel, MS-Project, mice and several
languages. The agreement will run for 3 years and has a potential value of $8 to $10 million. The second
agreement, which is a part of a new master agreement with Unisys, involves supplying the Air Force with
Desktop II, which will include MS-DOS, Windows 386, mice, and several applications, including Word
for Windows, Powerpoint, and Excel. This agreement is in its final signature cycle at Unisys and is
expected 1o be executed shordy. The agreement will be for § years with potential value of the government
portion totalling approximately $20 million.
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The Q90-3 condensed burdened operating income statement for International OEM follows (in thousands):

—Astual —Plan ____ Yariance
Net reveoues $18387 1000% $13.110 10.0% $5.247
Cost of reveoues 252 0.7 462 14 210
Operaiiog expenses 3,847 10.0 3,643 110 204)
AW“ llmtb and development 10,592 276 10,451 316 (141)
Allocasions - Sales and marketing 31 0.1 109 03 R
Allocations - General and administrative 372 L0 —a350 10 —22)
Burdened operating income $23,243 60.6% $18,095 S47% 35,148

The condensed YTD burdened operating income statament for International OEM through Q90-3 follows (in

thousands):

—Actual N T — Yarlance
Net reveoues $115453 100.0% $100383 100.0% $15072
Cost of revenues . ns 07 1,131 11 356
opgnun; expeases 13,292 1135 11,400 114 (1.892)
Allocations - Research snd development 28,142 244 30,946 309 2,804
Allocatioas - Sales and marketing . 121 0.1 kX7 03 211
Allocations - Geoeral ad administrative  _ 1,364 -1 1m0 L8 L339
Burdened openting income $ 71,761 62.2% $55,544  S33% s16.217
The contribution (actual and plan) to International OEM nst revenues by consolidating upit for Q90-3

; follows (in thousands):

: Actual Plan Varlance
EUROPE

i MSLTD (Eogland) $ 1,902 5.0% $ 2208 65% s (303)

. MS AB (Sweden) L1112 29 1,062 32 k1)
MS GmbH (Germany) 4,241 11.1 2404 73 1837
MS AG (Swizeriand) 5 - - - s
MS SARL (France) 1,838 48 1,671 50 167
MS SRL (Spain) {109) (0 3) 190 05 @29)
MS BV (Netherlands) & 92 15 (426)
MS SpA (laly) 1318 _1.2 230 L0 92
o 10.570 ~2L8 10331 Al2 239
MS INC (Canada) 1,406 36 1,394 42 n
MS PTY (Australia) » 02 152 0s 6)
Mexico 261 07 304 - 09 (43)
Brazil 296 03 441 14 (145)
AIME (Africa/India/Mid-East) 156 04 113 03 <]

! ASIA Pxcific 122 03 529 -8 3

392 52 2933 A3 =331
EAREAST
MS KK (Japan) 14,878 388 8554 258 6324
MS$ CH (Korea) 5,509 144 3,836 11.6 167
MS TC (Taiwan) 5.950 155 7.206 218 (1,256)
Redmond FE — - 1300 A4S (L300
) 26331 8.7 2L006 831 2241
Other Redmond = — (12500 (% 1250
Total Nog-Europe 8229 249 2119 £358 4950
Adjustments (sec page 62) . {94 Q3 — — 343
Total 333,357 &0‘5 $33,110 I_L_O% $3.247
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! {nternational 020-3 OEM net revenues by product group were as follows (in thousands):

—Actual —rklan XYarlance

Sysems $27,558 71.9% $31,889 96.3% $ (4,331)
UFB 8977 234 . (1,351 (4.1) 10,328
Aww“ 1,589 4.1 ™ 24 810
Xeaix 1m 04 3 - . 166

Multizoedia S 0.1 - - )|

j— 2 0.1 » 02 09)
SPAG —_— — 120 06 190)
Subtotal 39,299 1024 33,110 100.0 6,189

Adjustments 942 (v )} —_— —_— {Lrd}

Total 538!357 100.0% _ 833!1 10 !_9.22* [ 5l247

, net of adjustments, was $38.4 million for the quarter, 16% over the planned
$33.1 million. Adjustments of $942,000 is the net impact of $5.1 million in royalties relating to a
retroactive agreement signed with NEC, and a2 $4.5 million GAAP adjustment, less a $10.5 million reserve
related to prepaid balances. On a year-to-date basis, total revenues exceed plan by 16%.

Europe approximated plan ($10.6 million actual against a $10.3 million plan), ICON came in below plan
($2.4 million versus a plan of $2.9 million), and the Far East was substantially over plan ($26.3 million
versus $21.1 million).

Significant International QEM customers, by product group, for Q90-3 were (in thousands):

Systemy LPR Agplications Neworks Other*  ___TolActal . _ ToulPlan

Fujitsu Ltd H - $3219 § - L S $ 3 $3,250 83% § 707 2%
Toshiba Corp. 2,781 - - 2 15 2,298 71 1242 33
NEC Corp. 419 2,113 - - - 2,592 66 1,665 50
Epson 2,146 296 @ - - 2502 64 1,544 4.7
A 1498 160 - - - 1,658 42 2343 7.1
Sanyo Electric 118 1,248 - - 2 1,368 35 1538 46
Gold Star 52 827 - - - 1,353 34 800 24
Bull S.A. 912 91 - 97 - 1,300 33 700 21
Samsuog Electric 1,132 » - - - 1,208 31 1,250 38
Schoeider Rundfunk. 901 (193) 433 - - L9l - 30 1.191 36
Mitac [at) 388 680 - - - 1,065 22 1L127 34
Tanng 1,100 (100) - - - 1,000 s 1,360 41
Oliveui 1,564 Ly - p ] 1 994 25 1,91 60
Hyundai Electric - 925 - - - 925 24 650 20
Mitsubishi Electric ™ 115 21 - - 910 23 R 24
Sicmens AG B 267 398 64 1% 78 22 623 19
Nokia Data Systems 798 (341) - kY3 - m 0 16 23
Philips Elec. 1,302 (599 - - - 707 18 1,166 35
Daewoo Telecom. 12 143 - - - 655 17 400 12
Amstad PLC 309 325 -, - - 634 16 553 1.7
Twinhead Iat1 12 443 - - - 605 15 - -
Daewoo Elec. 33 261 -~ - - 589 15 - -
Copam Elec. 4T ] - - - 568 14 406 12
Apricot 30 I - 2 - 563 14 55 1.7
Other Customers 39031 20D  _630 400 2211 248 78 294
Total 27,538 897171 s1 589 $932 SU3 $39.29 1000% $33110  100.0%
* Product groups ot listed.

** Customer not individually forecasted.
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. Fuiitsu - Became the top customer for the quarter due to a $3.2 million minimum commitment related 10 an

yobudgeted license. e . . g . .

. iba - Reported $2.8 millicn in royalties against & budget of $1.2 million, reflesting consistenny

mping MS-DOS sales. For the first time, Toshiba's sales mix shified from primarily MS-DOS 3.XX 1o

JS-DOS 4. XX with Shell, resulting in 2 somewhat higher effective royalty rate.

: NEC- Of $2.6 million in revenue, $2.4 million re!fm to 3 due on signing‘ payment for 8 new retroactive
ment. N [(Epoted An aqadinona . i A o

-lﬂ'“ i nadj Wl { is amount will be transferred 1o product-specific revenue upon receipt

of additional information from the customer,

. 's - Favorable $960,000 variance reflects a $1 million due on signing for an unbudgeted GW-

BASIC; MS-DOS ROM license.

« Acer - Lack of a planned L AN Manager license agreement led to a $246,000 shortfall in Acer's networks

revenue, adding to an unfavorable variance resulting from lower than anticipated machine sales.

» Sanyo - Of its $1.4 million revenue, $1.2 million relates to a minimum commitment for MS-DOS and

) : . . . .

« Gold Stac's - Favorable variance of $550,000 results from 2 minimum commitment greater than plan ($1.1
million versus $800,000) and unbudgeted revenues from a printer language license.

+BullS.A, - An agreement which shifted one-half of Bull S A.'s Q90-2 minimum commitment to Q90-3
accounts for $500,000 of its $600,000 variance. The remainder pertains to above-plan systems sales.

« Tanng - Filed a late royalty report, causing two quarters of royalties to be posted to Q90-3.

«Qlivetti - Delay in processing one month's reported royalties pending a new agreement caused Olivetti's
shortfall.

o (nher tams - Adjustments relating to new agreements or amendments that cancelled or reduced minimum
commitments created unfavorable variances from Bondwell ($256,000), Narmerel ($350,000), and Philips
($540,000). Philips was additionally impacted by lack of sales of LAN Manager and SQL Server, against a
$240,000 budget for networks products.

-speci v jved. Signifi
due on signing amounts related to new agreements for the quarter included NEC ($2.4 million - MS-DOS;
08/2), Epson ($1 million - GW BASIC; MS-DOS ROM), CTM Computer ($480,000 - 0S/2; MS-DOS),
Mitac ($469,000 - MS-DOS; Shell; Windows), and Rein Elektronik ($208,500 - MS-DOS; Shell; 05/2),

When UPB is greater than repornted royalties on an agreement, the excess represents prepaid royalties
agaiost which the customer may recoup future royaities. Thus, to the extent of the prepaid balance exists
under an agreement, future royalties reported by the customer will not result in additional revenue being
recognized by Microsoft. This "prepaid” balance does not represent a liability to Microsoft, however, since
once product has beea delivered to and accepted by the customer, Microsoft has fulfilled its obligations
under the agreement. - i i
ximately $10§ mill Thi $10.8 milli hooked ? ial
1 : lated id bal . .

The GAAP adjustment is an accrual for royalties earned during the quarter, but not yet reported, net of
deferred revenue related to billings prior to acceptance of product by the customer. This quarter's
adjustment of $4.5 million is the net effect of an overall lower accrual for eamed but unreported royalties in
Q90-3 than was accrued at the end of Q90-2 (accounting for -$1 million), combined with a decrease in
deferred revenue related to billings prior to product acceptance (accounting for $5.5 million).
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The following table summarizes the GAAP ad;ustment, the NEC accrual, and the UPB reserve discussed

above, which are included in che acjustments liae in net revenues by consolidating unit ou page 59 (in

thousands):
0.0 ]
GAAP adjustment
Change in earned but unreported royalties $(1,000)
Deferred revesues 3500
GAAP adjustment - net 4,500
NEC accyual 5,058
UPB resqve (10.500)
Adjustments - pet $(_%42)

Cost of revenues of $252,000 is 45% below the budgeted $462,000. This favorable variance resulted from
a lower level of OS/2 revenue ($712,000 versus $3.3 million planned), which led to decreased royalry
expense ($301,000). This was partially offset by unbudgeted expenses relating to the sale of camera-ready
anwork ($25,000) and by Xenix-related royalty expense that was greater than planned ($78,000).

Total operating expenses of $3.8 million approximated plan. The most significant overrun was $240,000 in
B&O tax which resulted from increased revenues. Allocated expenses were $105,000 over plan. This was
primarily the net effect of an unfavorable variance in the networks development pool ($455,000), partially
offset by favorable variances from Localization ($119,000) and Systems development ($101,000). The
Network development pool overrun resulted from unplanned payments to DCL for contract development.

In summary, burdened operating income of $23.2 million (61% of net revenues) against a plan of $18.1
million (55% of net revenues) resulted in a favorable $5.1 million variance, -10- i

ing i ilti : illicn. This positive
variance results from an increase in revenue without a corresponding increase in costs and expenses.
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erosaﬂ Corporation
(%" 4°Other” Channels
sl )
" mousands
Press USPSS IntIPSS USMSU Intt MSU MSJ Consuling _ Total

actus! .
el revenues $3,085 $633 $580 $1,467 (s4) $474 $33 $6,673
et of OVENUES 1,555 212 105 222 15 230 0 2,339
operaind expenses 881 206 608 1,248 170 21 111 3,435

ted expenses 942 1.210 278 "M - 0 159 41 2,741
Oﬂm income ($233) ($990) ($11) ($114) ($188) ($126) - ($119) ($1,842)
nel revenues 100.0% 100.0%  100.0% 100.0% 0.0% 100.0% 100.0% 100.0%
(ost of revenues 504%  33.2% 10.7% 15.1% 0.0% 485% 0.0% 35.1%
Operaling expenses 28.6% 32.3% 62.0% 85.1% 0.0% 445% = 3364% 51.5%
wggd expenses 30.5% 189.7% 28.4% 7.6% 0.0% 33.5% 124.2% 41.1%
cpemiﬂﬂ income 9.5% -165.2% -1.1% -7.8% 0.0% 26.6% -360.6% -27.6%
pian
Net revenues $4,804 $583 $469 $1,733 $278 $443 $243 $8,553
Cost of revenues 2,235 186 493 294 15 202 0 3,425
Qperating expenses 912 - 320 70 1,205 121 224 673 3,625
Alocated expenses 943 1,086 247 113 0 150 41 2,580
Cperating Income $714 ($1.009) (5341) $121 $142 ($133) (%471) (§977)
Net revenues 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% ° 100.0%
Cost of revenues 46.5% 31.9% 105.1% 17.0% 5.4% 45.6% 0.0% 40.0%
QOperating expenses 19.0% 54.9% 14.9% 69.5% 43.5% 50.6% 277.0% 41.2%
Alocated expenses 19.6% 186.3% 52.7% 6.5% 0.0% 33.9% 16.9% 30.2%
Operating income 14.9% -173.1% -72.7% 7.0% 51.1% -30.0% -193.8% *11.4%
Variance :
Net revenues ($1,719) $55 $s511 ($266) ($282) $31 ($210)  ($1.880)
Cost of revenues 680 (26) 388 72 0 (28) 0 1,086
Operating expenses 31 114 (538) (43) (49) 13 562 90
Nocated expenses 1 (124) (31) 2 0 (9) 0 (161)
Operating income ($3.007) $19 $330 ($235) ($331) $7 8352 - (8868)
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cosoft Corporation
FYS0 YTD
ml Reporting
"?” of "Other” Channels
" s
i ﬁ"’"“nd )
Prass USPSS IndPSS USMSU IniMSU = MSJ Consulting  Total
pctos
e ravenues $10,092 $1,495 $1,275 $3,899 ($4) $1,095 $43  $17895
g of revenues 4,892 568 n 567 15 468 0 6,721
ting expenses 2,167 687 1,453 3,131 242 423 120 8,223
! ocated expenses 2,603 3.077 695 323 0 481 116 7.295
opmﬁng income $430 ($2,837)  ($1.084) ($122) ($261) (8277) ($193)  (84.344)
e revenues 1000%  100.0%  1000%  100.0% 0.0%  1000%  1000%  100.0% ‘
cost of revenues 48.5% 38.0% 16.5% 14.5% 0.0% 42.7% 0.0% 37.6% ! et
gperaling expenses 21.5% 46.0% 114.0% 80.3% 0.0% 38.6% 279.1% 46.0% ;
aocated expenses 25.8% 205.86% 54.5% 8.3% 0.0% 43.9% 269.8% 40.8% .
operating income 4.3% -189.8% -85.0% ~3.1% 0.0% -25.3% -448.8% -24.3% i
i
.-
pan
Net revenues $11,808 $1.412 $1,216 $4.670 $535 $1,106 $363  $21,110
Cost of revenues 5,460 539 1,289 793 15 449 0 8,545 )
Operating expenses 2514 1.011 193 3,359 308 555 1,173 9,113 )
Alocated expenses 2.727 3.126 714 334 0 443 121 7.465
Qperating income $1,107 (53.264) (8980) $184 $212 (8341) (8931) ($4.013)
Net revenues 100.0% 100.0% 100.0% 100.0% 100.0% - 100.0% 100.0% 100.0% ; i
Cost of revenues 46.2% 38.2% 106.0% 17.0% 28% 40.6% 0.0% 40.5% !
Operating expenses 21.3% 71.6% 15.9% 71.9% 57.6% 50.2% 323.1% 43.2% t :
Alocated expenses 23.1% 221.4% 58.7% 7.2% 0.0% 40.1% 33.3% 35.4% . '
Operating income 9.4%  -231.2% -80.6% 3.9% 39.6% 30.8%  -258.5% -19.0% .
Variance
Net revenues ($1,716) $83 $59 (sT) ($539) (s11) ($320)  ($3.215)
Cost of revenues 568 (29) 1078 226 0 (19) 0 1,824
Operating expenses 347 324 (1.260) 228 68 132 1,053 890
AMlocated expenses 124 49 19 1 0 (38) 5 170
Operating income ($677) $427 ($104) ($306) ($473) $54 $738 - ($331)
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The contribution to net reveaues and operating income for Q99-3 on s product group basis was as
follows (amounts in thousands):

The contribution to net revenues and o

W imme
S|

SPAG
Nerwark
Oher

Toul
ouening Iame (Low)
Applications
Systems
SPAG
Loguages
Networks
Other

Tota

$158,148 509%
87386 28.1
13,236 10.7
11,454 37
11222 36

=249 —

$310,882 100.0%

Agtuat
Income —Llleeniage
(oss) Joial Revenue
$43,644 451 308
43,729 453 558
9,920 93 29.8
(300) (0.3) (2.6)
2,799 23 U9
42 (32 (36.1)
$106,380 100.0 342

follows (amounts in thousands):

Mg Revermiey
Applications
Systems
SPAG

Languages
Networks
Oter
Tout

Ooening Income Qom)

Applications
Syslems
SPAG
Languages
Networks
Oter

Total

HIGHLY
CONFIRENTIAL

— Actual
$417,764 49.4%
241,954 286
94,239 1.1
37518 a
28,882 34
26112 a1
$846474 100.0%
Actual
Income ——Dorentage
Lo Totl  Revenue
$118,581 419 284
135,186 41 554
2,11 95 28.2
2,198 0s 59
7.598 27 26.3
1921 28 (30.3)
$282,750 100.0 334
65

Varisce

~Plan__ Peueotage
$129,128 415% z
11,520 300 7
28,618 105 16
15278 56 (29)

5634 21 ®
11485 —43 (%)
$271,660 100.0% ]

. Plas
Income —Percentage
(o) Total  Revenue Variance
21,3712 316 16.6 2721
42,049 62.2 516 6,680
6317 93 2.1 3,603
1618 24 10.6 (1,918)
(1,556) 23) (22.6) 4,355

L2050 432 (18.8) L1239

$67.643 100.0 249 $38,737

perating income for FY90 YTD on a product group basis was as

Variaxe . ' l
———Plaa . Perceniage :
$356,992 476% n : l |
218,507 292 1 i
£3,302 11.1 B g 1
4387 59 (14) il
im0 31 ) A
$749.592 1000% B 1B
Plag ' '
Income —Percentage i
Qoss) Il Revmue  Vig by
$ 47482 25 133 $71,09 :
107,057 642 499 28,129 i
18,508 1.1 22 8,603 .
4,148 25 95 (1,953)
@.19) (1.6) (149) 10,017
a1 4D 269 __ (90 !
$116,748 100.0 22 $116,005 '
!
. 67 3
X 1993%“\_ ,
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picrosoft Corporation
Qu;neﬂy Revenues by Product Group

(,,,mousands)
Q90-1 090-2 Q90-3 Q904 FY 1990
s % $ % $ % s % [3 %
applications 106425 453 153,194 510 158,145 509 417,764 494
gystems 75232 320 79336 264 87,385 28.1 241,954 286
SPAG 25297 108 35706 119 33236 107" 94,239 11,1
unguages 12973 55 13,091 44 11454 37 37518 44 _
Network 7650 33 10010 33 11,222 36 28882 34 i
Other 7584 3.2 9034 30 9439 30 26,117 31 i
235,161 1000 300431 1000 310,882 100.0 0 00 845474 1000 ‘
1
Q8g-1 Q89-2 Q893 Q894 FY 1989
$ % $ % $ % $ % $ %
Applications 72054 408 86,247 411 77,283 392 105306 47.8 340,890 424
Systems 58965 334 70858 338 73576 373 75914 345 279313 348 .
SPAG 20451 118 30,082 143 22011 112 18981 86 91,525 11.4 1
Languages 16043 91 13642 65 10090 5.1 8727 40 48502 60 )
Network 1,103 06 1570 07 355 1.8 3404 15 9627 1.2
Other 7777 44 - 7483 38 10514 53 7899 36 33673 4.2
176,333 1000 209.882 1000 197,024 100.0 220231 1000 803530 100.0
Q88-1 088-2 0s8s-3 Q884 FY 1968 '
s, % $ % $ % $ % $ % it
Applications 40312 393 61,362 394 63429 392 71,187 418 236290 400 it
Systems 37272 363 55982 359 55793 245 56337 330 205384 348 ik
SPAG 9675 94 15735 10.1 19226 119 19652 115 64288 109 7[ )
Languages 9641 94 17569 113 15392 95 15322 90 57924 o8
Network 348 03 480 03 N7 04 746 04 2291 04 !
Other 5388 5.2 4768 3.1 7266 45 7228 42 24650 42
102,636 1000 155896 1000 161,823 100.0 170,472 1000 $90.827 100.0
087-1 Qer-2 087.3 Q874 FY 1987 f
) s % $ % ] % s % $ %
Applications 22373 335 33968 419 36649 373 37319 374 130309 377
Systems 26616 399 24706 305 33652 342 36359 I64 121,333 359
SPAG 5475 82 9207 114 11,154 113 11,078 111 36914 10.7
Languages 10600 159 11,093 137 14056 143 12,740 128 48489 140
Other 1716 26 - 2011 25 2852 29 2266 23 8845 286
66,780 100.0 80,985 1000 98,363 1000 99762 1000 345890 100.0 :
1
: |
' , i
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-

e for Applications follows (in thousands):

Actual Plan Yariance
Nesrevenues 158145 1000% So128 1000% 529,017
Costof revenues 35,489 2.4 32978 255 (2,511)
opﬂ-.m‘ expenses 3,190 21.6 35,231 27.3 1,041
Allocations - Rmch and development 3285 21 355 28 2
,ulc:ms - Sales and marketing 34,538 218 33978 263 (iy]
Allocations - Genenal sod administrative  _2,002 13 013 15 1
Burdeoed operating income 3486‘4 g‘l $21 372 16. 6% $27 "72
The condensed YTD burdened operaring income starement for Applications through Q90-3 follows (in thousands)

Actual _Plan Yariance
Net revenues S412.263 1000% $336993 1000% $60,772
Cost of reveues 95,253 21 92,983 26.0 2.270)
Opersting expenses 97,319 23 102,203 26 4,884
Allocations - Research and development 9,098 22 10,646 3.0 1,543
Allocations - Sales and marketing 91,672 21.9 97,710 274 6,038
Allocations - Geveral md administrative 5,842 L4 2970 -1 128
Burdened operaling income Sl 18,581 2=8.=4$ S&g} : &i Sz_l_dgg
Applications pet revenues by channel for the quarter were as follows (in thousands):

Actual Plan Xarclance
Interoatiooal Retail $101,663 64.3% $ 15817 58.1% §25,846
USSMD 36,586 358 56,038 434 48
Domestic OEM 2,456 16 1,058 038 1,398
Interoatiooal OEM 1,589 1.0 ™ Qs 810
Adjustments 14149 LD J4369) Q9 4
Net revenues 3155!145 100.0% $l29.!128 100.0% $29.017
Applications net revenues by bysiness unit for the quarter were as follows (in thousands):

—~SSMD ___ International Retail 1012l Q90-3
Office 326,704 16.5% 852,615 24% s 588 04% S 79,907 49.3%
Amalysis 14,426 89 33,638 20.7 690 04 48,754 300
Eoty 10,599 65 12,108 75 2,192 13 24,896 153
Data Access 3,663 23 2,769 1.7 515 04 7,009 44
Graphics ~L192 07 —a36 03 —_— Q20 1228 _19
S6S86  349%  S10166)  62.6% S48 &% 16229 100
Adjustments ) {4,149 '
Netrevenues $158,145
P} -
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Net revenues for Q90-3, at $158.1 m.

eaeration, the '3 {compared with plan) for the quarter were as follows

(dotlars in thousands):
: —Actual —Plan Yariance .

Agat Bam lnin Revenue Lniu Rovemie

1 "1 PC Ward 139,679 $37286 99,790 324,798 512,491

2 2 Win Excel 982 2,809 88,480 24,145 (1,336)

3 3 Mac Word - 74,874 14,501 69,056 13,706 795

y 5 ‘Win Word 51,098 12,503 429719 9,432 3,071

P 4 Mac Excel 53,657 12,322 57836 12,759 37

6 [ PC Works 250,666 11,339 139,440 9378 1,961

7 - Win Word Upgrade 38,221 5382 4,962 S00 4,882

s | PC Multiplan 62,865 4681 27,466 3,798 383

9 ? Mac Works 28,295 3,901 k1% 7] 49 (1,070)

0 ~  ProBASIC 12,188 21 7.419 L7

$127.995 $105.428 322!567
Perceatage of Applications’ net revenues 8% R% -

Flao # Mac PowerPoint ($3,590), plan #10 Win PowerPoiat ($3,471)

Once again, PC Word held the number one
above plan of $24.8 million. Win Excel re
million, although 6% below plan of $24.1 million. Mac Word re
6%. Win Word, with revenues of $12.5 million,

revenues of $12.3 million were slightly below plan o
strong word processing category,

mained the number

illion, were 22% above plan of $129.1 million, In terms of revenue

position, with revenues of $37.3 million, an impressive 50%
two application, with revenues of $22.8
venue of $14.5 million surpassed plan by
was 33% above plan of $9.4 million. Mac Excel
f $12.8 million. Win Word Upgrade rounded out the
with revenues of $5.3 million far exceeding plan of $500,000.

e e e—— - ——— —— -

For the third straight quarter the percentage of the Applications revenue generated by PC Apps increased.
This reflects the introduction of new Windows Apps as well as the growth of the International Business, .t
which is predominantly PC oriented. Internationa! Retail generated 63% of Applications’ revenue compared i

w plan of 59%. The following table shows for Q90-3 E
(in thousands): : !
. I Workdwik OFM Pl i

PC Apps $33,818 209%  $82,055 505% $3,997 5%  $119,870 79% 71.0% )
Mx Apps 2,7 140 19,204 119 " 0.0 42,085 259 282
Other ~—N _00 —ld 02 —34 00 -3¢ 02 _of ;

ng“ {_lau SIOII“S &.65 Sﬁ g% 162,29  100.0% &Oﬁ
Adjustments .
Nei reveaue $138,145

As a percentage of net revenues, cost of revenues was 22.4% compared to a budget of 25.5%. Product
costs were 15.7% of net revenues, versus plan of 17.2%. USSMD's product cost percentage was 14.2%
compared to budget of 15.1%, while International Retail's product cost percentage was 16.5% compared to !
a budgeted percentage of 18.1%. USSMD's product cost percentage was affected by the lower than ¥
budgeted product costs of Mac Excel, Win Excel, PC Word, and Win Word. International Retail's

favorable product cost percentage for Applications is largely due t a shift in individual product mix towards .
non-product costs were 6.7% ($10.6 million), .
is primarily due 1o lower than planned royalty :
hase of technology from PSI, and for PC Flight

higher margin PC Word. Asa perce
compared to budget of 8.3% ($10.7 million). The variance
¢xpense, specifically for Mac Works, due to the purc
Simulator products, due to lowered than planned sales.
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rating expenses of $34.2 million, 21.6% of net revenues, were $1.0 million below budge: of $35.2
minicn, 27.3% of net mvenuss. Faverable variznces ta markeding ($1.5 million), buiiding dnd grounds
gistribution ($387,000), and payroll ($348,000) were partially offset by an accrual for marketing expenses
(5960.(’00)- an unfavorable variance in bad debt expense ($264,000) and less significant variances in
several other operating expense categories.

Acual Applications marketing of $13.5 million was $1.5 million under plan of $15.0 million. The
subsidiaries and domestic marketing contributed equally to this variance, underspending by $752,000 and
732,000 respectively. The domestic marketing variance was spread across 3 number of product and
corporate marketing plans, with Brand Statement advenising, Mac and PC Line advertising, Win
PowerPoint, PC Word and Omega representing the largest variances. The marketing variance represents
gming differences which can be expected to tumn around. Furthermore, actual marketing commitments have
been made for which we have not beea billed. In order to minimize the impact of the turnaround in Q90-4,
1 marketing expense accrual of $960,000 was made. The accrual reduced the net marketing vaniance to
$547,000. The favorable variance in building and grounds distribution is primarily due to a delay in
completion of building ten. ‘The budget assumed completion in March, while acal completion is currently
scheduled for early May. The favorable variance in payroll is the result of headcount ramping up at a
slower thao anticipated rate. Applications headcount has been below budget for each month, and the
product group ended the quarter with 718 employees versus plan of 748. The unfavorable variance in bad
debt expense réflects higher sales and increases in the bad debt allowance rate at several International
subsidiaries.

Allocations to Applications were $39.8 million compared to 2 plan of $39.5 million. Asa percentage of net
revenues, actual allocations were 25.2% versus budget of 30.6%. An unfavorable allocation from
International Retail ($577,000) was partially offset by a favorable allocation from International R&D
($271,000).

The Q90-3 burdened operating income for Applications was $48.6 million, 36.8% of net revenues,
compared to a plan of $21.4 million, 16.6% of net revenues. i il rev
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Systems
The Q90-3 condensed burdened operaring income statement for Systems follaws (in thousands):

—Actual ____ ——Plan____ Yarlance
Net revenucs $82.386 100.0% S3L3520 120.0% $5,866
Cost of reveaues 9,154 105 9,418 115 261
Operatiog expenses 17,769 20.3 18,865 23.1 1,096
Allocations - Research and development 1377 16 1,456 13 »
Allocations - Sales and marketing 9345 10.7 8,732 10.6 (613)
Allocations - General and administrative L1012 ~L1 1003 ~2d —®
Burdened operating income 48,729 $5.4% $42,049 S1.6% $6,680
The condensed YTD burdened operating income statement for Systems through Q90-3 follows (ia
thousands): ) i

—Actual —0Plan___ Yariance
Net reveouct $241.955 100.0% $218.507 100.0% S1 448
Cost of reveaues 23,438 96 23,550 10.8 112
OQperating expenses 43,814 202 34,536 249 512
Allocations - Research and development 3,841 16 4,395 20 554
Allocations - Sales and marketing 27,548 11.4 26,001 119 (1,547)
Allocations - Geoeral 2nd administrative  _3328 __ 13 2967 14 16D
Burdened operating income $135,186 55.9% $107,058 49.0% $28,128
Systems pet revenues by channel for Q90-3 were as follows (in thousands): .
Interoational OEM $27,559 31.6% $31,889 39.1% $ (4,330)
Domestic OEM 26,423 30.2 24,128 29.6 2298
loternationa) Retai! 18,638 213 14,569 179 4,069
USSMD 465¢ _33 10594 -1ig (.944)
Subtotal 77,270 884 81,180 99.6 (3.910)
Adjustments 01e 118 M0 _04 2718
Total 587!386 MG Sslé 0 100.0% S}}_g@

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

Actusl Plan

Actual Blag ~Units Revenug —Lnits Revenye
1 1 MS-DOS/GW-Basic 3,964,559 $55,496 3,729,526 852,361
2 2 Windows 286 468,982 7,881 651,758 11,474
3 3 Wiodows 386 132,76 19 119,444 7,193
4 4 os2 55,782 3265 116,331 JH082
$13.065 7083

Percent of pet revenues® ;__;__m;_ _?_5___.%

*Remainder of et revenue resulls from software development kits, updates sod UPB allocation.
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Table on@_}_mm.ﬁsmjmmmnﬂ_QEMSuummsmmm by product (in thousands):
A - Windin 235336 —082  _  _ ProwerSygers o foal
4 Corp. ) z.‘m 1N12% $ - % §$ - % § - % $27 101%
T 28 86 - - 7 10 . = T 2us 18
oot 8 40 5% 298 ® 4l - - 150 57
o 1417 87 & 33 ¥ 27 - - 1497 54
A s Elec. 1302 s3 - - - - - - 132 47
;"m lec. 1132 46 - - - - - - L2 4l
g 1,100 44 - - - - - - 1J00 40
Bull SA- 671 27 - - 1 s - - 92 33
" M2 36 9 05 - - - - 901 33
Daronic AB 51 23 23 136 4 06 - - 836 30
Nokia Data Systems 484 20 m 92 143 201 - - 98 29
iyl <
Shatp Elec. 518 21 0 05 - - - - 3 19
Nl a8 20 7 04 ”  4s - - 7 19
Gold St 256 1.0 - - - - 27 108 % 19
Deewoo Telecom 52 21 - - - - - - 512 19
Copam Elec. 426 17 )| 27 - - - - Mmoo
smgmu m 13 - - s 07 - - 42 16
NEC Corp 16 B 07 A 29 - - a8 1S
Other Customers .ﬁ.m ‘283 Al 3190 211 296 —4 (3 _1%16 214
Toul . 824716 1000% S1865  1000% $712 100.0% $266 1000% S27359 100.0%
Plan $24.843 $2,263 $3283 $1,500 $31,889
Table of Q90-3 significant Domestic OEM Systems customers, by product (in thousands):
MS.00S Windous 286706 0sa Primer & .
Compaq $ 3526 164% $ 2 0l1% S 217 10.4% | S % $3,745 142%
Tady 1,697 19 - s 02 - - 1,702 64
Zenith 1,196 LY “1 115 ¥ 08 - - 1659 63
AST Research 1,178 55 - - 54 26 - - 1.232 4.1
American Tel, & Tel. 34 36 o8 116 B 09 - - LI01 42
Tadon 555 26 481 126 4 02 1 03 1011 38
NCR 854 40 & 02 19 53 - - %7 37
Phoenix 98 42 n 04 - - 1 03 %0 34
Uoisys ] 04 649 254 134 64 2 o7 %) 313
Hewlen Packard 2: §.4 17 67 10 I :g 3
Ze0s . 1 - - - - 1 25
Distec Business 625* 29 - - - - - - 625 24
Dell si1 24 - - 8 4l 2 o7 %8 23
Everex 515 24 - - @ 29 - - 1S 22
BM - - 3 ot 526 253 - - 29 20
Wye 450 22 - - > o1 - - ® 19
Di;iulCEquipml 07 1l 28 89 _ﬂrg- 12 - - 0 JH
Outer Customers 13 224 115 28 290 912
Tolal $21,505 100.0% $2538  100.0% $2083 100.0% S27  100.0% 526423 1000%
Licensing S16717 TR $2061  812% $1,350 643% $97  1000% 320425 21;35
PukgedPodict 4788 223 47 A8 13 82 0 == _= 599
Toual $21,505  1000% $2538  1000% $2083 1000% $297  100.0% $26423 100.0%
Phaa $19,357 $2,191 $2,080 $500 $24.128
*Primarily packaged product.
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90-3 Systems net revenues were $87.4 million, or 7% over the plan of $81.5 million. Favorable
ariances in Iriernationa! Retail and Domestic OEM, conibined willi a net positive revenue adjustment
’ (weighed the negative variances for USSMD and International CEM. On a year-to-date basis, net
‘:Vgnues exceed plan by $23 million, or 11%. .

A ﬁgniﬁcm factor in the favorable revenue variance is the allocation of various non-specific items which
sppeass in the revenue "adjustments” line item. The adjustments figure of $10.1 million consists of positive
allocations from worldwide OEM of $10.6 million, paritally offset by negative allocations from worldwide
reail of $492,000 (attributable to sales returns and rebate accruals). The allocation from worldwide OEM is
pased on the'items shown in the following table (in thousands):

Domestic Inieroational
0.3} OFEM Towl

GAAP adjustment: : .

Change in earped but uareported royalties $ 1,000 $ (1,000) S -

Deferred reveues —_— 4300 1500

GAAP adjustment - et 1,000 4,500 5500
Unspecified Product Billing (UPB) 3,646 3977 17,623
NEC accrual - 5,058 5,058
UPB reserve ) 10.300)
Adjustments - aet S9.= Sﬂ SLGN
Allocated o Systems (60%) $10,608
Allocated 1o Networks (40%) 20

$l7|681

The GAAP adjustment is an accrual for royalties earned during the quarter bus not yet reponted, net of
deferred revenue relating to billings prior to acceptance of product by the customer. UPB results from
minimum commitments in excess of reported royalties from OEM license agreements, most of which
pertain to Systems products. The non-recurring NEC accrual resulted from receipt of & royalty report after
the end of the month. Ordinarily such amounts are included in gross revenues. The UPB reserve was
established to provide for potential future contractual concessions related to prepaid customer balances.

i HEAINE e . tln +! L li0g \ X an i g 4 . d
all business units. Slow OS/2 sales ($685,000 against a plan of $3.3 million) accounted for $2.6 million,
or 60% of the $4.3 million negative variance. This shortfall resulted from slow sales for virtually all
OEMs. MS-DOS was right at plan with revenue of $24.7 million. $1.2 million, or 28% of the total
variance, related to the Printer Systems unit, the consequence of slow sales coupled with an aggressive
budget ($265,000 actual versus $1.5 million budgeted).

The Domestic OEM channel came in $2.3 million over plan, owing to positive business unit variances from
MS-DOS ($20.5 million versus $19.4 million planned) and Windows ($2.6 million versus $2.2 planned).
08/2 sales of $2.1 million were as budgeted. Sales of packaged MS-DOS (92,000 units versus 37,000
planned) and packaged Windows (13,000 units versus 2,800 planned) contributed significanty to the
channel's results. Compaq, AST, and American Telephone & Telegraph all had strong sales of MS-DOS,
although Compaq's favorable variance is the result of out-of-period reporting of MS-Shell ($340,000).
Zenith and Phoenix came in under plan due to lower sales of MS-DOS.

International Retail reported revenues $4.1 million over plan, of which $3 million pertains t sales of MS-
DOS. This positive variance was offset by a $5.9 million negative variance for USSMD, related to below
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1an sales of MS-DOS retail upgrade ($2 million) and Windows 3.0 ($4 million). Both product
gudsetcd in the quarter, but their release has been delayed. ) products were

In terms of dollars, cost of revenues was essentially at budget. In terms of percentage of net revenues
(103% oompu.ed 10 11.5%), the decrease in cost of revenues is due to the favorable impact of the revenue
adjustments which are not "cost bearing.”

Consistent }widl prior quarters, the Systems product group incurred lower than planned operatin

($17.8 million again.?t a plan of $18.9 million) primarily because of favorable vfxiances i:;aymlgl ::::ms
(§670,000), marketing related expenses ($368,000), travel and entertainment ($136,000), legal fees
(6145,000), bad debt expense ($124,000) and B&O tax ($93,000). The latter two of which are the direct
result of lower gross revenues. Supplies and equipment and depreciation/amortization incurred the most
,ignjﬁ?am unfavonble:h:;rialnce: ($204,000 and $191,000, respectively). The sales and marketing
allocation was greater an due primarily to a higher - i

i teiped somalier (,;EM p " y gher amount of non-product group specific costs

In summary, favorable variances in revenues, cost of revenues, and operating ex 0
by unfavorable allocation variances, resulted in 2 burdened operating inp:n : g{ < !p; “zs“.'". ffset only P““l"y

he plan © " on.On
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The 020-3 condensed burdened operaring income statement for SPAG follows (in thousands):

—Actual _Plag
Net reveoucs 1.2 1000% S28615  1000% $4,620
Cost of re venues 14,254 429 13237 46.3 (1,017
Opersting expezses 2,557 7 2,647 92 0
Allocations - Research sod development 214 0.7 219 03 s
ABocations - Sales and marketing 6,069 13 597 208 o7
Allocations - Gevenal and sdministrative  _222 A4 ~221 L3 —1
Burdeped opersting income s 9#9‘10 _2__9;_85 S j_é_!_! g% $3,602
The ing i for SPAG through Q%0-3 follows (in
thousands):
—_—Actuat _Plan Varlance
Net reveoues $94.239 100% sg33m 100.0% $10,936
Costof revenues 4;.;;3 4:-: 38,215 4:-0 . (3,900)
ing expenses 7 . 7.969 5 442
m - Research sod development 646 0.7 n3 09 [
Allocations - Sales snd marketing 16,102 173 17,169 207 1,068
Allocations - Geveral and ad ministrative 69 04 538 6 19
Burdened operating income 21,110 28.8% $18,508 22% $3602
SPAG netrevenues by channel for the quarter were as follows (in thousands):
—Plan _ Yariance
Interoational Retail $17,332 52.1% $15,853 554% 31,479
USSMD 16,108 485 13,068 457 3,037
Dotestic OEM m 21 k1 14 304
International OEM - - 190 0.7 (190)
Adjusments ~{903) 2D —{8%4) 02 -9
$33|136 100.0% 325!615 100.0% Ség_!
In terms of revenye generation, SPAG's lgading products (compared with plan) for the quarter were as
follows (dollars in thousands):
Actual . —Plap __ Yariance
lhnjy Dollzny Lnity
Serial Mouse 246,338 $23,100 190,519 1897 $6,121
Bus Mouse 68,640 6,842 110,979 9215 @3n)
OEM Mouse L8103 1240 Al <1025 143
383!080 SJBEI 82 346!63! $29279 33!903
Percent of SPAG’s net revenues !=tg; ’ gs

SPAG £ $33.2 milli $4.6 milli lan of $28.6 million. This vad
imarj i i i which generated $10.2 miltion in

revenue versus plan of $6.3 million. Both Serjal and OEM Mice exceeded Plan in terms of net revenues and
units shipped, while the Bus Mouse fell short of plan in both categories.

USSMD revenwes of $16.1 million were $3.0 million above plan of $13.1 million. This favorable variance
is the result of continued strong sales of Mouse/Paintbrush SKUs.

International Retail revenue of $17.3 million exceeded plan of $15.9 million by $1.5 million. Interational
Retail represented 52.1% of Q90-3 revenyes versus plan of 55.4%. ’
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Cost of revenues was $14.3 million, 42.9% of net revenues, versus plan of $13.2 million, 46.3% of
anned aet revenues. Product coses, at 38.5% of net revenues, were lower than plan of 40.4%. SPAG's
favorable product cost percentage is due to Jower than planned product costs for the Mouse, The Domestic
gerial Mouse/Paintbrush SKU had a product cost of 34.5% compared to a plan of 39.8% and the Bus
Moug/?:imhmsh SKU had a product cost of 35.1% while its plan was 36.4%. As a percentage of net
qevenves, non-product costs were 4.4% ($1.5 million) compared to plan of 5.9% ($1.7 million). Lower
than planned allocations of manufacruring and distribution expenses were partially offset by unfavorable
jpventory adjustments associated with the scrapping of returned versions of our old Mouse products.

SPAG operating expenses for Q90-3 approximated plan of $2.6 million. As a percentage of net revenues,
operating expenses were 7.7% versus plan of 9.2%. Favorable variances in marketing ($342,000) and
product development ($96,000) were partially offset by an unfavorable marketing accrual ($365,000) and
pad debt expease ($67,000).. Actual marketing expenses ($804,000) were $342,000 below plan of $1.1
million. The entire marketing variance is related to the USSMD channel. This is primarily due to 2 decision
1o delay US marketing of the Mouse in order to allow manufacturing to ship existing backiog. The
marketing variance, therefore, represeats timing differences, which can be expected to turn around. In
order to minimize the impact of the turnaround in subsequent quaners, a marketing accrual of $365,000 was
made. The product development variance is due to lower than expected expenditures on third-party
development. The bad debt expense variance is primarily due to an increase in the International Retail
allowance for bad debts.

Allocations to SPAG of $6.5 million were slightly above plan of $6.4 million. The variance is due to
higher than expected allocations from International Retail. However, as a result of excess revenues,
allocations were 19.6% of net revenues compared to a plan of 22.4%.
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Languagss
The 020-3 condensed burdened operaring income statement for Languages follows (in thousands):

Actup) Plan Yariance
Net revenues $1L3%4 10.0% s1i21 100.0% $(3,824)
Costof revenues 3,529 308 3929 257 400
Operatng expenses 3951 us 5469 35.8 1518
Allocations - Research ad development 494 43 530 s %
Allocations - Sales and marketing 3411 298 1363 2.0 “5)
Alocations - General and administrative 369 22 —369 24 0
Burdeoed operating income (loss) s goo) .6 $1618 &5 1918
The sondensed YTD burdened operating jncome statement for Languages through Q90-3 follows (in
thousands): .
~—Actual —Plan __ Varlance
Net revepues $12.517 1000% $43.871 1000% $(6.354)
Cost of revenues 11,220 29.9 11,445 26.1 25
Operaling expcases 12,538 334 15912 36.3 337
Allocations - Research and development 1,387 37 1,613 36 26
Allocations - Sales and marketing 9,063 24.1 9,661 20 598
Allocations - General and administrative L116 0 2.3 —23)
Burdened operating income $2,19% S9% S 4149 _95% $(1,953)
Language reygnues by channel for the quarter were as follows (in thousands):
Actus) Plan A4
[oteroational Retail $ 7,214 63.0% $ 7912 51.3% $ (698)
USSMD 4,355 0 7,683 50.3 (3,328)
Domestic OEM 287 25 12§ 038 18
lowernational OEM P 02 » 04 @9
Microsoft University 1 - 0 - 1
Adjustments {821 A0 50D L2 o {
511,454 100.0% $15278 100.0% $03,82¢)

Net revenues for Q90-3, at $11.5 million, were $3.8 million below plan. In terms of revenue generation,
the product group's Ieading products (compared with plan) for the quarter were as follows (dollars in

thousands); .
Actual Plan Yariance
Actual Plag Lnig Revenue Lgitg Revepug
1 1 ProC 25,455 $4.917 22,551 $5,393 $(476)
2 2 Pro Fortran 531 1,360 8,340 1,836 476)
3 ] Quick C 17,992 1,109 21,142 1,645 (536)
4 s Pro Cobol 1,505 891 1,861 1,018 (124)
s - PM Tools 3,970 89 88s 52 i 7]
XT3 3995 s
Percentage of Languages’ net revenues g _6_5_:_5;
Paa 8- Macro Assembier (31,230)
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Da. w the slippage of "ro C version 6 0, 4.mal reveuue was 5% oelow plan of
4 million. The lower than planned per unit revenue for C is due to sales of C Runtime. 4,465 units
e sold generating $76,000 ($16.98 per unit). The plan anticipated shxppnng 600 unijts for $90,000 in
w aue (3150 per unit). Pro Fortran revenue of $1.4 million was below plan of $1.8 million by 26%,
whﬂ chk C revenue of $1.1 million was below plan of $1.6 million by 33%. Pro Cobol revenues of
$391,000 were 12% below plaa of $1.0 million. hnmuﬁnmmn.ﬂmnmmmmm

0 210 recordine $889.000 in reven compared to plan o 67.000 Y nits

Pmdua slippage further hurt Languages’ Q90-3 revenue by delaying planned updau: revenue.
As & result of missing budgeted ship dates, C updates had a $834,000 unfavorable variance while MASM
ypdates were $575,000 below plan. )

As 3 percentage of net revenues, cost of revenues was 30.8% ($3.5 million) compared to a planned 25.7%
(§3.9 million). Product costs were 22.8% of net revenue compared with a budget of 18.1% of net
revenues. USSMD product costs were 20.7% of net revenue compared to a budget of 16.1%, while
Isiernational Retail ymduct costs were 23.7% compared to a budget of 19. 4% MM;ILSSMD

lnumanom.l Retail's muzm suffered not only ftom plodua shppage.
but also from greater than planned update revenues.
Non-product costs, included in cost of revenues, were 8% of net revenues
(§918,000) compared to plan of 7.6% ($1.2 million). This dollar variance is due to lower than planned
manufacturing and distribution allocations and royaldes. The allocation variance is primarily due to
favorable manufacturing variances which are the result of improved throughput. The favorable variance in
royalties is the result of lower than planned revenues from royalty-bearing Cobol.

Languages' operating expenses for Q90-3 were $4.0 million, 34.5% of net revenues, compared to a plan of
$5.5 million, 35.8% of net revenues. Favorable variances occurred in marketing ($960,000) and third-
party product development ($574,000). These favorable variances were partially offset by an unbudgeted
marketing expense accrual ($291,000).

USSMD marketing was $568,000 versus a planned $855,000. The variance was evenly distributed, with
all products recording favorable marketing variances. This variance is primarily the result of product
slippage. International Retail's marketing expenditures were $675,000 below plan of $817,000. In order
to offset the impact on Q90-4, when this under-spending reverses, an accrual of $291,000 was made. The
favorable variance in third-party product development was fairly evenly distributed with domestic spending
coming in $336,000 below plan and the subsidiaries $240,000 below plan.

Allocations to Languages of $4.3 million mirrored plan. As a percentage of net revenue, however, total
allocated expenses were 37.3% compared to plan of 27.9%. Aa unfavorable allocation from Intemational
Rewail was largely offset by favorable allocations from development.

A 53 8 mlhon revenue shonfall was only pamally recovered by
favorable dollar variances in cost of revenues and operating expenses.
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Ngiworks
e 90-3 condensed burdened operating income statemen for Networks follows (in thousands):

—Actual —Plan____

slan 100.0% $i634 100.0% 85,588

» 03 2% 53 21

%m 7.0 62 55 9.0 (1,515)
Allocations - R esearch md development s 4 5 105 2
A Jocsticas - Sales wnd murketing 0 33 n 69 62
Allocations - General ad administrazive 212 X ~314 —i2 —2
gurdened operating income (loss) $2,799 U9% sassn  @em $4.%

The sondensed YTD burdened operating income statement for Networks through Q90-3 follows (in
thousands):

—ACTURL —rlan Yariance
Net feveues S20.282 1000% $18.220 1000% $10,662
Costof revesues 114 04 o4 52 80
expenses 17,449 60.4 16,087 883 (1,362)
jons - Research and development 1,487 5.1 1,767 9.7 280
Allocations - - Sales and marketing 1,251 43 1,158 63 56)
‘Aliocations - Geoenal and administrative  _983 -3 88 —a4 —
Bunicned operating iscome (koss) 51,598 263% $Q719) (149% s10317
Networks pet revenues by channel of distribution for Q90-3 were as follows (in thousands):
—FRlan ___ Yariance
Domestic OEM $3,190 28B4% $3.518 624% $ (325)
Internatiosal OEM 92 83 1,538 213 (606)
Isternational Retail 22 03 16 13 4D
Sublotal 4,151 37.0 5,129 91.0 )
Adjusiments gL £190 -1 S X £.566
Total $1 1!222 100.0% &S& 100.0% s_sgg

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

Actual Plan
Anal  PBlaa ~Unita__ Revem —Lnits _ Revenue
] 1 LAN Mansger 7484 $2,187 9911 $3,103
2 2 MS-Net 60,520 1,795 35,130 1,038
3 3 Other* 215 2169 3,460 388
s4151 $5,129
*Primarily SQL Server.

Networks revenue exceeded plan for the quarter by $5.6 million, or 99%. On a year-to-date basis, tota!

revenues of 528 9 nnlhon are SlO 7 million, or 59% above plan. W_b;hmdh_ﬂmmblm

GAAP adjusunenx (32.2 nulhou). an accrutl of NEC myalues (520 nulhon) :nd 2 userve n:lated o prepand
royalties (-$4.2 million). These items from the Domestic and Intemational OEM channels are allocated 60%
1o Systems and 40% to Networks. UPB results from minimum commitments in excess of reported
royalties from OEM license agreements, most of which pertain 1o Networks products. The GAAP
adjustment is an accrual for royalties earned during the quarter but not yet reported, net of deferred revenue
relating to billings prior to acceptance of product by the customer. The NEC accrual resulted from
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sdidonal information being needed before royaltes related to 2 new retroactive agreement with NEC could

ssed. These royalties will be reclassified as product specific once the information is received. The

serve was es:aolished to provide for potennal future conrractual concessions reiated to prepaid customer

palances. All of the above items are included iu the revenue "adjustments” line item. Refer to the Systems
p!ﬂib“ group section for further information.

)0 and $685 .04 ) due to avarall low pro %0 This was partially offset by a
favorable $659,000 variance for MS-Net (53,000 units versus 28,000 units). Significant contributors were
American Telephone & Telegraph (1,000 units for $311,000 versus 5 units for $2,000 budgeted), Hewlett
packard (5,700 units for $91,000 against 100 units for $2,000 budgeted), and Apple Computers (6,000
units for $59,000 against $0 budget). The International OEM channcl was $606,000 upder budget, also

DIDQLUCE pEnetration

pecause of unfavorable variances for LAN Manager (571,000 and SO, Server ($135,000). In the LAN
Manager family, Nokia accounted for $256,000 of the shortfall (125 units shipped for $56,000 versus 2
plan of 871 units for $312,000). Other contributors were Acer, Mitac, and Philips, for a total of $674,000
pudgeted versus no shipments. Offsetting these shortfalls was a $250,000 source code payment by
Microtempus for a new, unbudgeted license agreement. The variance for SQL Server results from a budget
of $137,000 and virtally no sales. A $100,000 favorable variance in the MS-Net family is due to
unbudgeted sales by several OEMs, including IBM France ($50,000), IBM Japan ($33,000), and Ricoh
($37,000). .

Cost of revenues was $261,000 under budget due io a $286,000 favorable variance in royalty expense.
This resulted from the lack of SQL Server sales, for which Microsoft pays royalties to Sybase. Operating
expenses were $1.5 million over plan due to a §1.4 million unfavorable variance in Networks product
development (unplanned payments to DCL. for contract development). Allocated expenses were in line with
plan.
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microsoft Corporation
product Group Reporting Q90-3
Detad of "Other” Product Groups
(Inthousands)
Books Services  Multimedia Xenix MSJ Elims Total
Actual )
Net revenues $3,130 $2,937 $437 $2,506 $474 ($45) $9,439
Cost of revenues 1,570 625 85 1,168 - 230 (42) 3.634
Operating expenses 1,649 2,454 2,068 229 345 @) 6.742
Alocated expanses 161 1.728 370 192 25 0 2,476
Operating income ($250) ($1,870) ($2.086) $919 ($126) SO ($3.413)
Net revenues 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%
Cost of revenues 50.2% 21.3% 19.5% 46.5% 48.5% 93.3% 38.5%
Operating expenses 52.7% 83.6% 473.2% 9.1% 72.8% 6.7% 71.4%
Allocated expenses 5.1% 58.8% 84.7% 7.7% 5.3% 0.0% 26.2%
Operating income 8.0% 63.7% -477.3% 36.7% -26.6% 0.0% <36.2%
Plan
Net revenues $4,804 $3,351 $906 $2,121 $443 ($139) $11,486
Cost of revenues 2,235 1,069 124 848 202 (139) 4,339
Operating expenses 1,689 2.389 2,426 131 350 0 6,985
Allocated expenses 166 15873 369 187 24 1] 2,319
Operating income $714 {51.680) ($2.013) $955 ($133) $0 ($2.157)
Net revenues 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%
Cost of revenues 46.5% 31.9% 13.7% 40.0% 45.6% 100.0% 37.8%
Operating expanses 35.2% 71.3% 267.8% 6.2% 79.0% 0.0% 60.8%
Allocated expenses 3.5% 46.9% 40.7% 8.8% 5.4% 0.0% 20.2%
Operating income 14.9% -50.1% -222.2% 45.0% ~30.0% 0.0% -18.8%
Variance
Net revenues ($1.674) ($414) ($469) $385 $31 $94 ($2.047)
Cost of revenues 665 444 39 (318) (28) (97) 705
Operating expenses 40 (65) 358 (s8) s 3 243
Allocated expenses 5 (155) (1) (5) {1) 0 (157
Operating Income ($964) {$190) ($73) ($36) . $7 $0 ($1,256)
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i crosoft COrpor‘ation
oduct Group Reporting FY3G YTD
; il o *Other’ Product Groups
(in hous )
' Books  Services Multimedla  Xenx . MSJ Elims Total
actust .
Net revenues $10,249 $6,945 $822 $7,449 $1,095 (5443) $26,117
costof revenues . 4922 1,760 9 3,623 468 (409) 10,463
I nses 4,297 6,057 5,471 352 819 (34) 16,962
Operating €xpe
Alocated expanses 480 4,448 1,059 542 85 0 6,612
Opﬂﬂ“"g income $550 ($5,318) ($5,807) $2,932 ($277) $0 ($7.920)
Net revenues 1000%  1000%  1000%  100.0%  100.0%  1000%  100.0%
Cost of revenues 48.0% 25.3% 12.0% 48.6% 42.7% 92.3% 40.1%
Operating expenses 41.9% 87.2% 665.6% 47% 74.8% 7.7% 64.9%
Alocated expenses 4.7% 64.0% 128.8% 7.3% 7.8% 0.0% 25.3%
Operating income 5.4% -76.6% -706.4% 39.4% -25.3% 0.0% <30.3%
Plan )
Net revenues $11,808 $8,376 $1,870 $5,980 $1,106 ($441)  s28,609
Cost of revenues 5,460 2,879 315 2,392 449 (441) 11,054
Operating expenses - 4751 6,044 6,488 462 927 0 18,672
Allocated expenses 490 4544 1,064 533 71 0 6,702
Operating income $1.107 (85,091) (85.997) $2.593 (3341) $0 ($7.729)
Net revenues 100.0% 100.0% 100.0% 100.0% - 100.0% 100.0% 100.0%
Cost of revenues 46.2% 34.4% 16.8% 40.0% 40.6% 100.0% 38.5%
Operating expenses 40.2% 72.2% 347.0% 1.7% 83.8% 0.0% 65.1%
Allocated expenses 4.1% 54.3% 56.9% 8.9% B8.4% 0.0% 23.4%
Operating income 9.4% -60.8% -320.7% 43.4% ~30.8% 0.0% -26.9%
Varlance
Net revenues ($1,559) {$1.431) ($1,048) $1.469 ($11) ($2) ($2,582)
Cost of revenues 538 1.119 216 (1.231) (19) (32) 591
. Operating expenses 454 (13) 1,017 110 108 34 1,710
Allocated expenses 10 98 5 (9) {14) 0 90 i
Operating income ($557) ($227) $190 $339 $64 $0 - (8191) ‘
|
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‘T: 5s follows (amouats in thousands):
sy Resmil Actual
$79,603 $03%
S a0
21,555 136
%:.’Amw 6,778 43
Graphics a2 12
Tol $158,145 100.0%
Mwmmﬂ-ﬂl) Actual
lncome ——Derceniage
(Los) Iotal  Revepue
ofice $37,088 762 %6
Analysis 14,795 30.4 30.6
Esoy 4,468 92 20.7
Dela Access (2,956) (6.1) (43.6)
Gexphics J4.24B) 2D 259.2)
Towl 348!644 100.0 30.8

contribution o Applications net revenuvs and operatdng income for Q30-3 on a business unit dasis

Varizce
Plan Pereniage
$ 49972 R.7% @
47,073 3635 3
19,442 15.1 1
6,139 4] 0
—6502 -0 )
8129!12! g‘“ 2
Plan__
(oa) Joul  Bevenue Vararce
$12,569 588 252 24,519
12,950 60.6 225 1,845
1,063 50 55 3,402
(4,094) (192) (66.7) 1,138
52 1y 0.6
$21,372 _1_0._;_.9 16.6 827!272

The contribution to Applications net revenues and operating income for FY90 YTD on a business unit
basis was as follows (amounts in thousands):

Mg Reveoues Actual
Office $192,289 460%
Asalysis 135,853 1S
Eawy 69,556 16.7
Data Access 14,452 s
Graphics |
Total $417,764 100.0%
Qomfre Income 1os) Acual
Income - T,
(laa) Towl Revenus
Office $82,164 69.3 2.7
Analysis 42,495 35.8 313
Eatry 17,678 149 254
Data Access (11,500 .7 .6)
Ceaphics 112253 103 Q8.1
Tota 518581 1000 284
NiGHLY
CONFIDENTIAL

Vrriance
Percentage
$138,787 33.9% »
130,619 36.6 4
55311 155 %
16,015 45 a0
16290 —43 (66)
$356.992 100.0% 17
Plaa
Income —Percentage
Toll  Revemue Yagiaxs
$31,876 61.1 230 $50,288
31,058 654 238 11,437
1,791 3s 32 15,884
(12,193) 5N (76.1) 693
J3.050) 008 (31.0) L2203
$47,482 100.0 133 $71,09
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Sffice Business Unit (OBU)
e 090-3 condensed burdened operating income sratement for OBU follows (in thousands):

Actual ——Plan_______ Yariance
Net reveoues s29.603 100.0% $40972  100% $29,631
Costof reveones 15,543 195 11,947 paX (3.596)

Opersiing expeases 11,368 143 9917 19.8 Qs
w-lm ad development 1 23 2,016 40 151
Allocations - Sales and marketing 13,152 166 12932 58 (=20
Buieoed operating incoms 537,088 456% $12560  252% $24,519
The condensed YD burdened operating income statement for OBU through Q90-3 follows (in thousands):

Actual Plan_ Yariance
Net reveoues $192.219 1000% S1I8757 1000% §53,532
Cost of revenues 3,017 198 33,802 U4 (4,215)

Openiting expenses 30,453 158 28,268 20.4 (2,185) !
Allocations - Research and development 5083 26 5,861 42 m :
Allocations - Sales and marketing 34,862 181 17,196 269 2334

Allocations - Geveral sod Mministrative  _L1L1 10 ~L134 Al —43

Burdeoed operating mf:nu 382163 42.1% $31.876 B $50,287

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

Actual Plan Yariance ’
foternational Retail 352,615 66.1% $30,337 60.7% $22,278 1 ‘ :
USSMD 26,703 3358 21,073 422 5,630 B!
Ioternational OEM n? 04 i 00 305 '
Domestic OEM 71 03 256 05 15 il
Adjustments {301 L0 47105 g8 1402 [

3‘79'603 100.0% 349!972 100.0% 529!631

Net revenues for Q90-3, at $79.6 million, were 59% above plaa of $50.0 million. The favorable variance
is due 1o the continued strength in sales of PC Word, contributing 47% of net revenues. Continuing as the
leader in application software reveaue, PC Word surpassed plan by 50%. Win“Word and Win Word
Upgrade sales were above plan by 33% and 976%, respectively. In terms of revenue generation, the
product group's leading products (compared with plan) for the quarter were as follows (dollars in

thousands):

Acnial Plan

1 1 PC Word

2 2 Mx Word

3 3 ‘Win Word

] - Win Ward Upgrade

s 4  PCWord Updates

Percentage of OBUs oet ukuell

Fiao #3 Mac Mail (31,295)

HIGHLY

SONENENTIAL

Astual

Upin Revenue
139,679 $37,286
74874 14,501
$1,098 12,503
38,221 5382
4919 <4451
$74523
A%

83

—Elan_

Unis Revenue
99,790 SU, 795
69,056 13,706
419719 9,432
4,962 500
14,184 1323
$49,756
100%

—

Vartapce
$12,491
™58

3,01

4882
1328
324,267
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Win W, Word that were above forecast by $3.7 million and $1.8

million, respectively. Adjustments to net revenue were $-303,000 compared to plan of $-1.7 million. The
variance is due to a $1.3 million inter-business unit royalty from the Entry business unit. This royalty
represents OBU's portion of the revenue generated by the Mac Office. The Office bundle of Mac Word,
Excel, PowerPoint and Mail is initially recorded in the EBU and revenue and COGS are transferred to the

component products’ BUS, The plan anticipated we would discontinue this bqnd.le in December 1989.

1

As a percentage of net revenues, cost of revenues was 19.5% compared to a budget of 23.9%. Product
costs were 14.0% of net revenues, versus plan of 16.4%. USSMD's product cost percentage was 15.6%
compared to budget of 14.1%. The unfavorable variance is primarily attributable to sales of the lower
margin Win Word upgrade and Word updates (Mac and PC). These products generated a combined $5.4
million in USSMD sales (20% of USSMD gross revenues) with product costs of 15.5%. Intemational
Reuail's product cost percentage of 13.2% was well below the budgeted percentage of 17.1%.
International’s product cost percentage was affected by high volume sales of PC Word 5.0 and Mac Word
4.0, with their lower than planned product costs. Non-product costs, as a percentage of net revenues, were
5.5% ($4.4 million) versus plan of 7.5% ($3.7 million). Allocations of manufacturing and distribution
were significantly below plan at 3.5% of net revenues compared to a plan of 6.9%. This variance was
partially offset by unfavorable variances in manufacturing variances ($422,000) and inventory adjustments
- ($304,000). The manufacturing variance reflects unfavorable purchase price variances. The inventory
adjustments variance reflects the writing off of obsolete inventory and retumns scrap. Additionally, royalties
were over plan by $268,000. This is the direct result of the above forecasted sales of both Mac and PC
Word, both royalty-bearing products.

Operating expenses of $11.4 million, 14.3% of net revenues, were $1.5 million above budget of $9.9
million, 19.8% of nct reveaues. The most significant unfavorable variances occurred in marketing ($1.0
million), bad debt expense ($128,000), and marketing acérual ($120,000).

International Retail marketing incurred $3.7 million in expenses (compared to budget of $2.7 million), 58%
of combined marketing expenditures. USSMD marketing at $2.6 million, was slightly above plan. All
products experienced favorable domestic variances except Win Word, $431,000 over plan, and Mac Mail,
$66,000 over plan. The unfavorable Win Word variance is the result of advestising media and marketing
materials expendinures which were originally slated for Q90-2. Additional USSMD marketing commitments
have been made for which we have not been billed. In order to minimize the impact when these occur, a
marketing expense accrual of $120,000 was made. The accrual represents timing differences only, and is
expected to be absorbed in Q90-4. The unfavorable variance in bad debt expense reflects an increase
International Retail’s allowance for doubtful accounts.

Allocations to OBU were $15.6 million compared to a plan of $15.5 million. As a percentage of net
revenues, actual allocations were 19.6% versus budget of 31.1%. The most significant unfavorable
variance occurred in International Retail allocations ($232,000). This was partially offset by favorable )
variances in International R&D ($113,000), Applications-Support ($39,000), and Corpcom ($20,000).
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The Q20-3 condensed burdened operating income statement for ABU follows (in thousands): .
. Actual Plan Xarlance 1
Net revenoes 443 100% 410713 1000% 31,304 l
Cost of revenues 1 ;.}41 2:; 1 l.?,sl z:.s (“7?
Operating expenscs 77 16. 8,751 18.6 [
Allocations - Research and development 1,102 23 1,158 24 s
Allocations - Sales and marketing 12,349 256 12,141 258 200)
Allocatioos - General and adminiszrative  ___$12 09 —d18 11 —t
Burdeoed opersting income $14,296 30.6% $12,949 21.5% $1,847
The condensed YTD burdened operaring income statement for ABU through Q90-3 follows (in thousands): )
—Actual —Plan, Yaclance .
Net revenues SL5853 100.0% $130619 100.0% $ 5234 b
Cost of revenues ;}gﬁ 2.6 32,647 250 1,591 :
Openting expenses 18.7 21,054 20.7 1,69 ]
Allocations - Research and development 3,018 22 3414 26 3% 'f!
Allocations - Sales and marketing 32,742 %2 34917 269 2,178 :
Allocations - General and adminiswrative  _1 488 L0 L3530 -0 —_—2 ;
Burdened operating income $42454 L3 331,097 28% $11,437 ) 4
ABU pet reyenues by channel for the quarter were as follows (in thousands): !
Actual —Plan_ Yariance
International Retail $33,638 69.5% $29,037 61.7% $4,601
USSMD 14,426 298 19,262 40.9 (4,836)
Domestic OEM 4 1.0 388 0s 108
International OEM 217 04 n 00 206
Adjustments 011 L0 ) 09 1228 -
$483717 100.0% 841073 100.0% 51,304

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__ Xaclance
Acual Blan Lnig Boyenue 1nits Revepug
1 1 Win Excel .8 $22,809 88,480 $24,145 $(1,336)
2 2 Mac Excel 53,657 12322 57836 12,759 @n
3 3 PC Multiplaa 62,365 4,681 . 27466 3,798 s
4 - Mac Excel Update 27,116 2433 24,857 1,37 1196
5 s PM & 0372 Excel .19 1.5 8362 —L16] —i4l
344,147 $43,800 $ M7
Percentage of ABU pet revenues 2__1} gi

Plao #4 Win Project (32,781)
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Adjustments 1o net
revenues were $-377,000 compared to plan of $-1.6 million. The variance is due to $1.1 million in inter-
business royalty revenue from the Entry business unit relating to the Mac Office. Revenue and product
costs are initially recorded in EBU and then distributed w the individual products’ respective BUs. It was
planned that this bundle of Mac Excel, Wond, PowerPoint and Mail would be discontinued in December.

As a percentage of net revenues, cost of revenues was 24.3% compared to a budget of 24.6%. Product
costs were 17.3% of net revenues, versus plan of 17.7%. USSMD's product cost percentage was 12.5%
compared to budget of 18.1%. The favorable variance is due to lower than planned product costs for both
Win Excel and Mac Excel. Due to significant changes in the product's manuals and utilization of file
compression, Win Excel's product cost was reduced to 10.4% of gross revenues (versus plan of 15.7%).
Mac Excel's product cost was 9.2% of gross revenues (versus plan of 11.0%). International Retail’s
product cost percentage of 19.4% exceeded the budgered percentage of 16.5%. An explanation of this
variance will require additional research. As a percentage of net revenues, non-product costs of 7.0% (33.4
million), mirrored budget (6.9% and $3.2 million). Favorable manufacturing and distribution allocations of
§609,000, were offset by uaplanned inventory adjustments ($309,000), purchase price variances
($181,000), and inter-business unit royalties ($161,000). The unfavorable varisace in inventory
adjustments is primarily attributable to the recost of product costs, completed in January, and adjustments
made for obsolete inventory. The inter-business unit royalty represents the allocation to ABU of product
costs refated to Mac Office. As mentioned above, the plan anticipated this product would be discontinued in
Q90-2.

Operating expenses of $7.9 million, 16.3% of net revenues, were $874,000 below budget of $8.8 million,
18.6% of net revenues. Favorable variances in marketing ($988,000), payroll ($160,000), and building
and grounds distribution ($88,000) were partially offset by unfavorable variances that resulted due to an
accrual for marketing expenses ($295,000), third-party product development ($76,000), and bad debt
expense ($60,000).

Actual ABU marketing of $3.8 million was $988,000 under plan of $4.8 million. Domestic marketing of
$1.9 million (51% of total marketing expenditures) was responsible for $268,000 of the variance; The
most significant USSMD marketing variances occurred in corporate program spending, Win Excel and Win
Project. The rest of the variance may be attributed to Intemational Retail marketing, of which $722,000
went unspent. The favorable marketing results represent a timing difference that is expected to turnaround
during Q90-4. To smooth the marketing fluctuations, a marketing expense sccrual of $295,000 was made
during the quarter. The accrual reduces the net marketing variance for the quarter to $693,000. The
favorable variance in payroll and building and grounds distribution may be attributed to headcount, which
continues to be below plan. Third-party product development, while over plan for the quarter, remains
below forecast year-to-date. The unfavorable variance in bad debt expense reflects an increase in the
allowance for bad debts at several International subsidiaries. -

Allocations to ABU were $14.0 million compared to a plan of $13.8 million. As a percentage of net
revenues, actual allocations were 28.8% versus budget of 29.3%. The most significant unfavorable
variance occurred in International Retail ($217,000). This variance was partially offset by.a favorable
vasiance in International R&D ($37,000). -

The Q90-3 burdened operating income for ABU was $14.8 million, 30.6% of net revenues, eompa:e;l wa
plan of $12.9 million, 27.5% of net revenues. i j
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Entry Business Unit (EBUY
The Q-3 condensed burdened operaring income statement for EBU follows (in thousands):
Actusl Plan

Net reveniues $2L558 1000% $19.442 1000% 2,113

Cost of revenues 5,589 259 6370 328 1

Operating expeuses 4,993 n2 5,508 283 |

Allocations - Research and development 1,042 49 L7 53 s

Allocations - Sales and marketing 5118 n.7 5,026 2.8 (v74]

Allocations - General and administrative 345 18 343 By | 3

Burdened openating income 84466 20‘75 $1 063 33% 83403

The condensed YTD hunfened operating income statemens for EBU through Q30-3 follows (in mousmds)

—Actual Plap_

Net revenues 369556 1000% $38311 100.0% 514,245

Cost of revenues 19,756 284 18,095 2.7 {1,661)
. Operating expenses 14,680 21.1 16,639 30.1 1,959

Allocations - Resesrch and development 2,88 4.1 3,284 59 456

Allocations - Sales and marketing 13,616 196 14,470 26.2 854

Allocations - Geperal and Mdminisyative  _1.001 <14 02 192 —l

Burdened operuting income $17,675 ZS___:S H 1!79[ _=:Z% SIS!BM

EBU netrevenues by channel for the quarter were as follows (in thousands):

Actual Plan

Interoational Retail’ $12,105 562% $11,107 51.1% S 998

USSMD 10,599 49.2 8,405 432 2,154

Domestic OEM 1,306 6.1 . ] 0s 1,218

lotersational OEM 886 41 508 26 381

Adjustments 3341) 136 1663 L9 Q.678)

nl_é_SS 100.0% 319.442 !O0.0S Séll‘.& :

Net revenues for Q90-3, at $21.6 million, were 11% above plan of $19.4 million. In terms of revenue

generation, the business unit's Jeading_products (compared wuh plan) for the quarter were as follows
(dollars in thousands):

—_—Actual —Plan Yariance

Actal Pln lnin Revenue Units Reverug

1 ] PC Works 250,666 $11,339 139,440 $9378 $1.961

2 2 Mac Works 28,295 3,901 3m 4971 {1,070)
3 - Mac Office 7.037 3,051 - - 3,051

4 4 PC Chart 12,942 2,139 8,306 1973 166

s 3 PC Flight Simulator 36,422 L1728 74935 215 1s))

2] !605 S 3!474 $3.131

Percentage of EBU's et revenues 100 g%

Plan #5 Learniog DOS ($874)

V!
The lower than planned revenue per unit was due to unplanned OEM revenue

business unit's pet revenues,
of Sl .0 million for 80 ,688 umts sold ro Packard Bell. Mn_mwmmumm
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2¢et, This bundle was originally introduced 2s a limited time offer which was to be discontinued in
December, 1989. While initially recorded in EBU, revenue and cost of revenues are distributed back to the
individua! prodacts’ EUs via an inter-business unit royalty. This royalty appears as ar unfavorable
adjustment to net revenues and a reduction of non-product cost of revenues for EBU. PC Chart revenues of ‘
$2.1 million were $166,000 above plan. The low revenue per unit revenue is attributable to 3,196 units ]
sold in the International OEM channel at $26 per unit. |

As 2 percentage of net revenues, cost of revenues was 25.9% ($5.6 million) compared to a planned 32.8%
(86.4 million). Product costs were 16.9% of net revenue compared with a-budget of 18.4% of net revenue.
USSMD product costs were 12.9% of net revenue compared to budget of 13.1%, while Intemational Retail
product costs were 18.8% compared to a budget of 22.3%. LSSMD's product cost percentage was
affected by lower than planned product costs for virually all PC Works SKUs, International Retail product’
casts were favorably impacted by greater than budgeted sales of relarively lower cost PC Works, Non-
product cost, as a percentage of revenue, were 9.0% ($1.9 million) compared to plan of 14.4% (32.8
million). The variance is the result of lower than planned royalties ($714,000 compared to plan of $1.4
million) and a $398,000 reduction in costs representing the inter-business royalty transfer of product costs
associated with the Mac Office. As previously mentioned, cost of revenue relief was not budgeted for Q90-
3. As a result of the purchase of technology from PSI, royalties on Mac Works were reduced from 20% of
revenues to 3.2%. This change, combined with the fact Flight Simulator revenues were below plan,
resulted in the favorsble royalty variance.

EBU operating expenses for Q90-3 were $5.0 million, 23.2% of net revenues, compared to a plan of $5.5
million, 28.3% of net revenues. Favorable variances in marketing ($274,000), the reversal of a prior
quarter's markering accrual ($325,000) and payroll expenses ($101,000) were partially offset by an
unfavorable third-party product development variance ($163,000).

e e e a o o g

The favorable marketing variance is primarily due to below planned spending by the subsidiaries. This was
partially offset by overspending on USSMD marketing for PC Works and PC Flight Simulator. EBU's
USSMD marketing expense for the quarter exceeded plan of $975,000 by $348,000. This variance reflects
the expenditure in Q90-3 of amounts budgeted for prior quaners. Accordingly, we reversed $325,000 in
marketing expense reserves which had been accrued earlier in the year. The favorable payroll variance is
due to headcount ramping up at a slower rate than forecast. The unfavorable product development variance
is due to amortization of the cost of the unanticipated purchase of intellectual property rights from PSI,

Allocations to EBU of $6.5 million equaled plan. As a percentage of net revenues, actual allocations were
30.2% versus budget of 33.4%. Favorable variances from International R&D ($67,000) and Applications-
Suppon ($17,000) were offset by an unfavorable variance in International Retail ($88,000).
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Business Unit (DABU

The . ing i for DABU follows (in thousands):

—_Actual Plan Yariance
Net revenues SATIR 100.0% $6139 100% S 639
Cost of revenues 1966 29.g ;.324 :9‘37 (142
Operating expenses 4,492 66. 11 3. 619
ABocations - Research mnd development 914 135 960 15.6 &%
Allocations - Sales and marketing 1,995 294 1970 321 29
Allocatioos - Geperal o4 administrative 367 a4 .1 { 59 —l
Burdeoed operating income (loss) 20 @wa S04 D% SL1
The ing i for DABU through Q90-3 foliows (in
thousands): . .
——Actusl ———Plan___ Yarlance
Net revenues §14452 1000% 316018 100% 1,563)
Cost of revenues 5,138 355 4976 31.1 (159)
Operating expenses 11,911 824 13,722 85.7 1,31
Allocations - Research and development 2,435 172 2,760 172 278
Allocations - Sales and marketing 5,332 369 5,661 353 39 ’
Allocations - General wd administrative ~1.089 16 1089 A8 :
Burdeped openting income (loss) $(11,500) M.6)% ${12,193) (76.)% $_693
DABU pet revepues by channel for the qQuarter were as follows (in thousands); i
Actual —Plan Yarlance
USSMD 83,665 5.1% $2,908 47.4% $718? '|
lotemational Retail 2,769 40.9 2923 476 (154)
Domestic OEM 406 6.0 350 57 % 3
International OEM 169 25 252 41 @3) )
Adjusimenty 23D L9 L9 4y [
56!77! LQ:“ . 85139 100.0% 3222

Net revenues for Q90-3, at $6.8 million, were 10% above plan of $6.1 millien. In terms of revenue

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

—Actual e——PRlan____ Yariance
Actual Bln LUnig Revenug Units Reverug
1 2 Pro Basic 12,188 $3271 7419 $1,944 $1327
2 1 PC Quick Basic 31,538 2,015 49271 293 o)
3 - Pro Basic Update 2,894 21 - - 521
4 3 Basic Interpreter 282,350 s 205,530 606 95
s 5 Mac Quick Basic 3,528 19 4,132 242 {49)

VXTI $5,728 $_183 !

Percentage of DABU's net reveaues %% BR |

Plan 84 Mac ‘Fil_e ($439)

i imari i ic, with sales of $3.3 million (48%

of DABU's net revenye), compared to budget of $1.9 million. In addition, the unbudgeted Pro Basic 7.0

- update contributed $521,000 in revenue. USSMD revenue was $757,000 above plan. The variance is
entirely due o strong sales of Pro Basic, which exceeded its domestic forecast by $935,000. This variance
was partially offset by Quick Basic revenue which was $434,000 below plan. The unfavorable
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) As a percentage of net revenues, cost of revenues was 29.0% compared to a budget of 29.7%. Product
costs were 20.5% of net revenues, versus plan of 21.6%. USSMD's product cost percentage was 14.4%
compared to budget of 15.4%, while Interational Retail's product costs were 31.2% compared to a budget
of 30.1%. The USSMD variance was due to the fact that Pro Basic, which has product costs of 12.4%,
represented such a large portion of the Q90-3 revenue. i i i i
proaduct costs was nrimarily d 0 10 [ nues of Mac Quick Basi R OIS0 Margin prog Non-
($577,000) versus plan of 8.1% ($496,000). The most
significant unfavorable variance occurred in purchase price variance ($121,000). This was partially offset
by a favorable variance in manufacturing and distribution allocations which is attributable to greater than
planned throughput.

Operating expenses of $4.5 million were below plan of $5.1 million by $619,000. The most significant
favorable variances were in marketing ($757,000), third-party product development ($311,000), and
payroll ($110,000). The favorable variances were partially offset by, an unbudgeted marketing expense
accrual ($640,000). This accrual will be used to offset future marketing expenditures expected to be
incurred in Q90-4.

i i i i This was
partially offset by an unfavorable variance in Basic Compiler marketing ($142,000). The third-party
development variance is a result of lower than planned domestic spending on purchase code and freelancers,
The favorable variance in payroll is the result of headcount ramping up at a slower rate than anticipated in
the budget. DABU's headcount has been below plan for each month, and the business unit ended the
quarter with 137 employees versus plan of 158,

DABU's allocations mirrored the budget of $3.3 million. As a p?rcenuge of net revenues, actual
allocations were 48.3% versus budget of $3.7%. Favorable allocations in Applications-Support ($35,000)
and Intenational R&D ($11,000) were partially offset by an unfavorable variance in International Retail
($22,000).

In summary, the burdened operating loss for Q96-3 was $3.0 million compared to a planned loss of $4.1
million. i i i i i

the the smaller than projected foss,
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Graphics Business Unit (GBU)
The Q90-3 condensed burdened operaring income statement for GBU follows (in thousands): X
Actual Plan Yarlance 1
Net revenues S8z 1000% S 630 100.0% $(4,671)
Cost of revenues s 652 ;553 1276 196 626
Operating expenses 21 1 3,587 55.2 n
Allocal:i?ﬁ - Research and development 604 33.0 656 10.1 2
Allocstions - Sales and marketing 1,923 105.0 1,907 293 (16
Allocations - General and administrative 182 102 191 29 —3
Burdened operating income (loss) ${4.749) @59.2)% s 1y 3618 .
The condensed YTD burdened operating income statement for GBU through Q90-3 follows (in thousands): .
|
‘ Actual _Rlan_ Yarlance ik
Net revenues $ 5616 1000% S16291  1000% 510679 i
Cost of revenues 1,589 283 3463 213 1,874
Operating expenses 9,009 1604 9970 61.2 961
Allocations - Resesrch and development 1,598 284 1.877 118 282
Allocations - Sales and marketing 5,121 912 5,467 336 346 .
Allocations - Geoeral and administrative 553 -99 - 564 34 11
Burdened operating income $(12,251) R18.2)% 5 (5,050) 31.0)% $(7.201)
GBU pet revenues by channel for the quarter were as follows (in thousands)
e Actusl Plan Yarlance
USSMD $1,192 65.1% $4,390 675% $(3,198)
Isterontional Retail 536 29.3 2413 371 (1,877
Adjustments . ~104 38 00, 48 404
k2 0w %@ loow 700

Net revenue of $1.8 million was 72% below plan of 6.5 million. As of Q90-3, the Graphics business unit
consisted of one product, Mac PowerPoint. intrev ilti

S35 million, This variance was well apportioned with both USSMD and International Retail coming in at
48% of plan. Windows PowerPoint did not ship as expected and accordingly, generating a $3.5 million
revenue shortfall. Revenue adjustments added $104,000 to net revenue compared to a budgeted adjustment
of $-300,000. The variance is due to the fact that GBU's portion of the revenue generated by the Mac
Office ($355,000) exceeded rebates and the increase in the reserve for returns. Office revenue is originally
recorded in the Entry business unit and is distributed, to the BUs in which the component products reside,
via an inter-business unit royalty. The budget anticipated this bundle would be discontinued in December.

As a percentage of met revenues, cost of revenues was 35.5% compared to a budget of 19.6%. Product
costs were 14.6% of net revenues, versus plan of 12.8%. USSMD's product cost percentage was 12.9%
compared to budget of 10.8%. International Retail's product cost percentage was 21.1% compared to
budget of 14.7%. The unfavorable variances were due to the fact that a larger than planned percentage of 1Y
revenue was comprised of lower margin SKUs (Academic products and updates). Non-product costs were !
$383,000 versus plan of $445,000. The variance is due to an unplanned charge of $51,000 representing
the distribution of GBU's share of the product costs related 1o the Mac Office. As a result of the large
revenue shortfall, non-product costs were 20.9% compared to plan of 6.8% :

Graphics operating expenses for Q90-3 were $3.2 million compared to a plan of $3.6 million, Due to the
delayed release of Win PowerPoint, marketing was $470,000 under plan. Payroll had a $146,000
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favorable variance. These favorable variances were panially off i

. y offset by an unbudgeted market
accrual of ($?30.000). This accrual was made in order to minimize the impgac: on (';93?&:\:?:;:
marketing variance is expected to ram around.

Allocations to the Graphics business unit of $2.7 million were 99% i i

. s . of budget. International "
unfavorable variance of $17,000 partially offset Intemational R&D favorable 5aﬁme$;;°5n30: ﬂ:nsd:
percentage of net revenues, total allocated expenses were 148.2% versus budget of 42.4%. o
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The contribution to Systems net revenues and o

as foliows (amounts in thousands):

Ng Revermrs
pOS $55,363 634%
Windows 17972 206
os2 . 13439 154
Printer — 36 —08
Tou! $87,386 100.0%
Oxenadog Icome (1gw) Actual
Income ——Percentage
Qos) Ioll  Revenue
DoS $43.311 889 782
Windows 5,983 123 333
0872 1,009 22 8.1
Printer 34 (954)
Total ) $48,729 1000 558

The contribution to Systems net revenues and o

was as follows (amounts in thousands):

Nt Revermaes Astual

DOS $157,016 649%

Windows 50,760 21.0

082 33378 138

Printer ) | —03

Toul IR T

Qoerafine Incame Iow) Actual i
jocome —Percentage
{Losg) ol Revenge

DOS $123,228 91.1 78.5

Windows 17572 13.0 46

os2 (1.236) (0.9) (e 3)]

Printer (4370 ~02) (5439)

Total $135,186 100.0 559

* ————]
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perating income for Q90-3 on a business unit basis was

Variance
~Plan _ Pexenuase
$52,231 64.1% 6
20,540 252 13)
6,748 83 100
—2001 24 ()]
$81,520 100.0% 7
Plag
Income —Lomentage
(o) Iotal  Revenye Variace
$41,469 98.6 74 $1.8492
6,670 15.9 325 (687
(6,149) (14.6) ©L.1) 7248
—_—3 29 [§ Rss))
yéw 100.0 516 SGéO

perating income for FY90 YTD on a business unit basis

Variance
Plag Boreentage
$130.772 ° 64.0% R
51,176 234 )]
21,559 99 L
6000 _27 (Ly] N
$218507 100.0% 1 iy
Plaa i
laco: 5T
d.n:; Toal  Revenue Yaxiace
$108,698 101.5 774 $14,530 .
13,765 12.9 269 3,807 )
(15,578) (14.6) (123) 14342
-_—ln 02 29 14.550) .
5107!057 !,0;,9 49.0 s;g_x__z_g -
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MS:-DOS§
The mmmwmmm for MS-DOS follows (in thousands):
—Actual ——PBlap Yariance
Net reveaues S35363  1000% $52.231  1000% $3.132
Costof revenues ;'.;ag s.; ;:ovz 5.57» (588)
Openting expenses 4 s. 465 4. 282
Allocations - Research and development M1 0.6 360 0.7 )
Allocations - Sales and marketing 5,058 9.1 4624 89 (434)
Allocations - General and administrarive 226 04 221 04
Burdeoed operating income $43311 7.2% 341469 %ﬂ sg :
The mwwmmm for MS-DOS through Q90-3 follows (in
thousands): . :
—Astual —~Plan __ " Yarlance
Net revenues S152.016 100.0% $10.272 100.0% 517,244
Cost of revenues 9,159 58 8,240 39 019)
Operating expeases 7,460 48 7114 51 (346)
Allocations - Research and development 954 06 1,093 08 139
Allocations - Sales and marketing 15,482 99 13,974 10.0 (1.508)
Allocations - General and administrative 132 <04 683 04 -—129)
Burdened operating income $123.229 78.5% 5108698 718 $14.531 .
MS-DOS netrevenues by channel for Q90-3 were as follows (in thousands);
Iniernational OEM $24,716 YRS 524,842 47.6% $ (126)
Domestic OEM 2L.50s 388 19357 10 2143
Subtotal 46221 2135 44199 28 2022 .
lnternational Retail 9,266 16.7 6319 12.1 2,947
USSMD —23 — 1843 A3 (40:57)] '
Subtotal 55496 1002 52361 1002 3,135 :
Adjustments A3 02 30 w02 )] ;
Total ) $55,363 looow . 852,231 1000% 3132
k
b
|
!
2
1
i
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! Table of significant Domestic and Intemational OEM MS-DOS customers, by product (in thcusands):

B e YN

AS-ROSY Toul Total

: Coopaq $2,995 $53 $3.526 $33715 s 5t 1
1 Toshiba Corporation 2,489 2 2,71 1242 1,539 )
! Epson Corporasion 1924 214 2138 96 1222 '
! Tmdy 1,697 0 1,697 1,802 (108)
' Acer Incotporaied 1,417 0 1,417 1478 (61)
i Philips Electronics 1,195 (174 1,302 79 S04
: AST Rescarch 1,178 0 1,178 635 493
. Zenith L16S 3 1,196 1,899 03)

Samsung Electronics 1,132 0 1132 1,098 k74
! Taung 1,309 209) 1,100 78 362

Oliveati 962 % 978 1202 RA)

Phoenix Computer 89 (] 898 1,593 (699%)

Schoeider Rundfunkwerk 892 0 892 43 3%

NCR Corp 771 10 (17} 884 030

Americas Telephone & Telegraph 627 157 784 550 34

Bull S.A. 609 (] 671 662 9

Zeos latermationa) 654 0 664 0 664

Mitsubishi Electric 687 0 657 293 364

Distec Business 625 0 625 0 625

Datazronic 547 - x m 25 k-]

Dattech Enterprises 562 9 £y) 644 (73)

Tadon sss 0 558 346 209

Other Customers 19779 —341 20026 2297 gnp

Total 544,713 $1.893 846,21 54419  $2027

the negative variances in USSMD ($1.8 million) and Intemational OEM ($126,000). On a year-to-date
basis, total MS-DOS revenues of $157.0 million are $17.2 million, or 11% over plan.

favorahle variance. ged product customers included Zeog ($664,000), Supercom
($485,000), Liuski ($363,000), Gateway 2000 ($335,000) and PC Crafy ($325,000). (Note: Packaged
product is not budgeted by individyal customer.) Significant unfavorable variances on the royalty side of
the channel included a $730,000 shontfall by Zenith, and a $690,000 shortfal] by Phoenix. Phoenix
foyalties have been sharply lower during FY90 due to several business factors. In addition, an amendment

" shipments of MS-DOS units have been decreasing for the Ppast year, from 160,000 units reported in Q89.3
to 84,000 units in Q90-3. Campag reported $3.5 million in sales of MS-DOS and MS-Shell against a plan

sales each quarter of FY90. Actual ynit shipm'ents have been increasing by about 10,000 per quarter. Both
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Intemational OEM sales of $24.7 million were right at plan. Sizable favorahle vasances hy Tashiba (812
million), Epson ($547,000) and Tamung ($57C.000) were offset by unfavorable var iventi
($24C,000), Gold Star ($525,000), Hitachi ($590,000), Hyundai (8500,000) and Mitac ($675,000).

Although budgeted Quarterly, Hitachi reports semiannually in the second and fourth quarters, Hyundai's
royalty report is late,

Total cost of revenues were $600,000 over the budgeted $3.1 million, In terms of rea} dollars, product cost
increases were the direct result of higher volume of Packaged product sales by the Intemational Retai} and
Domestic OEM channels, which outweighed the savings related to the USSMD shonfall, In terms of a
percentage of net revenues, the increase reflects the shift in sales Mmix to a higher proportion of packaged

MS-DOS. A net $113,000 favorable variance in indirect product costs is primarily due to 2 lower allocation
of manufacturing and distribution expenses.

Operating expenses of $2.7 million were 11% over Plan. This resulted from n unfavorable variance in
marketing-related expenses ($295,000). The unfavorable sales and marketing allocation stemmed from a

In summary, the favorable variance in revenue of $3.1 million outweighed unfavorable variances in all other
categories, resulting in s burdened operating income of $43.3 million, or 4% over a Plan of $41.5 million,
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| Windows
. The Q303 condensed burdened operaring income satement for Windows follows (in thousands):

i Net revenues $11.972 100.0% $20.340 1000% $(2,568)
H Cost of revepues ;ggg 22.: 5291 Zg.l 1.238
! Operating expenses 19. 4,169 203 617
X Allocations - Research and development %2 42 8 42 120
' Allocstions - Sales snd marketing 3amn 18.7 3284 16.0 )
: Alocations - Geoenl and Mmicisruive 237 ~Ld4 253 12 )
!' Burdened operating income $3.983 33.3% 36,671 325% s(688)
The condensed YTD burdened operating income statement for Windows through Q90-3 follows (in
thousands):
' ——Actual —Plan___
Net revenves $30.760 1000% SSL126 100% $ (416)
Cost of revenues 11.373 3‘.; 12.;31 25.1 1,468
ing expenses 9. 11,798 23.1 2,001
Niocadons Research and deve 2.021 40 58 49 s
Allocatiops - Sales snd marketing 9,188 18.1 9511 18.6 © 326
Allocations - General snd administrative  _#23 12 ) 13 =19
Burdened operating income $17,571 Mé% 313!765 26.9% 33.%“
Windows netrevenues by chanpel for Q90-3 were as follows (in thousands):
———Plan___
Ioternationat Retait $8,402 468% $7.557 368% § (845)
USSMD 4,641 258 8,751 426 4,110
Domestic OEM 2.538 141 2191 10.7 (47
International OEM 1,865 104 | 2263 110 39
Microsoft Univenity — -_— P —1 —if
Sudbtotal 17,451 97.1 20,76 101.1 (3311)
Adjugments -1 22 222 LD ~143
Total 317I972 &OS SM 100.0% w
$£20.5 million. Negative variances for USSMD and International OEM offset positive performances by

Intemational Retail and Domestic OEM. Revenue adjustments totalling $521,000 resulted from prepaid
royalties allocation and reversal of overaccrual of USSMD rebates. On a year-to-date basis, total Windows
revenues of $50.8 million are $416,000 under planned revenues of $51.2 million. :

M 3t v i DY the d ed A4 ind A ()
- International Retail, not affected by the delay, had a favorable
variance of $845,000 on sales of $8.4 million. Revenues were divided evenly between Windows 286 and
Windows 386. i i i i

The $2.5 million in sales reported by the Domestic OEM channel was $347,000 over budget. Significant
packaged product variances were generated by American Telephone & Telegraph ($298,000), Hewlegt-
Backard ($53,000) and Inte] ($9,000). Significant positive royalty variances include Unisys ($127,000)
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and Tandop ($186,000). However, these were partially offset by Zznith's unfavorable vardance of
$324,000.

International OEM had a $398,000 shortfall on sales of $1.9 million, Signifizant unfavorable variances

- came from Oliveri ($245,000), Acer ($209,000), and Amsirad ($104,000). Oliverti's variance results in
pan from delayed processing of one month of sales pending execution of a new agreement. The
unfavorable variance was increased by a oumber of interational OEMs who hold Windows licenses but
have not yet begun shipping. These factors were only panially offset by positive variances from Datamronic
($141,000) and Mitsubishi ($1 18,000).

Cost of revenues was $4.1 million, $1.2 million under the budget of $5.3 million. Favorable product cost
variances are all driven by low volume. Additonally, retail cost of revenues is positively impacted by the
shift in sales mix from Windows to the higher margin Windows 386. Allocations of indirect expenses

Operating expenses of $3.6 million were $600,000 under the budgeted $4.2 million. Favorable variances
include marketing related (3457,000) and professional fees (5130,000). Expenses relating to bad debt and
B&O taxes were less than budgeted as a direct result of the lower revenue. Allocated expenses were in line

offset this shortfall. -10-

above the $13. 8 million plan.
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Qs
The Q0-3 condensed burdened aperating income statement for OS/2 follows (in thousands):
—Actual —PRlan Yarlance
Net revenues $13.4589 1000% "$4.748 100.0% 6,741
Cost of revenues 1418 10.5 1,032 15.3 (336)
Operating expenses 8,683 64.4 9,59 1422 913
Allocations - Research and development 846 63 917 13.6 7
Allocations - Sales and marketing 91 63 o7 122 o)
Alocations - Geveral and administraiive 29 -39 7] | 13 —t
Burdened operating income (loss) $1,098 =51% 5(6,149) (CIN)L $1,247
The condensed YTD burdened operating income statement for OS/2 through Q90-3 follows (in thousands):
! Netrevenues $33373 100.0% 2L 1000% $11.816
: Cost of revenues 2916 8.7 24% 11.6 : @7
Operating expenses 24,806 743 27,734 128.7 2928
Allocations - Research and development 2434 73 2842 131 408
Allocations - Sales and marketing 2,381 87 - 2516 116 069)
! Allocations - General and aministrative 1874 _ 47 1567 oo
. Burdened operating (loss) $(1.236) (3.70% $(15.579) (nI)% $14343
t 082 pet revenues by channe} for Q90-3 were as follows (in thousands):
.
; ——Actual ——Plaa Yarlance
Domestic OEM $2,083 154% $2,081 30.9% s 2
i International OEM 2 2 un 416 5
. Subtotal 2298 201 364 298 (2569
' International Retil 9569 12 9 10.3 2%
Microsoft University Y ) — — -
: Subtotal 3,761 219 6,057 89.8 (2,296)
! Adjusiments 2728 221 ~£691 02 2037
N Total 513,489 100.0% 56,748 100.0% s6.741
!
i
}
}
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Table of significant Domestic and Intemational OEM Os/2 Customers, (in thousands):
acmal  Plan  Vaimg

1BM Corporation S 526 $ 788 3(262)
Bull S.A. 24] 132 109
Compaq 217 128 89
| NTT Data Communications 150 0 150
N Hewlett Packard 147 3 109
! Nokia Data Sysiems 143 n 106
Unisys 14 & 89
NCR . 109 L] 57
Dell ] 0 45
Everex [ ¢] 0 60
AST Research 5 p-J 25
Inte} L 7 35
Nixdorf Computer 2 M (2
Oliverti - 162 (133)
Meroorex Telex z 17 10
DEC b} 0 25
NEC Corpontion a 203 (182)
American Telephone & Telegraph 9 12 7
Acer Incorporated ® 181 (162
Zeaith ) n (56)
Kyocera 15 0 16
Other Customers 683 3382 ‘
Tol AR S5 spse)

Net revenues for the 0572 business unit were $13.5 million for the quarer, or 100% above the plan of $6.7
million. On a year-to-date basis, total OS/2 revenues of $33.4 million are 11.8 million, or $5% over plan,

million), the GAAP adjustment ($3 million), an acrua
related to prepaid royalties (-$5.8 million). (See Sy
revenue adjustments.) j

4 L1 a{e 1

w3 e 3 c,,.o|o n,n.n.b 'PB (%9 ‘
of NEC royalties (52.8 million) and a reserve
sterns Product Group for discussion of the allocation of

Domestic OEM was right on plan with revenues of $2.1 million, the result of mM.hmmmm_m
($526,000 versus $1.1 million), it i i

ini Other Domestic OEMs with sales over $100,000 included :
Cnmnaq ($217,000), Hewlet Packard ($147,000), Unisys ($134,000), and NCR ($109,000).

i Significant unfavorable variances for those who
are shipping include Fpson ($298,000), Mitac ($ 179,000), Oliveri ($133,000), NEC ($181,000) and Acer
($163,000). Unfavorable variances relating to ippi i jitsu ($364,000),
Copam ($156,000), Philips (5119,000) and Plus & Plus (St 15.000). OEMs generating above plan

i ($241,000 against $132,000 Planned), NTT ($150,000 source code charge),
and Nokia Data ($143,000 against $37,000 planned). :

Intemational Retail feported $969,000 in sales against $693,000 budgeted. These revenues are for sales of !-i
08/2 SDKs (Software Development Kits) and fees for suppont and installation of Intemational OEM OS2 .

pmc?u'cn.
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Cost of revenues were S1.4 millicn against 4 budget of $1.9 millicn dee to a $£63,9CC unfavorabie varunce
in the International Retail channel (MS KK). This was partially offset by a favorable royalty expense
variance ($208,000) which resulted from the sale of fewer OS/2 units. - '

Operating expenses of $8.7 million were $900,000 under plan. Significant favorable vari
to this savings were payroll ($378,000), marketing-related expenses ($284,000) and product development
($161,000). These were partially offset by unfavorable variances in depreciation ($153,000) and supplies
equipment ($131,000). Allocated expenses were within $20,000 of plan.

ances contributing

In summary, the favorable variances in revenue and operating expenses outweighed unfavorable variances

in cost of revenues and allocated expenses, resulting in a burdened operating income of $1.1 million
compared to a planned loss of $6.1 million. - i i i

W,
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Microsoft Corporation
Fiscal Year 1991 Planning Targets
(in thousands)
FYgo FYsQ Growth FYel Growts;
Actual Estimate (1) FYs0/89 Targets FY91 /90
Net revenues:
USSMD $231,266 $340,000 47.0% $455,000 33.8%
{ntl Retall : 298,680 490,000 64.1% 650,000 32.7%
US OEM 115,034 150,000 30.4% 150,000 0.0%
Intl OEM 139,597 160,000 14.6% 170,000 6.3%
WW Lan Man 0 0 60,000
Other 18,953 25,000 31.9% 41,000 64.0%
Total net revenues 803,530 1,165,000 45.0% 1,526,000 31.0%
Cost of revenues 204,185 250,000 22.4% 328,000 31.2%
Gross profit 599,345 915.000 52.7% 1,198,000 30.9%
Operating expenses:
Research and development 110,220 179,000 62.4% 235,000 31.3%
cs;ales and mazketlng 218,997 307,500 40.4% 450,000 48.3%
eneral and administrative 27,898 37.500 34.4% 48,000 22.7%
Total operating expensas 357,115 524,000 46.7% 731,000 39.5%
. - ’
Operating income 242,230 391,000 61.4% 467,000 19.4%
Non-operating income 16,566 20,000 20.7% 27.000 35.0%
Stock option program expense (8,000) (6,000) -25.0% (1.500) +75.0%
Income before income taxes 250,796 405,000 61.5% 492,500 21.6%
Provision for income taxes 80.258 129,000 60.7% 152,500 18.2%
Net income $170.538 $2786,000 61.8% $340,000 23.2%
Average shares outstanding 112,490 119,000 5.8% 122,000 25%
Net income per share $1.52 . 8232 §3.0% $2
.79 20.2%
Net revenyes 100.0% 100.0% 100.0%
Cost of revenues 25.4% 21.5% 21.5%
Gross profit 74.6% 78.5% 78.5%
Operating expenses:
Research and development 13.7% 15.4% 15.4%
Sales and marketing 27.3% 26.4% 29.5%
Genera!l and administrative . 3.5% 3.2% 3.0%
Total operating expenses 44.4% 45.0% 47.9%
Operating income 30.1% 33.6% 30.6%
Non-operating Income 2.1% 1.7% 1.8%
Stock option program expense -1.0% 0.5% 0.1%
Income befors income taxes 31.2% 34.8% 32.3%
Provision for Income taxes 10.0% 11.1% 10.0%
Net income 21.2% 23.7% 22.3%
EEE——
(1) Nine months actual Plus Q904 estimate of $318.5 milion net revenues and $0.63 EPS.
iy ooy 102 ' .
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Domestic manufacturing measures production and plans ca

pacity in terms of equivalent units. An
equivalent unit represents the time consumed in building a parti

cular product relative to other products. PC

0903 0902
ToalEU EUBuldDay  TowEY EL/Build Day
In-House 1,352,791 21473 1,334,109 21871
Off Site ~324.649 J153 266,569 4271
Total 1677440 26,626 1,600,778 26,242

In-house equivalent units represent the production at Campus North, while off-site represents the
production by our seven off-site vendors, Off-site vendors are contracted to assemble product when ;
forecasted demand exceeds plant ¢apacity. The EU/Day measures the number of equivalent units produced '

productions to be lower than originally '
projected. We currently calculate Campus North capacity at 25,000 EU's per day. '

Microsoft Ireland, which provides the majority of the packa
subsidiaries, has abandoned the EU concept, due to the fact that
(tow EU products) than Campus North. Ireland feels
effected by using units rather than EUs. Accord; ngly,

the gross number of packages built, Total units prod
493,000 for Q90-2.

Backlog

Domestic manufacturing schedules production based on Product Marketing's forecast of deménd.
Buildable backlogs occur when sales orders exceed forecasted demand or the

forecasted demand. Non buildable backlog occurs when orders have been placed for software that has not
yet been released. Total backlog for Q90-3 and Q90-2 follows:

ge products sold by our European sales
they build fewer Mac products and updates
their production measurement is not adversely
Irish manufacturing measures production in terms of
uced in Dublin for Q90-3 was 607,000 compared to

-Q90-3 —0Q90-2
Buildable Backlog

Mouse $ 359,000 $ 5,100,000
WiaWord 41,000 1,754,000
C Compiler 5.1 - 1,070,000
Windows 159,000 571,000
PC Word* - 454,000

Other ~206.000
Total Buildabie Backlog 1,365,000 10,754,000
. Noo Buildable Backlog 485,000 —_—
Total Backlog 51,850,000 310!754!000

HIGHLY o |

CONFIDENTIAL X 199408 ’
_CONFIDENTIAL

MS-PCA 1188816 )
CONFIDENTIAL |

R YA o e el



The majority of the backlog at the end of Q90-2 was due w our inability to procure enough hardware to
mest the tremendous demand for Mouse. Additonally, Win Word and C 3.1 sales orders outstripped
forecasted demand. By the end of Q90-3, the backlog had been substantially reduced. The Windows
backlog is due to an attempt to reduce channel inventory prior to the release of Version 3.0. The non
buildable backlog at March 31, 1990 consists principally of C Compiler 6.0.

Irish manufacturing demand is created by firm orders placed on the plant by the European sales
subsidiaries, The backlog definition is consistent with that used domestically, however, since transactions
are valued at transfer price, backlog is tracked in units rather than dollars. Ireland's total backlog in units
for Q90-3 and Q90-2 follows:

Q90:3 0902
Buildable Backlog® 14,100 6,398
Non Buildable Backlog 118.49% 68829
Total Backlog 132,595 75,227
==t
*less thao 2 day's production

Based Disribuci

In Q90-3 we commenced "Rate Based Distribution”. Under this program, we have asked several key
customers to forecast their weekly demand for Word, Excel and Works (both the PC and Mac
environments). The theory behind this program is that by building and shipping product to our large

customers in stable amounts (i.e., 400 Mac Word every week), based upon their forecast, we will be able o’

lower inventories for both parties while increasing customer satisfaction. Ingram Micro D, Egghead and

Computerland are currently par of the program. We anticipate increasing the number of participants and
products during Q50-4,

Puena Rico Operat

The Puerto Rico duplication plant, located in Humacao, became operational near the end of Q90-3. The
plant currently employs 34 employees, 27 non-exempt and 7 exempt. A portion of the plant is being used
as 2 emporary facility. The buildout of permanent facilities will be completed before the end of Q90-4,
Disk duplication will begin in eamest in Q904. . .
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TAX MATTERS
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TAX MATTERS

DOMESTIC

T. u : Q90-3 stock option spread equaled $38.8 million. Cumulative spread for the
first three qQuarters is $80.0 million compared to $33.4 million for the same period last year. The spread
reduces both federal and state estimated taxes.

TaxRetumns For FY 89: Our Federal and state income 1ax returns were corapleted and filed in March. FY
89 federal income tax paid for FY 89 was $9,606,000 on MS Corp book income of $169,485,000. MS
Corp, or U.S., book income is approximately 68% of worldwide consolidated book income of
$250,796,000 reported publicly for FY'89. State income taxes totaled $2,159,000.

At statutory rates (34%), our FY'89 federal income taxes on $169,485,000 would have been $57,624,000.
Actual taxes paid differ from this primarily because of foreign tax credits ($42,406,000) and R&D credits
(53,387,000). .

.. et emmamn -

ST st v ————————

previously examined by the LR.S. and closed.

g
g
a
2
g
4
3
0
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ions: The IRS has placed increased emphasis on review of R&D tax credits and
originally took the position that the process of developing a version 1.1 based on version 1.0 is rot R&D.
Much of our R&D falls into this category. a result of recent lobbying effons, it appears, however, that
the LR.S. may now concur with our position.  In addition, it appears the LR.S. has also reconsidered

whether the preparation of systems documentation is part of the R&D process in a favorable manner for
MS. .

: Our ongoing LR.S. payroll examination has involved Legal, Human Resources, Tax and
Public Relations. All of our freelancers have been converted into one of three categories: (1) full time
employees, (2) working through temporary agencies (e.g., Yolt or Manpower), or (3) approved as
independent contractors by the LR.S. or currently have a determination request pending with the LR.S.

We have issued W-2's to 40 individuals the L.R.S. examined and determined to be employees during
calendar years 1986 and 1987,

In addition, we have employed an Anthur Andersen tax accountant to assist individuals with generic
questions the: :

y might have with respect to their reclassification and their individual income taxes.
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4
¢ SawExams:
Typeof Exposures

California Sales & Use 589 $208,134 Completed

fitinois Income Tax 1588 $57,020 Completed

Massachusetts - Sales & Use 87-8% $15.000 In Progress
; Michigan Sales,Use Income 8589 Soal) Pending
: Fedenal Payrol! 8639 Soall In Progress
i : Currently, we are filing sales and use tax rewims in 24 states. We wil] add Maryland
! and Indiana during Q4. We will conanue to register with additional states as it becomes appropriate

During Q90-3, we took advantage of the Virginia sales and use tax amnesty program and concluded a
lengthy negotiation with the State of New Jersey to pay back sales and use taxes, senling for $179,309, but
avoiding potential penaliies of $50,000,

: The Washington State Legislature has established a study committee
overnment and business to recommend 2 solution to the question of
whether computer software should be subject to personal property tax. We will be represented on the study

: The Omnibys Budget Reconciliation Act of 1989 added 2 new €Xcise tax on ozone-
depleting chemicals that are sold or used by a manufacturer, producer, or importer of such chemicals, The
new tax is effective starting January 1, 1990, We are currently researching the impact of this issue on M,
Preliminarily, it appears this tax may be assessed on our imported mouse products.

DNTERNATIONAL

BEIC: - We are forming a new Dutch corporation, Microsoft Manufacturing BV, 10 hold the manufacturing
issets of our Irish branch, This corporation will be wholly owned by Microsoft International Bv,
Microsoft IBV will transfer to Manufacturing BV the operating assets of the Irish branch in exchange for
stock of Manufacturing BV. This will be done as of 6/30/90, It will avoid interest charges of approximately
$10 million in the next three years by enabling Manufacturing BV 1o avoid PFIC status,

We continue to actively seek a legislative solution to PFIC status 10 avoid the need for periodic
fesucturings of our European manufacturing operation.

o Trreea e

Buerto Rico: - Build out of the Puerto Rican manufacturing facility is underway. Duplication equipment hag
been installed in o temporary location. Production will begin as soon as the final lease on the faciliry has
been negotiated, Signing of the Jease has been delayed while environmental studies are completed. Fyl]
production is scheduled to begin in April,

Staffing of the facility has been completed with the training of manufacturing and office support personne]
Proceeding at this ime. A controller familiar with Section 936 operations has been hired and is working
with Cost Accounting, MIS and Manufacturing 1o set up the proper accounting and financial reporting

pmce_dures. .
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Congress is currently debating a referendum in Puerto Rico (possibly in 1991) to determine the furure
political staws of the island, S:atshood is ane of ie options 0 be voted upon and its selection would result
in the repeal of Section 936." Benefits would be phased out over 10.25 years. We consider statehood starus
unlikely in the near term. i

[Capi ions: - During Q90-3, Microsoft AB (Sweden) remitted a dividend to MS of
approximately $1.3 million. MS retumed $291,000 as additional capital for expansion.

We ase currendy reviewing results through Q90-3 1o determine optimum dividend fepatriations during the
balance of FY90. . .

New Subsidiardes: - During the third quarter, subsidiaries have been established in Norway, Denmark and
Singapore. In addition, a liaison office has been created in India to further Microsoft interests in that
country. Planning is actively underway toward the establishment of a subsidiary in Portugal at this time
with an expected incorporation date of July 1. .

Subsidiary Operarions: - Tax planning and compliance for foreign subsidiaries continued during the quarter.
Issues included:

Microsoft Lud. (U.K.) - PFIC and withholding issues of financing the new building,

Microsoft Inc. (Canada) - Reporting exercise of stock options by Inc. employees during CY89 and
pursuing refunds of Canadian income taxes withheld by OEM customers with Revenue Canada (potential
refund approximately $1 million).

Microsoft TC (Taiwan) - Formulation of policy to account for Mice product sales from the manufacturer to
the local subsidiary. L

Microsoft Sarl (France) - Stock option reporting requirements to French authorities,

Microsoft Spa (Italy) - Withholding issues similar to those in SRL are being resolved. Informal approval
has announced by the ltalian government but efforts continue to secure a formal announcement,

Microsoft CH (Korea) - Formulation of transfer prices for Press products to be sold in the Korean market
and potential buy out of Korean minority interest.

. HIGH 9414
CONFIDE%\Y'HAL 107 (:()N)lg I%)%NTIAL

MS-PCA 118882
CONFIDENTIAL

R [ S e

. -——

\

!



AGHLY
SONFISENTIAL

= -,
Dot

INSURANCE MATTERS

X 199415
CONFIDENTIAL

oy -

T —————— |
MS-PCA 1188823

CONFIDENTIAL

¢ DR OY I BBBBRE



During Q20-3 2 new coverage "Medical Benefits Abroad”, was added covering medical bencfits, accidental
death and dismemberment, and 2xcess repatriation expenses for travelling subsidiary employees. This
josurance assures access to hospital care when travelling on behalf of Microsoft, and reimburses the
subsidiary employee for medical treatment required during such travel that would otherwise be excluded
from the employee's governmentally or locally provided medical benefits program. The cost of this new
coverage is approximately $24,000 per year.

During the period, the Fiduciary Liability, Blanket Crime, and "Special Indemnity” (kidnap and ransom)

licies were renewed with only modest price increases reflecting company growth. Coverage under the
Special Indemnity policy was broadened to include $10,000,000 in coverage for politically motivated
hostage taking, and an increase in accidental death coverage to $300,000 per individual.

On January 30, Microsoft received notice from its general liability insurer (Federal Insurance Co.), that
policy coverage for the Apple lawsuit was denied. Several reasons for denial of coverage were given by the
insurer, but most, if not all, are considered without sufficient merit to warrant a complete denial of
coverage. We are pegotiating with Federal conceming coverage for Microsoft's defense costs in this
matter.

In February, Microsoft received a lener from an attomney representing several Microsoft freclancers alleging
that the freelancers were employees, and that as such they were entitled to certain employee benefits. The
lenter requests compensation for past benefits denied. Insurance for such atlegations is provided under
Microsoft’'s employee benefits errors and omissions liability and fiduciary liability policies, and insurers
have been put on notice of potential claim for this situation.

Directors and Officers liability exposures and the availability of Directors and Officers liability insurance has
been reviewed. Detailed materials are included on the agenda for the May 5, 1990 Board of Directors
ing, :

Current insurance coverages and related deductibles are being reviewed in preparation for the upcoming
July 1 insurance rencwals. Primary focus is being given to potential cost savings and coverage
enhancement that may be achieved by distributing Microsoft's insurance program over an increased number
of insurance carriers.

An additional area that we are investigating is Microsoft's assumption of risk by contract. Numerous
agreements between Microsoft and its vendors, suppliers, and contractors are being reviewed and modified
to reduce Microsoft's potential liability, Contractual assumption of environmental risks under the terms of
the new Puento Rico facility lease agreement was avoided through this process.
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FACILITIES REPORT

Microsoft now controls approximately 210 acres of land at Corporate Campus. Coupled with 23 acres of
. tand owned at Canyon Park, Microsoft controls a total of 233 acres in the greater Eastside area. 810,000
square feet of building space is currently managed and occupied at Corporate Campus. To continue with
the dynamic growth of Microsoft, Buildings 10, 16,17 ,18 and additional leased space, a combined total of
240,000 square feet, are currently under development.

LAND ACOUISITIONS

The Benchmark property scquisition included an option to purchase an adjoining 1.42 acre lot under
separate ownership (referred to as Lot O, aka "sawmill”), for a price of $94,000. Closure of Lot O is
anticipated for late April 1990, pending resolution of final closing issues. (see Campus Land Map)

CORPORATE CAMPUS DEVELOPMENT

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

The Master Plan of Corporate Campus space projections was submirted for approval during March, 1990.
The plan outlined both short term and future space needs based upon finance forecasted headcount and
secondary space needs by division. Short term space is currendy focused on leased space both inside and
- in close proximity to the Microsoft Place Office Park. Because of the increasingly tight real estate market
conditions in the Bellevue/Redmond area, the number of available options for space are diminishing,
Buildings 16,17 and 18 are in respective planning stages for long term and future space accommodations.

owned Faili

The Overall Site Master Plan of Corporate Campus

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 to aid in the
planning of Buildings 16,17,18 and future building needs.

Buildings 16 and 17 development continues with the refinement of design and completion of construction
documents. The Design Review Board for the City of Redmond approved the general site and proposed
building design, giving the go ahead 1o proceed in the permit process. Current discussions are in process
with both the City of Redmond and the City of Bellevue to resolve traffic mitigation issues proposed by
both cities in respect to the impact of Buildings 16 and 17. Anticipated ground breaking is expected to
commence during May 1990 with an approximate construction schedule of 15 to 16 months. (see Master
Site Plan)

Building 18 was approved to proceed with design and general specifications. Building 18 will be
incorporated into the general building planning scheme of Buildings 16 and 17 (see Master Site Plan).

Building 10 is on schedule with construction complete the week of April 16, 1990. Occupancy and move
in will be during the weekend of May 11, 1990.

- Building 12, with respect to space leased by The Ecova Corporation, is currently under negotiations for a
possible move out of The Ecova Corporation and an eventual Microsoft occupancy. This space will give
needed growth room for both Booky/Mult-Media and Administrative Services.
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v uilding currently heusing part of I°C, is in the process of acquiriag additional space
fot the expansion needs of this group. Approximately 56,000 square feet is scheduled for Microsoft use as
of early Fall 19%0.

EVA, (referred to as the McDonnell Douglas Building) is the existing space for both SPAG and The Printer
Business Group. Two additional phases of space acquisitions are planned. The first phase of expansion
will be used for the Microsoft Company Store. The remaining building space is scheduled for
commencement during Summer 1990, with the intent of using for SPAG and The Printer Business Group
expansion space.

EVER (the Microrim Building) is under negotiations for a possible early Fall 1990 Microsoft move in. '

USSMD support is scheduled to move from Building 8 into the EVB building

LOCAL MOVES AND REMODELS

During the third quaner of FY90, 31 local construction projects and Campus remodels were complete for a
towal of 41,500 square feet. These projects are inclusive of the EVA (McDonnell Douglas) construction
completion (26,000 square feet) and various remodel projects at Campus and local Microsoft sites.

Third quarter major moves and remodels included:

«  The relocation of the PC Install group into Building 11 from Building 1. This resulted in a
reshuffle of the Systems OS/2 group in Buildings 1 and 2 during January 1990 (164 employees).

+  The completion of EVA (McDonnell Douglas). SPAG and the Bauer Group moved in January
and March 1990 respectively (73 employees).

«  Reshuffle of IPG employees in Building 9 during March 1990 (33 employees).
The occupancy of Building 10 during the fourth quarter of FY90 will accelerate the move schedule in order
to accommodate group reorganizations resulting from Building 10. Large scale moves are currently
scheduled for three out of every four weckends commencing as of May and continuing through October
1990.
Fourth quarter major moves and remodels include:
Move into Building 10

e Respective Applications groups will move from Buildings 4 through 6 into Building 10 -
ABU, DABU, Vice President and staff, Development suppont {312 employees).

«  OEM will move from Building 9 to Building 10 (47 employees).

» A major reshuffle of IPG, Corporate Communications and Human Resources in Building 9
(130 employees). - .

e Systems groups will relocate from Buildings 1 and 2 into Building 4 in order to accommodate
future Systems growth (150 employees).

e Various Applications groups will reshuffle inside of Buildings 5§ and 6 (250 employees).
HIGHLY 1o
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LIDROAD WORK

« 156th LID (improvements of 156th avenue from Microsoft's south boundary past the
connection with Bel-Red Road) is underway and currently on schedule with completion expected to
be late this Spring. Included in this work is the installation of traffic lights located at 31ist and
156th (near Building 11), and at 36th and 156th (the main entrance). Both lights are expeced to be
operational as of early May 1990.

o Bel-Red LID (improvements to Bel -Red from 156th to 40th) is anticipated for construction
start in early May 1990, pending the resolution of street drainage issues involving the three
governing jurisdictions (Bellevue, Redmond and King County), and local propeny owners.
Building 7 cannot be constructed until the Bel-Red LID is complete.

e F-line is a planned connecting road from Bel-Red o 156th across the south end of Microsoft
property. Ongoing discussions with the city are continuing in an attempt 10 reach agreement on
whether or not this public road will be on Microsoft property. Microsoft’s goal is not to have a

public street dividing the campus. The purchase of the Phase VII land further strengthened
Microsoft’s position in these discussions.

DOMESTIC USSMD

Domestic USSMD physical plant activity over the past three months has primarily focused on the approval
of headcount growth projections for USSMD field as a whole. Incorporating planned fiscal year growth
with the approved LAN MAN and Windows/ASR push, Capital Expenditure Requests were complete and

approved for physical plant expansion in each existing city and the addition of 4 new cities. (see Domestic
Locatons Map)

17 projects are approved for development over the next 8 to 12 months. This will involve move and
expansion activity for each office incorporating the following steps: site selection, lease negotiations,
construction project management, space planning, telecommunications, cabling, furniture purchase, install
and the actual move in

The following projects have been approved.‘ The scope of work is.subject to change pending specific
negotiations:

The Aslanta office will expand in their current space to incorporate growth until the end of FY91.
At that time, pending the existing building occupancy and market conditions, the decision will be
made to move o a new site or further expand in the current building.

The Boston office is currently under negotiations to incorporate contiguous expansion space.

is scheduled to move to a new building in the Midtown area of New York
City. Site selection is currently underway.

will move from executive office suite space in Delaware to 3 new building
- in the Philadelphia area. Market analysis will commence during the fourth quarter of FY90.

will move to a new building in the Bethesda, Maryland area,
Preliminary negotiations and space planning are in final siages.
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The Chicago office is planned for expansion into contguous office space.

Dallas is in the process of finalizing lease review for expansion space located adjacent to the current
office.

Detroit will move to a new building in the suburban Detroit area. Space planning and site selection
are well underway. -

The Minneapolis offics is scheduled to expand into floor space adjacent to the existing office.

St Louis will have a new office open during the next eight month period. Market analysis is .
scheduled to commence during May 1990.

Denver will open a new office with the site selection process currently underway. Preliminary sites
are focusing on the Tech Corridor located outside of Denver.

The Los Angeles office is planned to expand at the latter part of FY91. Currently, the Orange
County operations are housed in the Los Angeles office.

Orange County is scheduled for a new office to open with site selection activity focusing in the
Irvine area.

Phoenix will have a new office open dursing the later part of FY91.
The Santa Clara office has two possible options for expansion space - acquiring additional space in

the existing building or a move to a new site outside of the Menlo Park area; both pending further
negotiagons.

The Seanle (Pac Wesp) office will relocate to 2 new building inside the existing Yarrow Bay Office
Park in Kirkland. Space planning is underway.

DOMESTIC DIVISION OFFICES

In addition to the USSMD ficld office projects, respective Domestic Division Branch Offices saw activity
during the third quarier of FY'90 and project activity is scheduled to continue.

MSU-Boston offics was complete as scheduled during March 1990.

PSS Lincoln Plaza continues to grow and expand at a dynamic pace. 3,000 square feet was
occupied during March 1990 while approximately 12,000 additional square feet is under

development. Options are currenty under consideration to accommodate needs for future
headcount growth.

PSS Chadotte is in final lease review and negotiations. A site was chosen during March 1990,
The new site is located in the southem part of Charlotte in Three Lake Pointe, a master planned
office park developed by Childress Kiein Properties. Microsoft's two-story, 50,000 square foot

building will commence construction the end of April 1990. Occupancy is scheduled for late this
fall, (see Charlotte Site Plan)
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Buerro Rico, a new disk duplication facility, is under construction with scheduled completion
taigeted for early this summer. Lease signing has been prolonged because of discussions with the
various local controlling interests of this property relating to environmental issues. An
environmental survey has been complete to determine if any environmental concemns should be
addressed and is under review at this time. The lease is in the final stages of review and
negotation

A duplication area has been set up on an interim basis until the completion and occupancy of the
new space.

INTERNATIONAL FACILITY DEVELOPMENT

Facilities development continues very active planning for the International offices so the learning curve
gained in Redmond development is being leveraged with Internadonal operations.

PTY (Microsoft Australia) is starting to pour foundations. Excessive rains have forced a slight delay, 5
however, part of this was already build into the construction schedule. Occupancy is targeted for April
1991,

is in process of completing the foundation for the 76,000 square feet office and

warehouse facility. Design and layout requirements are being finalized. Occupancy is targeted October
1990.

is in final stages of a 6.94 acres land purchase targeted for the end of April 1990.
The development manager has been selected and final discussions are in process for his contract. The office
and warehouse facility has been targeted for completion by 1st Qrr FY92.

AB (Microsoft Sweden) is exploring options regarding their future space requirements, ie purchase or lease.
A target of May 15, 1990 has been set for completing this study.

has signed a letter of intent with a landlord allowing them to continue discussions
regarding price etc for 1032 square meters in an office building targeted for completion July, 1990.

GMBH (Microsofr Germany} will be moving sales/marketing personnel on May 18, 1990 to a new
temporary office (for about 1 year) while their additional 7000 square meter office is completed across the
street from the headquarters building. The edsionpark complex - building 1- is targeted for completion June
1991. Ground has just been broken and work progressing rapidly.

SARL (Microsoft France) has targeted to move into their 57,000 sq feet office building (phase 1) and
30,000 sq feet warehouse December 1990. The construction plan is on schedule.

will move into their new offices September 1990. Delays in finishing and build-out

SRL (Microsoft Spain)
of these offices and providing for continued growth has required a 6 month short term office solution for
some of the employees. .

The pew disk duplication facility in Puerto Ricg is targeted for completion the end of June 1990 .
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MICROSOFT DOMESTIC SQUARE FOOTAGE
(AS OF THE END OF MARCH 1990)

OCCUPIED

MANAGED DEVELOPMENT
CORPORATE
buildings ] - 4 240,000
buildings S - 6 120,000
duildings 8 - 9 235.000
building 10 117500
duilding 11/11a 83,565
buildings 16 - 17 320.000
building 18 : : 150,000
buildings 12 - 1S 87.185 31,000

. hkoll overlake 18.616 55848
o 25982 19,018
evd 45,000
scorporete sublotals 810,348 738,366
MANUFACTURING/DISTRIBUTION
canyon park 264,136 20,000
corp com warehouse 33.221
m&d subtotals 297,387 20,000
WASHINGTON FIELD
pss offiite 86,725 12,198
ms university 26,237
off site siorage 7671
swashington field~ 120,633 12,195
USSMD FIELD
atlana 5258 10920
bosion 10,219 16520
new york 9377 18,480
wash de 6.990 5.880
philadeiphia 1.160 24,080
ecastern subtotols 33,001 75,880
chicago 73551 12,880
dallas 9.770 16240
deroit 1,924 10360
minneapolis 4179 8,680
st louis 0 7.840
scentral sublotal ) 23,424 56,000
denver 0 3.600
los angeles 11,822 14,840
orange counly 3360
phoenix 10,360
1ania clara 7,158 17,920
seaitle 3920 12,040
swestern sublotale 22,900 64,120
USSMD subtotals 79,328 196,000
MISCELLANEOLS FIELD
msu - boston 3363
menlo park (GBU) 31,847
P33 east coass 30,000
Ry synems journol ) 3,200
smiscellaneous fleld subiotal 38,610 50,000
TOTAL SQUARE FOOTAGE 1,346,273 1,016,561
e e ——————epe et et et ey
GRAND TOTAL SQUARE FOOTAGE 2,362,834
- 114
%0 fy iy Real Esiaie » Development
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MICROSOFT DOMESTIC LOCATIONS
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INVESTOR RELATIONS/STOCK ACTIVITY

Einancial Releascs - On April 17, 1990, the full earnings release for the third quarter was issued at 1:15
" p-m. PD.T. which is after the close of the markets (including the Pacific Exchange on which MSFT
options rade until 1:10 p.m. P.D.T.).

Conference Call - As part of the thind quarter earnings release, Microsoft hosted a conference call to discuss
the financial results. The "call” was held at 2:30 p-m. P.D.T. and included more than 80 analysts from both
sell-side and buy-side. Each received a fax copy of the results prior to the call.

i i - Below are earnings estimates by selected analysts. Q3E
obviously were issued prior to the March 17, 1990 eamings release for Q90-3. Estimates for Q90-4 and
FY'90 are being changed based on Q3 results. As this report is printed, those analysts who have revised
their Q4 and annual estimates based on Q3 results are listed.

Analyg QE QA Q4E EX90E EX9lE
Alex Brown . $.80 $.62 $.63 $2.32 $2.90
CJ Lawrence 60 63 231 2.9
Dean Winer .63 T .63 230 2.90
DLJ Securities 61 2.28 3.00
Goldman Sachs 60 64 23 2.9
Merrill Lynch S5 64 2.32 2.78
Montgomery 52 62 2.31 2.80
Paine Webber 62 36 225 .35
Piper Jaffray .61 64 233 2.88
Salomon Bros. 39 52 232 3.00
Shearson Lehman 59 62 230 2.90
Smith Baroey 57 . 64 232 3.00

ises: During Q90-3, cashless exercises through Alex. Brown constituted
trades for 725 optionees out of a total 815, or 90% for the quarter. This accounted for approximately
510,000 shares excrcised and traded. Alex. Brown has become the primary brokerage firm which our
employees use to execute their sales and finance the exercise price and taxes due Microsoft at the time of
exercise. We continue to modify and streamline the exercise process by creating additional tracking
methods for limit orders and stock sales.
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SUMMARY OF SHARES EXERCISED FY89 - Q90-2

(adjusted for stock split)
EYB9 0,138 02 [0,'45] EY?0 YID
Shares Exercised 2,047,098 47214 1296668 1276668 33205%
Price
High 3428 325 “s s825
Low 2300 2600 .30 43,0625
Avensge 2708 29.10 4050 48.43

In summary, the combined total of shares exercised in the first three quarters of FY90 have exceeded FY89 by
. approximately 65%. Should this trend continue, shares exercised during FY90 will exceed shares exercised during
FY89 by 100%. ’

Eloat: Microsoft public float, excluding Officers, Directors and Paul Allen, as of March 31, 1990, was
approximately 38% or 44,820,312 shares.

Mi £ Q hip Profil
(as of most recea filing)
% of Shares
i Number of Shares Outstanding
William H. Gates ) 40,350,620 36.0%
Paul Allen 18,550,000 16.5
Steve Balimer 7,198,004 64
Other Officers & Dircctors 1362376 12
Total Officers & Directors 67,466,000 60.1
Other Holders 44,820,312 399
Total Shares Questanding ’ 112,286,312 100%

sStack Split: On March 13, 1990, Microsoft announced a 100% stock dividend for shareholders of record on March
26, with the payable date of April 13, 1990,

In preparation for the stock split, Shareholder Services and First Interstate Bank (ransfer agent) joindy reconciled the
accounts of ali shareholders of record and successfully executed the dividend certificate distribution on April 13,

Additional steps were taken to ensure the timely and accurate distribution for all international shareholders of record.
A geographical survey was prepared 1o identify Microsoft employees of each subsidiary who were entitled 1 2
dividend certificate. All MS International dividend certificates were sent directly to the General Managers of each
subsidiaries to help eliminate the possibility of lost certificates.

; Beginning July 1990, we will be implementing an automatic enroliment process,
which will eliminate biannual enroliment.

Enrollment for the current period January - June 1990 has shown a S0% increase to 3,000 for both interational and
domestic participants in comparison 10 2,000 participants in the previous period ending December 1989,

On January 2, 1990, Microsoft's closing fair market value was $44.375 (post-split), and should the upward trend in
Microsoft’s stock price continue, the ESPP shares will be purchased at $37.72 (85% x $44.375).
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Stock Buyback Program: Proceeds received from stock option exercises in each previous quarter are employed during
the current quarter to repurchase shares of the Company’s stock.

Repurchases are made during 3 window that begins three days after we have released earnings and extends through the
Friday of the last week in the second month in the quarter (April 23 through June 1st during Q90-4). Repurchases
are made on our behalf by Goldman Sachs at their discretion. In our instructions 10 Goldman we reserve the right 1o
suspend repurchases under the program during the window period. )

Of $20.5 million in available proceeds from Q90-2, we used $16.3 million during Q50-3 to repurchase 336,000
(post-split) shares at an average per share price of $48.64. The program began February 12th, so the window was
shorter during Q90-3, than it will be in subsequent quarters.

Goldman's weekly performance during the Q90-3 window was a follows:

Our

Average Market ©  Number
Week Price Average  of Shares®

212-116 $47.73 $47.95 130,000
220-2/23 $48.89 $3.78 81,000
2/26-312 $49.42 $49.98 125.000
Totat $48.63 336,000
= —4 —_—

* adjusied for split

Proceeds available for the program from Q90-3 are $18.8 million which, together with $4.2 million remaining from
Q90-2, provides approximately $23 million for repurchases during Q90-4.
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i MICROSOFT CORPORATION
SUMMARY OF STOCK OPTION PLAN ACTIVITY

AS OF MARCH 131, 1990

Shares Available For Grant

Available 2. i Additions Radecrioos Available
Begianicg New Porfeitod Net Sbares Eod
Of Period Approvals Shares Granted (1) Of Period
Pacal 19802 0 12,080,000 0 (3,428,000) 8,652,000
Fiscal 190 8,652,000 0 419,600 (3,717,600) 5,354,000
Pumcal 1984 §,354,000 0 1,661,404 (3,032,460) 3,982,944
Fiacal 1985 3,982,944 0 938172 (2626,860) 2,294,256
Fiacal 1586 2,294,256 5,600,000 835478 (4,938316) 3,791,418
Fiscal 1967 - 391418 8,000,000 688,042 . (2,406,200) - 10,073,260
Flacal 1968 10,073,260 942,906 (3,883,020) 7,133,146
Fiscal 1989 7,133,146 10,000,000 1,162,178  (5034,770) 13,260,554
Fiscal 190
Q-1 13,260,554 12,000,000 294,368 (2,594,795) 22,960,127
Q%02 22,960,127 500,000 87,830 (485,190) 23,062,767
Q03 23,062,767 150,126 (211,040) 23,001,853
Sinee Iception 0 ~ 48,180,000 7.180,104  (46,973,266) 8,386,838
Outstanding Stock Options
[o] ding Addisoos Roductions - - Outstandiag
Beginning Net Shares Shares Forfcited End
Of Period Granted (1) Escerised Shares Of Period
Fiscal 1582 0 3,428,000 0 0 3,428,000
Fiscal 1983 3,428,000 3,717,600 (7,600) (419,600) 6,718,400
Piscal 1984 6,718,400 3,032,460 (287,168) (1,661,404) 7,802,288
Fiacal 1985 7,802,288 2,626,860 (859,612) (938,172) 8,631,364
Fiacal 1986 8,631,364 4938316 (2,416,064) (835,478) 10,318,138
Fiscal 1987 10,318,138 4812400  (3,365,664) (688,042) 11,076,832
Facal 1988 11,076,832 7766040  (185242) (942,906) 16,047,544
Fascal 1989 16,047,544 10,069,540 (2,047,098) (1,162,178) 22,907,808
Piscal 1990
Qo1 22,907,808 5,189,590 (747,214) (294,368) 21,055,816
Q%02 27,055,816 970,380 (1,296,668) (87,830) 26,641,698 (2)
Qw3 26,641,698 422,080 (1,276,668) (150,126) 25,636,984
Since lscrption 0 46973266  (14,15,178) (7,180,104) 25,636,984
Footnotes:
(1) Net shares granted is equal to gross shares less 1SOs converted to NQSOs.
(2) Due to activity in Q90-3 which affects prior quarters, the number of stock
options outstanding as of the ead of Q90-2 (26,372,768) bas increascd
by 268,930. ' 127
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The third quarter was a very challenging time for Training and Personnel Administration. Major wins with
the February review, conversion of frselance workess, the laurch of the Micretofr PARENT dayzare
referral service, open enroliment for 401(k), and training program enhancements have had very positive
organizational impact. Our strategy of moving full scope HR services to the business units is progressing
very well with the introduction of the International HR support role, resident support of PSS in Lincoln
Plaza as well as providing more support for M&D. In addition, we now have an HR professional in Puerto
Rico and have started recruiting for an HR professional for the PSS facility in Charloue, North Carolina.

: During 3rd Quarter FY 90 353 managers and
employees atended 21 sessions of 14 different seminars. This is 2 59.73% increase in number of
participants compared to the 221 participants in the 3rd Quarter of 1989. A bar graph illustrating the
Number of Paricipants by Division is antached. .

The manage ment curriculum, consisting of five levels, are designed to build a foundation and develop high
levels of management and leadership skills including: communication, motivation, scheduling, self-
management, problem solving, and creativity. Currently available are programs in effective management
techniques, time/project management, persuasive presentations, conducting meetings, management styles,
and team building. All programs have the connecting thread of maintaining or increasing effective
communications, innovation, and problem solving at all levels in the organization.

Three of the four seminars in the Technical Leadership Program have been conducted and received high
ratings by those in anendance. The three seminars that have been introduced to date are: Software Quality
Dynamics, Leading Technical Reviews, and Innovation in Design. The fourth seminar, Technical
Leadership Workshop, is in development and will be released during 1st Quarter FY 91.

In the third quarter we introduced the Televised Instruction in Engineering program offered through the
University of Washington's College of Engineering. A small pilot program was set up with five Microsoft
SDEs to determinc if the program should be offered to the entire company. If the program is a success,
Microsoft personnel will be able to smudy and obtain an M.S. from the UW without commuting to Seanle.
Within the next 6 to 12 months the UW anticipates being able w offer a M.S. in computer science.

There are 28 sessions scheduled in 4th Quarter FY 90 with 533 pmjecéd anendees (see the following chart
for courses offered). ’

COURSES CONDUCTED DURING 3RD QUARTER FY 19%

Number of Number of

Course Title Sessions ici

Effective Management Skills

Interpersceal Review Skills-Managers

Time/Business Organization Workshop-Managers

Cooducting Effective Meetings

Microsoft Mapagement Styles Semioar

Presentation Skills

Managing loterpersonal Relationships-Managers

Team Building and Staff Development

Time/Business Organization Workshop-Employees

Selling Your ldeas-Employees

Managing Interpersonal Relationships-Employees

Leading Technical Reviews

Software Quality Dynamics

Ippovation in Design

TOTALS
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COURSES TO BE OFFERED 4TH QUARTER FY 1990

Number of Number of
Course Title Sessions Panizizapis
Effective Management Skills
{nterpersoaal Review Skills-Managers
Effective Interviewing Skills
Time/Business Organization Workshop-Managers
Selling Your Ideas
Conducting Effective Meetings
Microsoft Management Styles Seminar
Presentation Skills
Mmaging Interpersonal Relationships-Managers
Interpersonal Review Skills-Employees
Time/Business Organization Workshop-Exployees
Managing Interpersonal Relationships-Employees
Career Planning and Development

"Leading Technical Reviews
Software Quality Dyoamics
Innovatios in Design
TOTALS
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Employee Relatjons: Assisting managers and employees in the resolution of distractions from our work

such as performance problems, internal conflict, career counseling, and personal issues, is the primary goal
of our employee relations effort.

Activity for 3rd Quarter FY 90 consisted of 150 counseling sessions. Of these sessions 61% were
performance relaied resulting in 6 probations and 8 terminations. The remaining were divided with 1%
related to disability issues, 17% for career counseling, 1% to sexual harassment concerns, and 20% to
personal issues. Thinty-nine exit interviews were conducted.

The most common reasons employees gave for leaving Microsoft were poor management skills and styles,
and low cornpensation. :

Affirmative Action: The final quanterly report, in compliance with our Conciliation Agreement, has been
submitted to the OFCCP. Feedback received to date on previous quarterly repons has primarily been
positive.

Overall Corporate Comparative Analysis statistics are outlined on the attached chart. Primary areas of
deficiencies are for females throughout the majority of EEO categories.

Freelance Contract Administration: As a result of the TRS audit, Microsoft agreed o reclassify freelancers
as employees, agency temporaries, or independent contractors, beginning with calendar year 1990. The
anached chart outlines the distribution of these individuals into the various categories. .

ications: Micronews continues to average 14-16 pages per week, with occasional 18
page issues. Circulation is over 5,400. Anicles covered during 3rd Quarter FY 90 included new product
releases, Microsoft company events, personnel changes, and features on subjects such as Microsoft Brazil,
the new buildings on campus, important sales contracts, and honors won by Microsoft employess.

———
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The popular Unclassified Ads secticn was reorganized as the Semi-Classified Ads with categories for
housing, wansportation, computer equipment, household goods and miscellaneous.

In February a memo was sent to the gzneral managers of all the Microsoft subsidiaries asking them to
appoint a Micronews correspondent so that international coverage can be increzsed in the newsletter, This
list of correspondents should be complete by the end of April.

Applications Software Training: From January through March 1990, Applications Training taught 151
regularly scheduled classes at Corporate and Campus North on Microsoft products and basic computer
operadon. During January and February alone, auendance averaged 345 people per month, with the largest
percentage of students from USSMD at 20%, 16% from Applications, 14% from International, 13% from
Admini stration, and Systems and Campus North each with 9%.

During this quarter we have added classes in Word for Windows and WinMail, Introduction to OS/2, and
Aldus Pagemaker. Special classes were held for several groups, such as WinWord PrintMerge and Macros
features developed for USSMD Customer Service and the Windows APPS documentation team.

A new program at Campus North—the Training Advantage--has been initiated during 3rd Quarter. This 8-
month long training course in either the Macintosh or PC environment utilizes a combination of classroom
instruction, video tapes, reading and project assignments to give participants a thorough understanding of
Microsoft products and in turn enable them to be resource people for others at M&D. Eight participants
have been selected by a screening commitee to begin the program in May. '

The new training database is in place and is now being used 10 register and track students for all
Applications Training classes, as well as send reminder notices via email and produce transcripts and class
rosters,

In January a binder was assembled with the handouts for all of our classes and mailed to all USSMD field
offices and Microsoft subsidiaries, as well as the Technical Library and other training groups on campus,

Reaction has been very favorable, and we plan to issue updates of both the handouts and the accompanying
files on a quanerly basis.

Compensation: Several significant activities have occurred during the third quarter in the area of domestic

compensation and international compensation and benefits. Beginning May 1, new non-exempt hires will

be eligible for performance/salary reviews afier 90 days of employment. This replaces the 60/180 day

reviews, This change will allow employees to more quickly transition into the normal review cycle, provide
managers with 2 more significant period in which to evaluate performance, and will more closely tie in

performance and pay. An expatriate compensation program is under development which will allow us to
consistently and equitably treat US citizens on international assignments. Several other groups including

Benefits, Intemational, Stock Administration, Tax, and Risk Management are also involved in drafting this
program. Compliance with the Fair Labor Standards Act (FLSA) as it relates o oventime requirements has
been a priority given the recent publicity given o Nordstrom. We have identified several groups where we
have some level of vulnerability such as Inside Sales, Customer Service, [PG Testing, User Education,
Custorner Support Technicians, Group/Administrative Assistants, and first line supervisors. These are
being addressed on an individual basis. A complete benefits package for Microsoft Singapore PTE Limited
has been developed and brokered with implementation planned for May 1990.
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Personnel Systems: As of March 31, total Corporate work force was 5,201 a net increase of 36.4% from

one year ago with 4,054 domestic and 1,147 subsidiary employees. The artached chans, Number of

Employees, Domestic Headcourt, and Headcourit by Location show the divisional breakdown of headcount
. at Microsoft.

Based on the average headcount and number of tenuinations for the last twelve months, excluding product
localization associate (AIESEC), co-op and associate sales (ASR, ACAR, AGSR, EASR and AESR)
positions, the annual domestic turnover rate is 11.8%. The attached chart, Domestic Employee Turnover
Analysis, shows the annual tumover rate by division for the third quarter.

Emplovee Benefits: Participation in the Savings Plus 401(k) Plan rose to an all time high during the
quanterly enrollment period in March. Seventy-three percent of all eligible employees are now enrolled in
this tax-deferred savings plan. The increase is due largely to a major communication effort to all eligible
non-participating employees during the month. Potential enrollees were provided detailed information on
the advantages of participating in the plan, fund performance information and follow-up discussions one-
on-one regarding the tax advantages of participating in the program. A record number of investment
changes and contribution rate changes also were processed in March, an overall increased activity level of
214% over the previous year. The attached charts, Investment Option Participation and Pamticipation Rate
by Division, outlines the investment split and participation rate by division for the Savings Plus 401(k)
Plan

The Microsoft PARENT program provided its first "brown bag" lunch seminar on parenting skills and how

. to deal with work and family, Over 80 employees and their spouses attended the session. The feedback
from the session attendees was very positive. The PARENT program (a child care resource and referral
service) was implemented during 3rd Quarter FY 90 and has been well received by employees and new
candidates nationwide.
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MICROSOFT CORPORATION
COMPARATIVE ANALYSIS OF FEMALE® AND MINORITIES
Third Quarter, 1990

FEMALES MINCRITES OVERALL #
EMZLOYRES IN
EEQ CATEGORY ideal Actual Goal Kdeal Actual Goal JOB GROLUP
OFFICIALS/MANAGERS _
101 - Exnc./S¢. Mgmt. 2 1 9 . 5 5 o 8s
102 - Administration 52 49 3 7 7 8 [} 03
103 - Manvfacturing 16 14 2 2 4 0 42
104 - Prod./Tech.Supp. 4 29 9 20 2 0 238
105 - Mictg./Crp.Comm./Ussr Ed. €2 v o 4 2 2 118
106 - CBT.PSS.LPM Testing 3 M4 [ 8 H] 3 =
PROFESSIONALS
200 - Sv. Technical H] 1 4 [ 3 3 81
201 - Technical 3 18 18§ LL] 53 o 342
202 - Technical Entry 53 21 2 - N 47 0 219
293 - Acministrative st 83 0 7 (] 1 85
294 - Prga/Tech Supp. k&) ki 0 12 13 0 103
205 - Cresuve Supp. - N 138 ] " 8 3 199
298 - Corp Comm.Spec. 24 a8 [ 3 4 b} &2
207 « CS57 Cesign,/ Devl. Usadility 36 87 0 b} “ [} 4
238 - Testor S8 [ 74 [+ 2% 3 0 2352
225 - Pecc.Suppon Technical 61 52 ] 30 38 0 an
210 - Aemin.Technical, Sys.Ana. 72 0 7 6 1 7
TECHNICIANS
)1 - Technicans 48 4 6 20 17 k) 162
SALES WORKERS
401 - Saies Mgmt. 5 64 ] 14 1" 3 150
422 - Sales & Supp. 79 ka4 0 13 8 -] 159
403 - Associate Sales Reps. 70 18 0 13 9 4 169
OFFICE/CLERICAL
501 - Secretatias 154 203 0 - 18 12 6 = 209
5C2 - Administrative 13 98 8 14 10 ‘“ 140
503 - Cust.Suppont - 96 1000 0 H 15 o - 1"z
%05 - Speciality Suppont 76 78 (4] 8 10 0 12
506 - Manufacturing 55 43 12 13 1 3 138 }
CRAFTSWORKERS
600 - Crattworkers " ] 2 2 0 2 2
OPERATIVES
700 - Operatives 136 121 15 2 3 0 210
LABORERS/SVC. WORKERS
890 - Ladorers, 'SVC Workers H 3 2 2 1 1 19
: 132
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MANAGEMENT AND EMPLOYEE DEVELOPMENT PROGRAM

PARTICIPATION BY DIVISION
3rd Quarter FY 90
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FREELANCE CONVERSION SUMMARY
Completed March 31, 1990
: 20 Qualified . .
Vendors Total of 381 Freelancers
o Converted
80 Hired as MS
Employees
182 Converted to
Agencies
As a result of the IRS audit,
Microsoft agreed to reclassify
freelancers as employees, sgency
99 Contracts temporaries, or

Terminated contractors, beginning with

calendar year 1990
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NUMBER OF EMPLOYEES
3rd Quarter FY 90

1st Quarter 2nd Quarter 3rd Quaner

M&D 522 543 635
R&D 1,587 1,700 1,840
S&M 1914 2098 2275
G&A 390 418 151

onmmma 00 veeema eseee

Total 4413 4.759 5.200

CONSOLIDATED
2258

2438

2047

1442
4
Tiez 1288 147

280 312 319
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DOMESTIC HEADCOUNT
3rd Quarter FY 90

Consulting {14
SPAG [P
Lega [NRZ5
OEM R 13
Press ..,.,, ﬁ
Multimedia (U 53
e .
Int] Mg [

FEA [

M&D M
PSS/MSU [
USSMD
Applications
Systems

B Plan Total 4,061 W Actual Total 4,054

HIGHLY
CONFINENTIAL

18 X 199447
CONFIDENTIAL

MS-PCA 1188855
CONFIDENTIAL

¢ 6D ST BHBEE



V’ T ' | —_—

HEADCOUNT BY LOCATION
3rd Quarter FY 90

1.9298 n 73 -0 Corporate Campus 2,691
, \ I Subsidiaries 963
8.67% / \  LeeandPucrto Rio 184
3.54% E O Campus North 451

, .| M Field Sales & Development
/ s17i% a12

18.52% / W MSU 46

\_,/ B Lincoln Plaza 454

TOTAL HEADCOUNT 5,201
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DOMESTIC EMPLOYEE TURNOVER ANALYSIS
- TRAILING TWELVE MONTHS
3rd Quarter FY 90
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SAVINGS PLUS 401(k) PLAN
PARTICIPATION RATE BY DIVISION
3rd Quarter FY 90
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