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To Our Shareholders







The year is 1975. Small teams of people, working in a few start-up operations. are about to forge

a new industry. It is an industry that will revolutionize the way that business does business, by

bringing the power of computers to offices and homes all around the world.

Microsoft, the first software company dedicated to microcomputer products. was

one of those pioneers. Recognizing that the first priority in this new market was to give people a

way to control their computers, we developed the BASIC language for the first genemtion of

machines, including the MITS Altair, Apple II, Commodore, and Tandy personal computers.

We followed with additional language products during the next few years

Then. in 1981, the promise of this young industry blossomed with the introduction of

the IBM Personal Computer. Microsoft supplied the IBM PC with the software thaI taught it how

to Ihink, the MS-DOS operating system.

Today, five years laler, MS-DOS is still the dominant operaling system for the IBM

PC family and its many compatibles. Microsoft markets a diverse line of more than 40 software

products. including operating systems, languages, and a growing number of applicalions pro­

grams. And our financial results make us one of the leading microcomputer software companies.

Microsoft is dedicaled to producing the best possible software by taking advantage of new

technologies that allow us to open new market opportunities.

We have a broad line of products built on that philosophy, and several well­

eSlablished channels for getting those products to customers.

The Company is organized into key operating groups: product groups-Systems/

Languages Software, Applications Software, Books, and Hardware; and distribution groups­

OEM (Original Equipment Manufacturer) Sales, Retail Sales, International Operations, and

Microsoft Press.

Viewed from either perspective, our markeling efforts are well balanced. In the

product groups, for instaoce. a snapshot oflhis year's revenues looks like this:

Systems/Languages
Applications
Hardware and Books

And when viewing channels of distribution, this year's revenues are divided as follows:

Domes1:icOEM
Domestic Retail

InlernationalOEM
InlemationalRetail

Microsoft Press

53%
37
10

25%
32
21
19
3



Sincelhe introduction ofMS-OOSon lhe IBM PC in 1981. we ha\'ecreated \'ersions of it for

more than 300 other computers. enhancing it as new opportunities and needs ha~ arisen. Recent

changes in MS-OOS. forexampk, ioclude additional suppon for local area nel'Wrks and sup­

port forlhe 3.5-inch disk format introduced on the IBM PC Con\'Cnibie.

This past year we introduced Microsoft Windows, an operating environment that

runs under the MS-OOS operating system. Microsoft Windows allows customers to run several

programs at the same time. It works with standard programs that are already on the market and

provides a foundation for the next generation of graphics-based applications,

These graphics-based applications use drop-<lown menus, icons, and mixed text and

graphics to give the user a natural, intuitive way to interact with the computer. They represent a

major step forward in software technology-making computers easier to use while allowing

developers to bring sophisticated new capabilit)es to their programs.

In our own software efforts we have seen how Windows can sa~ development time,

since a programmer is able to focus on the COtlf~nl ofa program rather than spending time on

procedures that Windows controls. We are actively encouraging de\'elopment of Windows-based

programs by other companies. Already. more than 500 de\'elopers-iocluding se\'Crai industry

\eaders-ha\'C said that they intend to develop products that will run under Microsoft Windows.

Addit)ooa1ly. the United Stales Air Force. in a major computer purchase from Zenith Corpora­

tion. has specified that Microsoft Windows be supplled with each system.

Microsoft markets other systems products as well, including the first multi·user

tools for microcomputers: the XENIX operating system and Microsoft Networks. As the use of

networks becomes more prevalent in business, these tools for linking computers-while linking

people to centralized stores ofinfonnation and devices-will become increasingly important.

Our line of language products has expanded as we have grown, We now offer both interpreted

and compiled versions of Microsoft BASIC. as well as Microsoft C Compiler. FORTRAN

Compiler. COBOL Compiler. Pascal Compiler, and Macro Assembler. These languages are

available for the MS·OOS or XENIX operating systems. and Microsoft BASIC and FOR­

TRAN are availaMe for Apple Macimostt.

During this past: year. we introduced our latest BASIC product for MS-OOS

systems-VersKxi 2.0 of Microsoft QuickBASIC Compiler-bringingi~ performance

and a friendly user interface 10 this popular language. And we completed development on an

updated \'Crsion ofour Microsoft C COf1'1l1ler, introducing with it a graphics-oriented debugger

called Microsoft CodeView.

Each ofour language products offers particular advantages to different segments

of the market, from casual programmers to professional developers. Combined, they gi~ pro­

grammers a powerful seleclion of tools for creating a wide variety of specialized applications.



Currently, we have technical and business relationships with approximately 300 hardware manu­

facturers-among them, IBM, COMPAQ, AT&T, Tandy, Olivetti, Zenith, Wang, Hewlett­

Packard, DEC, NEC, Epson, Siemens, Philips, and Mitsubishi.

These hardware manufacturers-known as Original Equipment Manufacturers or

OEMs-distribute Microsoft. systems or language products with their hardware. Microsoft

licenses 10 an OEM the right to make copies of our software and to distribute thosc copies with

the OEM's computer. The OEM generally pays an initial commitment fcc. along with an addi­

tionaJ fee based on how many copies of the product it makes or on how many computers it ships.

The scope of these technical and business relationships with all the major OEM

companies putS us at the hub of our industry, giving us a special perspective on the future

directions of our business. In tum. we are able to incorporate that perspective into our products,

and to create prodUCIS that can better serve our customers.

In 1982 we recognized the growing importance of business customers in the microcomputer

market. Building on our established cxpertise in systcm/language products, we introduced our

first business productivity program-the Microsoft. Multiplan spreadsheet.

Since then. more than a million copies of Multiplan have been distributed around the

....wld. It is available for more than 70 brands of microcomputers and in more than a dOlen

foreign languages.

And today Multiplan is just onc of a long line of applications products. We offer an

cxtensive selection of business productivity tools designed for use by many types of customers.

Catcgory

Wordprocessillg

Spreadsheet

Bilsillessgraphics

FilenUJ/lagemem

ProjeetmafUlgemem

Comm/UliC(lli(JfIs

Product

Microsoft Word

MicrosoflMultiplan

Microsoft Ell:cd

Microsoft Chan

MicrosoftFilc

MicrosoftProjccl

Microsoft Access

MS·OOS
versIon

Macintosh
version

This line of applications products covers a broad range of business needs, in both the

MS-DOS and Macintosh environments. Sales in both environments are strong, and we are

particularly strong in the Macintosh arena.

Our productivity products are designed for "in-depth users"-people who need the

advanced capabilities that are JX)ssible with comprehensive, feature-rich programs. Since most of

our customers spend most of their time using one main program, they do t'lOt want to compro­

mise that primary application.





Consider the advanced fealUres that are buill into our new editKm of Mkrosoft Word

released in April. Microsoft Word 3.0 is designed for serious word processor users-from edu­

cators 10 lawyers 10 writers to anyone who produces a 101 ofwriuen lexi. II includes a full

seleclion of word processing lools thai provide help at every stage of writing. from developing

ideas 10 creating finished pieces. The built-in outline processor. for example. lets a customer

stan work on a documem by getting thoughlS down in an outline. and then laler transfonn that

outline imo a final repon. Microsoft Word is also one of the first ....,ord processors to provide

high-level sUPJXlrt for the typeset-like printouts that are possible with the newestlascr printers­

and that support was built into this product before toose primcrs became widely available,

Microsoft·s product line is distributed through independent distributors and dealers. as .....cllas

through our own direci marketing efforts.

Domestic distribulion is handled through four leading software distribulors along

with major dealership chains. Internalionally. relail distribution is managed through the subsid­

iary or exclusi\'e sales reprcsentati\'e with responsibility for the region.

Microsoft has also established a Nalional AccounlS Group. which coordinates

efforts wilh key dealers 10 serve corporate customers. as well as a similar group that works with

value-added rescUers to market products to various g<)\ernmcnt agencies. And we ha\'e COnlraClS

10 supply applications and language prodUCls to many uni\'ersities. who use these products in

their own operations as well as marketing them to studcms. professors. and emplO}ccs.

Although software products aecoum for the greatest ponion of our business. we also market

hardware and books that are designed to help customers get more out of that software and more

out of their computers.

The Microsoft Mouse. a handheld poiming device thai works on MS-DOS-bascd

systems. is the Company's principal hardware product. It gives users a natural way to select

commands and move around the screen. and works with many products from Microsoft and

other companies.

Microsoft Press. our book-publishing arm. has published nearly 40 lides that gi\'e

practical. hands-on information about our software. along with generaJ-imerest books for lhose

.....ho .....ant to learn more about computers and tile computer industry. Among our most popular

titles are RWlning MS-DOS by Van Wol\l:non. 7h~ Petl'r Norton Prog,.tlmm~,.·s Gflid~ 10 th~

IBM PC by Peler Nonon. and 7h~ Appf~ Macintosh Book by Cary Lu. Microsoft Press books

are distributed through traditional book trade oullclS and through computer stores.





Microsoft has built its international business on some imponant commitments.

We want, whene\Y'r possible. 10 IN in the countries we serve, "ilh produclJ localized 10 each
COfmtry's language and standards.

We insist on maimllining the same high qllalitJ-colltrois i" our illtemational products rllm we

demrmd in domesric w!rsiollS.

And we want to prol'ide lIctil'e support to the marketing efforts ofour oversellS distribll10rs

llIuldealers.

These commitments have paid off. LaSI year, more than 40% of revenues-$80

million-canlC from our international operations. Ncxl year, we expcci another Slrong showing

in international revenues as these markels conlinue to evolve.

We have sel up subsidiaries in Canada, England, France, West Gennany, Japan,

AUSlralia, Italy, Sweden, and the 'elherlands. In other parts oflhe ....'Qrld, Microsoft is repre­

sented by independenl sales representali\es.

The leading sourre of revenues in Europe, Canada, and Auslralia has come from

our relail operations. OEM distribution has been responsible for a greater pereenlage of reve­

nues in the Far East and other regions.

In December 1985 we staned operations in a new manufacturing facility in Dublin, Ireland,

primarily 10 serve the European retail market. This Dublin facility has pl"Q\Ien that it is able to

meellhe same S1ringent quality<ontrol requirements that we insist upon in the United States.

More than uO local-language versions of our products are currently available. This

means that user messages in each program and all documentation is in the native language,

special characters are supponed on the screen. and local conventions-such as dates and mone­

tary references-arc handled correctly. Both the Microsoft Windows and the Macimosh pro­

gramming environments have a technical design made specifically with international localization

in mind. As we develop more applications in these environments, our time-ta-market of

localized software will be accelerated.

This past year we also obtained international distribution rights for products pr0­

duced by oIher United States companies. including Microrim and Micrografx. Internationally,

their products carry the Microsoft name. and we provM:1e ....uIdwMk marketing and support

for them.

1bese imemational strengths are of importance to our markeling efforts. But we

believe that these Slrengths are also of increasing imponance to our corporate customers-both

domestically and imemalionally-as they stan equipping their facilities around the world with

office infonnation systems. By establishing our international presence today, we will be able to

provide a high level of suppon to meet the future computing needs of these corporations.





Behind our products are more than 1100 Microsoft employees dedicated to a single purpose: to

bring the benefits oftooay's latest technology to customers.

In our queslto find the best employees, we have carefully monitored our growth,

preferring to hire higher-quality people instead of higher numbers of people. In order to attract

the most talented employees, we give them room to be creative and reward them well for

working hard.

The rapid pace of our industry makes it essential to get products to market in a

timely manner and to respond quickly to technological change.

Because ofthis, we have put together a highly trained team of technical personnel

who are responsible for creating new products. Currently, more than 300 people are engaged full­

time in software development. We spent $20.5 million on product development and enhance­

ment last year, a total that represents lOA % of net revenues.

Most products are dc\'Clopcd internally by our programmers, which gives us

close control over technical development. Our programming staff is 'Mlrking with a substantial

collection of proprietary development tools that makc it possible for us to transfer our tech­

nology from one product to another. This means lower-oost development and faster time-to­

markct, and gives us the ability to move software onto different machines.

The people of Microsoft are committed to understanding what our customers need,

so that we can include features that make sense in our products. Most Microsoft employees use

our products every day in their ....,ork. The entire company is networked on a XENIX-based

electronic mail system. And, to make sure that we stay closely in touch with the particular needs

of our end users, we have established a Product Support group that is able to answer up to

35,000 phone calls a month.

We believe that our talented employees and technical capabilities put us in a strong position to

make the most of the opportunities that lie ahead-opportunities to create products that meet

the next generation of customer needs brought about by the availability oftcchnologies like

the following.

lmel80286alld 80386 microprocessors

Intel's new microprocessors herald the next generation of microcomputers. We arc creating system

software that takes advantage of the protected mode of the Intel 80286, which is the micro­

processor that is built into the raM PC AT. Intel's 80386 will be able to run even fa~ter and

support larger memories. We are currently working on new versions ofthc MS-DOS and XENIX

operating systems to take advantage of these capabilities.

The availability of this new technology does not just mean that people will want to run

bigger programs, but that the very nature ofthose programs will change. Some of the machines





using the 80386. for example, may be designed for multi-user applications. with several people

using tenninais on a single central computer. And me additional memory will also make it easier

for customers to run more programs simultaneously, transferring infonnation directly from one to

anrnhcr as needed.

Networking

As more companies equip more people with computers, they begin to look for ways to improve the

infonnation exchange between machines. The answer for many companies: local area networks,

which link computers so that they can exchange data and use common files. Many people expect

local area networking to be one of the fastest-gl'O'>\ling segments in our industry, especially since

key players such as IBM have now revealed pans of their networking strategies.

The increasing popularity of networks is changing the old rules about "one person.

one computer. one progmm," since many users can rl(M' share the same copy ofa program on a

centralized network. So while the wider availability of net ....,orks allows us to buikl exciting new

capabilities into our products, it also prcse,nts us with new challenges for pricing and distributing

our net ....,ork software.

With our announcement this past year of the nctv.'Ork version of Microsoft Word, we

became one of the first companies 10 take those challenges head on, producing a specialized

version of the product that allows custonlCrs to lock information. v.wk from conunon files, and

share common devices sueh as printers,

Compurer-&sed Training

We arc committed to giving our customers the tools they need to make the most of our software,

such as manuals, on-screen help, and disk-based tutorials. All of these work together, meeting

the needs of different customers at various stages in the learning process.

The last of those tools-computer-based training or CST-is an essential element

in that mix. and one ofgl'O'>\ling importance in our product strategy. The notion is logical: that a

program should be able to teach you, right on the screen, how to usc its features. We have made

an investment in this learning technology, hiring a team of experienced instructional designers

and programmers and equipping them with state-of-the-art authoring tools.

Their work has been well rcceived,judging from the reactions of the press and of

our customers to the CBT programs included with Microsoft Word and Microsoft Project.

Graphical User Imerface

We believe that a graphical user interface, such as Microsoft Windows. gives customers a more

natural, intuitive way to approach computing. Instead oflearning complicated commands. the

customer only has to learn one way of doing things-the Windows way. For companies, this can

reduce training time and make computers more useful to more people.

Graphical user interfaces also make it possible to create documents that combine

text with gmphic images for more effective presentation.



Microsoft is committed to developing future applications products that will t:,ke

advantage of the research and .....ork we ha\'e done in creating the Windows graphical user

interfacc, Up to now, hardware has limited our ability to do this. But with hardware technology

coming down in price, the cost of effectively implementing these graphical interfaces is coming

down, too

CD ROM

CD ROM (Compact Disc Read Only Memory) is a new technology that has already had a major

impact in the recording industry, where it has become an alternative to records. CD music

players are selling for less than $200. which leads us to believe that the computer applk:aliolt" of

this technology will also be very affordable.

In computer applications, a single CD ROM disc can contain a thousand timc~ more

infonnation than a standard floppy disk. It can also allow multi-media presentations combining

text. video, and audio.

Microsoft has set up an advanced research and development group dedicated III CD

ROM. And in March we sponsored a major conference on CD ROM technology. with Ilea:']y

1000 people in attendance from the publishing and computer industries.

We foresee that CD ROM can be used in a large number of ways-for database

storage. as a software distribution medium. for electronic publishing of books and documenta­

tion, and for mass storage of fonts or images. Future CD ROM applications might include

everything from electronic encyclopedias to medical databases to home entenainment products

Taken together, these new technologies offer exciting possibilities that will allrrw us

to continue moving forward in our mission as a company-to make the microcomputer a valu­

able tool on every desk and in every home.

By building on our foundation in products and distribution. and by capilaliling Oil

new technological opponunities like those described above, we intend to continue our financial

success as a corporation, and maintain our leading role in the growth of our indu,try

This is how we have been successful up to now. This is hoy>' we plan to continue that

succcss into the future
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Selected Fire- Year Financid DalO

Year Ea;lcd.lunl: 30.
(DolJanud$harft"~ua:plperllham""') '986 '!!l" '984 '''''' \982

ForwYtoJr:

""~ 197,514 140.417 91.479 "'.06S 24.486
Cosrofmuues "'.862 30,447 22.900 15.TI3 8,647
Researdland~lopmcru 20.523 17,108 10.665 7.021 3.597
SalesandmaMltlg 57.668 42.512 26.027 11.916 4.009
GenendandadminisU311ve 17..555 9.443 8,784 4.... 3.037
Ifll:()rIIefromopenllions ".906 "'.907 29.103 10.6S7 5.196
Non-operatinglllCOllle(}oss) 5.078 1.936 (1,073) 407 399
l~bemincomela;teS 65.984 42,843 28.030 11.064 5.595
ProYisionb"lncornetaxes 26.730 18.742 12.ISO 4,5TI 2.088
Net income 39,254 24,101 15.880 6,487 3.507
Capitalexpenditurcs 14.108 6,576 5.837 3.230 1.832
Depreciation 5.754 3.462 2.068 1.007 ",
ArYear-End:
Currentasscts 147,980 52,066 37.947 18.713 11,479
Net propert)'. plant arx:I equipmcnt 19,544 1l,19l) 8.076 4.307 2,084
OthcrasselS 3,215 \.808 1.614 \.308 1,221
TotalassclS 170.739 65.064 47,637 24,328 14,784
Currcntliabilities 29.528 10,624 16,489 '.689 6.485
Long-lert'l1liabilitleS 1.879 436
Stockholders' equity 139.332 ".440 30.712 14.639 8,299
Total liabilJuesand cquily 170.739 65.064 47.637 24.328 14.784
Worti.. capnal 118.452 41,442 21.458 '.024 4.994
Numberc#~ 1.153 '10 "" 367 '"
Caorunc:ftSlOdDola:
NclllEOlT£per.sharc "" 1.1>1 0.69 0.29 0.17
Bookvalueper~ H' 2.53 1.44 0.67 0.38
Casttandshorl-lmn~per~ 4.02 0.88 0.15 0.15 0."
Ave,..sharcsoutswldi. ".200 23,260 22,947 22.681 21.240
S1arcsoutslandlilgalyear-eld 25.520 21.533 21.260 21.832 21.831

K~Rolios tmd Peruntoga:
Current ratio '.0 4.' 2.3 I.' I.,
RetumorlnetrcvetJ.ICS 19.9" 17.2110 16.3% 13.0t. 14.3%
Retumorllvcragelotalassetli 33.3" 42.8110 44.1% 33.a 34.6%
Rerumorlavc:ragcSKldhoklen'equity 40.5110 .56.6% 70.0% 56.6" 62.1"
Growthpem"ntages-incrcases:

""- 40.75 44.0% 94.7% 1~.55

Netincorne 62.95 51.85 144.8% 85.0%
Netincomcpersharc SO.O% .50.7% 137.9% 70.6%
Book value pcrshare 115.8% 75.7% 114.9% 76.3%
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ResullSojOpertuions
The following table sets forth consolidated results of opcrntioos as a percentage of net m.enues"and the annual percentage change
in such results.

~olNel~YcarEn;lcd.lunr30. ~ClwlFYellrEndedJulll')l).

19.. ''''' '984 1985101986 1984101985

"'''''''''''' IOO.O~ IOO.O~ 100.0'; 40.7~ 44.0"
CoIlsandexpensc:s:

COilolmoc:lJJeS 20.7 21.7 23.' 34.2 33.0
ResuKhandde\.'e1opncnt lOA 12.2 10.9 20.0 60.'
Saksandmarket~ 29.2 30.' 26.1 35.7 63.'
Gene:ra1 and adminisu"ali-..e ---!:2.... 6.7 ----!!... ".. 7.'

Total t'05U and apense$ ~ ~ ~ 37.3 45.5

IlQlIlIlefl'UTlopel'1lttons 30.' 29.1 29.' 48.' 40.6
Non-operllllng income (loss) ~ _'_.4_ ---..!.!J.L 162.3 280.4
Income bem illCOlTJe 1MeS 33.4 30.' 28.8 54.0 52.8
Provision br income taxes ~ ~ ~ 42.6 54.'
Net income 19.9" 17.2" 16.3" 62.9" 51.8"

Nel revenues forthe years ended June 30.1986,1985, and 1984 were $197.5 million. $140.4 million. and $97.5 million.
'These amounts represented growth of4O.7%, 44.0%. and 94.7% for the respective years. The annual increases in the Company's
net revcnues have resulted from seYer.tl factors, including the introduction of new products and enhancements to exi!l1ing products,
the expansion of the Company's expon sales and foreign operalions. and the general expansion of the markel for microcomputer
software. SignifICant prodoct introductions in fiscal 1986iocluded Microsoft Mulliplan 2.0, Microsoft Chan 2.0, and Microsoft
Word 3.0 for IBM Personal Computers and CClfr4)atiblcs; Microsoft Excel and Microsoft flight Simulator for !he Apple Macintosh:
M)erosoft Wiotlows operating environment: and Micrmoft Mouse 5.0. Product introductions in fiscal 1985 included Microsoft
Word 2.0 for IBM Personal Computers and corr.,atibles and Microsoft Word, Microsoft File, and Microsoft Business Pack for!he
Apple Macintosh.

International neI Te\enlJtS tor !he years endcd June 30. 1986, 1985. and 1984 were $SO million. $44.6 million. and $29.5
million. These amounts repre:senlCd40.5%, 31.8%, and 30.2% oftotai nell'e\'enues for the respoc:tiveyears. This growth resulted
from seYera1 facton;, including successful prodUCI kx:alizatioo. conlribulion of additional foreign wbsidiaries, and f.MnbIe cur­
rency ellChangc: rates tor fiscal 1986. For additiooal information an:eming export sales and beign operations, see Noce 7 of
Notes 10 ConsoIidaIed Financial Statem:nt.s.

COSl: of menJe:s as a percenlage ofncl menJe:s has remairJ:d fairly stable during the Ihree years presented. 1be decrease in
fiscal 1985 to 21.7% ofncll"C\~DJCS from23.s%!he priocyear wao>{rirripally the rewh ofa shift in the sales mix from kM~r·

margin hard'A<U'e produ:ts to higher-margin~ products.

Re:seanch and developrrentexpen5e for !he years endcd Junc: 30,1986,1985, and 1984 was $10.5 million, $17.1 million, and

$10.7 million. Resean:h andde\e:1opmenl expenses have increa.sed as a result ofplanned softwaredevelopmem staff increases and
expenditures to create developncntlools. Management presently anticipates that research and developrrent expenses will contll1ue
to increase primarily as a resuh of funhcr planned software developrreru staff increases and CD ROM efforts.

Sales and marketing expense for the years ended June 30,1986,1985, and 1984 was $57.7 miJIion, $42.5 million. and $26
million. Sales and marketing expenses have increased as a result of (i) expanding the Company's domestic and international sales
and marketing staff, (ii) opening of local , regional, and international sales facilities, (iii) higher advenising and related expendi­
tures, and (iv) increases in the provision fordoublful OEM accounts, primarily in 1985.

During 1986, 1985, and 1984. the Company'sgeneral and administrative expenses were $17.6 million, $9.4 million. and $8.8
million. The increase in ge~ral and administrative expenses is attributable to several factors. including the growth in adminis­
trative: staff and functions necessary to support the Company's increased sales volume and the Company's I1'IOYt to new COflXlrate
facilities in Redmond, Washington, in March 1986.

Non-operating income for the years eOOed June 30, t986and 1985 was $5.1 million and $1.9 million. During 1984 the
Company had a net non-operating loss r:J$1.1 million. Non-operating income: (loss) includes interest ircomcof$3.2 million, $1.0
million. andS400.000 for the years endcd June JO. 1986, 1985, and 1984. The gWNth in interest ircomc is anributabletoa larger
inYCSlment ponfolio re:Mting from funds generated from operations and~ r:JS44.8 million from the~'s initial
p.lblicoffering in Mard:l1986. The 1986 resuhs aiso include a fureigncurrency transaction gainofS2 millioo resuhing primarily
from the repaymettofdcbt from certain irucrnlltiooal subsidiaries. In 1985 the Company realized a short·termcapital gain ofSI
million upon the sak of markctaI::Jk equity securities. and in 1984 the Cornptny realized a short-term capital loss of$I.5 million
from the writHJff ofthe entire value of a minority intere:sl in a closely held company.

The effective lax rates furflscail986, 1985, and 1984 were 40.5';. 43.7~, and 43.3';. For an analysis of the differences
between the statuta")' and the effective incone tax. rates. sec Note 4 r.X Noo::s 10 Consolidated Financial Slatements.
liquidiryand Capital &sou.ras
In March t986theC~ sokt2.3 million shatesofcommon stock in its initial public offering. The Company's~,
ncI ofexpenses. totaled $44.8 millioo. Prior to its publ)c offering the Company had funded its activities alrtlC6t entirely from funds
generated from operations. The Company's cash and short-tenn investments balancc at June 30, 1986 was $102.7 million.



Consolidated Balance Sheets

(Inthousands,eACeptsharedata)

AsselS
Currcnta5SCtS;

Cash and short-lcnn inVCSlments
Trade aceoonl~ reccivabie-llCl of allowance for

dooblful accounts of$4,OOO and $2,288
Invcntorics(NOIc2)
"",,,

TOialcurrcntasselS
Property, plant anti equipment-net (Notes 3and 5)
OIherasscts

liabililiesandSlockhoiders'£'1uil)'
Currem[iabilitics:

ACCoulltspayabJc
Customer deposits
Royalticsandcommissioospayablc
IncOOle taxcs payable (Notc 4)

0"'''
Totalcurrcm[iabilities

Long-tenn portionofcapital Icase obligations (NOIC 5)
Commitments and COOliogcncics (Notes 3, 4, 5, and 8)

TOIaI[iabilitics

Stockho[dcrs' equity (Note 6):
Convcrtibleprefcrrcdstock-$,Olparvalue;

500,000 shares converted to 1,000,000 shares ofcommon stock
upon complelion of the public offeriug in March 1986

Common Slock-$,OOI par value; shares authorized 60,000,000; issued and
outstanding 25.5l9,981 and 21,533,353

Paid-in capital
Rctainede.arnings
Translationadjustmcnt

Total S\ockholders' equity

Junc:30,

1986 1985

$102,676 $18,948

34,499 25,273
8,008 5,919
2,797 [,926

147,980 52,066
19544 11.190
3,215 [,808

$170,739 $65,064

, 6,842 $2,497
6,95 [ 2,757
2,929 1.315
7,472 U51
5,334 2,801

29,528 10,624
1,879

31.407 10,624

26 22
50,792 5,101
89,228 49,974

(7[4) (""-)

139,332 $4,440

$170,739 $65,064



Consolidated Statements ofIncome

YcarEaclcdJuneJO.

(1n~QCqlIlltIincomepc:rslll~) '986 '''' ,...
Nd~_ $197.514 $140.411 $97,479
CcQsan;lexpenses:

CostoirevelUC5 "'.1162 30,447 22.'100
Resean:handdeYekJpmenl ,..m 17,IOS 10.665
Saksandmarteting 57,(168 42.512 26.027
GC1Imland-'mi~ 17,555 9.443 8.784

TotaIC05lSandexpen:ses 136.608 99.510 68.376

Income from opC:l'lltions "'..." "'''107 29,103
Non-opernti.. lncome: (loss) (No«: I) '.073 1,936 (1,073)

Income: before income taxes ".... 42,843 28.030
Provisioo lOr income taxes (NOl:C 4) 26,730 18,742 12.150

Netincomc: $39.254 $ 24,101 $15.880

NctinCOlllepcrs!Jare $ I." $ 1.04 $ ...
AYC:rage shares oolStllnding 25.200 23.260 22.947



Consolidated Statements ofSrocl<hoiders' &[uity

T'reasuryS{od; T~'
(InlhouWld$, Paid·ln R~.;ned TrJ,ns'-llon SlOd,hokkrs'
e:u:ePlsharedala) Capital E.omings AdjuStrnc:nl Eq"ily

Bala,lct.)une30,1983 500.000 " 21.831.566 $22 $ 5,339 $ 9,993 (997.366) $(732) '" $14,638

Sale ofSloclt 10 employees 426.027 26 26
Retirementoftrea.surystQl;lt (997.366) (I) (732) - 997.366 732 (I)
Amoniulionofdefemd

eomp:nS:llion 240 240
Net inoome for flSClll year

"8' - 15,880 15.880
TnlllsiationadJusunent (71) (71)

Balanu.J~30,1984 500.000 , 21.260.227 21 4.813 25,813 (6'l) 30.112

Sakofstockprincipally
to employees 273,126 '" 146

Amortiutionofdeferred
compensation 83 83

Net income for fiscal year
1985 - 24,101 24,101

Translationadjusunenl (602, (602'

JJalanu,)~10, 1985 500.000 , 21,533.353 22 5.101 49,914 (662) 54.-
Sale of SlOCk in initial

publ~offering 2.300.000 44.&31 44,839
Corrversionofprderred

."'" (SOO.OCIO) (" I.OCIO.OCIO
Saleofsrocltprincipally

roemployees 686,628 ''0 '"Net inc:omefor fiscal ycar
1986 - 39.254 39,254

Translalionlldjuslmenl (52) (52)

&fanu.June30,1986 - 25,519,981 $26 SSO.192 $89.228 $(114) $139.332



Consolidated Statements ofOumges in Fi,umcial Position

(lnthousands) 1986 1985 1984

Workingcapitalprovidcd:
Opemtions:

NClincome $39.254 $24,101 $15.880
Depreciation 5.754 3,462 2.068

0""' 83 (684)

Total from operations 45.008 27,646 17,264
Common Sloek issued 46,279 368 591
Long-tcnnobligations 1.879 84'

Total v.orking capilal provided 93,166 28,014 18,703

Working capital used:
Additions to propeny. plant and equipmelll 14,108 6,576 5.831
Reduetionoflong-tenndebt 435 413
LoallstostoekholderS-lICt 589 213 534
TransJalionadjustmcnt 52 602 JI

0""' 1,407 204 342

Total YoQrkingeapitalused 16.156 8,030 7,197

Incrcas.eill \\.OI'kingcapifal $77,010 $19.984 $IU06

Challges ill clements of IlUrkillg capiml'
Current asscts-incrcasc (dccrease):

Cash arid soon-term investments $83.128 $15,666 S 53
Trade accounts receivable 9,226 1,707 13.518
Inventories 2,089 (3,851) 5.225
"",,, 871 597 438

Currentliabilitics-(incrcasc)dccrcasc (\8,904) 5,865 (7,728)

Incrcascin\'lo(lrkingcapital $77,010 $19,984 $11,506



If,
Notes ro COllsoliooted Fil/ancial Statemellts

Notel. ~ss-The COJJ1Wl)"s principal business aetivilies are the de\.lelopmenl. productim. market­
ing. and~ ofmicl'(lC(lrl'llUter mware and related books and 1wd\lian:: peripheral devm.
Principles ofCotuo/idation-The coosolidalC:d fuwx:ia1 staIefTlefll!, include the accounts of Micro­
sdt and ItS wholly <l'Nl'Wed subsidiaries. Signifw::aru intel't'Ol11lQJ1)' transactions and balances have
been eliminated.

Rn"mllt &nJsnition-Re\-en.Je from sales ofsoftware and hardware consu~r products to dis­
Iributorsorretail deaJen is recognized when Ihe prodUClS are shipped.

Software products an:: sokI to original equipment manufacturers under license agrccmcnlS which
generally provKle for a conunitment fee payable O\'ef a minimum commitmenl period of one to
three years. When the product is accepted. the commitment fee is recognized as revenue: ratably
o...er the minimum commitmcnt period or on a per-system or pcr-eopy basis if sales exceed the
conunilmcnt fcc !eYe!. Subscqucnllo the minimum commitment period. revenue based upon the
number ofsystems shipped or copies sold is recogni7.cd as eamed. Commitment fees received
prior to prodllCt acceptance arc recorded as custoolCr deposits.

ShQrJ-lenn ltll't'slmtlllS-Shon-tcrm in\eSllllCnts are carried at COS! which approximatcs market.

Im'f'morie$-IJl\'Cntories arc stated at the lowerof' COSl or markcl. Cost is detcnnincd using lhe
first-in, first-OUl method.

PfO(Nrty, Plmu muJ Equipt1lt"Iu-Propeny, plant and equipment is staled at cost and depreciated
using straight-line and declining~methods CMr their eslimated usefulli-.es. The eSllmated
IJSCfulli~are:

Computer equipment
OffICe furniture and equipmelll
Bu~

1....easd'IoIdin~

Waf7Wllin and &chaIIgt's-1lJe~ '>'-0lmlnlS certam products against cenain defects and
has policies pemulUng dislnbulors and dealers 10 exchange product under cenain circumstanee:s.
The Company's policies do noI penna return ofproductS forcredil or refund. The C0mp3ny's
reserve lOr warranlles and exchanges at June 30. 1986 was noI signifJC3I1l.

Sojh.:uYt' kSftlrrh mid Dewlopnlt'llt Co.l"u-The maJOriIY ohheC~'sproductS are devel­
oped internally. C05lS rel3led 10 research and dcYelopmenl and 10 production of soft.ware prodUCI
masters are expensed as illClJrred. In AuguSl1985 lhe Financial Accounting Standards Board
issued a statement requiring capitalization ofcenam COStS or producing sofiware product masters
beginning in theConlpany'sycarendingJune 30.1987. Had these new guidelines been applicable
to the accompanying consolidated financial statements. income from operations may have been
higher than amounts reponed by an indetenninable amount.

Cost of re\'enues iocludcs royalties paid to authors of certain software produclS made under license
agreements. &Jeh royalties. which are based on net revenues. were S5,345,(XX), S3,736.(XX), and
$2,SOI.OCWJ for the years ended June 30. 1986. 1985. and 1984.

Nm-opt'rtlting 1//('(lffU'-Non-operating iJI:XWTC includes interest income ofS3.197.OCWJ, S952.OCWJ,
and $427.(XX) for the years ended June 30. 1986. 1985, and 1984. In 1986lhc~ ruli7.cd a
ilrcigncurrency lransactiongain ofS2.01S,OCWJ resulungprimarily from the repaymtnlofdcbl
from cenam mlemaliona! subsidiaries. In t985 the Company realized a short-tenn capIla1 gain of
S984,OCX>~thesaleofmarkeulbkequitysecurities.andinl984the~realizcdashon­

renncapital klssofSI,SOO.OCX>from!he wrile-offoflheenure \'a1ueofa minorn:y interest In a
closelyhekiC'Oll'l"l/lY.
I~ Tarn-Certain ilemsofi~and expense included in !he consoIidaled financial ~te­
ments are reponed in difTcn:nt years in !he IoU returns in accortI;m;:e with applicable income tu

laws. 1be rcsuiling difference ber.o.'eCf1!he consolidated financial stalemenl income tax provision.



Note/(COIItinued)

Notd.

and income taxes culTentiy payable is reported in the consolidated financial statements as deferred
income taxes. IllYCS(ment anl other tax credits are au.ounte<! for as a reduction of laX expense in
the year in which the credits reduce taxes payable (fiow-through method).

Fort'ign Currency TfUllSlation-As5ets and liabilities dencminated in foreign currencies are trans­
latedm thee.xchange rate on the balance sb:et date. RevenJCS, costs. and e.xpensesare translated
using an a\era~ rate. Tr.msIalion adjustmenl is shawn separately in stoekhokJers' equity.

N~/~ Per Share-Net income: per share is COfll'JIed on the basis of the weighted avera~

oomber ofcommon and common equivalent shares outsranding and is adjusted for the assumed
con\ersion ofprefelTed shares and shares issuable upon exercise of stock options. The COI'rlJUtalion
assumes the proceeds from the exercise~stcx:k options were used 10 repurchase common shares at
the average market price ofthe Company's common stock during each period. Prior to the Com­
pany's inilial public offering of its common stock in Man:::h 1986, the market price of the common
stcx:k was dctennined by irKlependenl appraisal.

Inventories at June 30, 1986 anl1985 were as kJlkM's:
JuneJO.

(In thousands)

Rawmaterial5
Wortinpr0ces5
Finished-goods

1986

$3.616
444

3.938

".008

1985

$1.166

'"3.414

55.919

NoteJ. Property, plant and equipment at June 30, 1986 and 1985 was as folkM's:
JuneJO.

(Inlhousandsl

Compulcrequipmcnt
OffICe furniture and equipment
Buildings
LeaseholdirJ1'lUYCmen15

l...e5saccuroolaleddepm:iation

Propeny, Pant and equipnEnt-ncl

1986

$18,593
7.164
1.879
2.944

30.580
11.036

$19.544

1985

SI1.574
4.306

2.""
18.140
6.""

$11.190

Note4.

In May 1986 the ConvanY e.xercised its option 10 purchase approximately 20 acresofu~
land adjacclll to its current leased facilities in RedmoOO, Washington (see Note 5). The purchase,
expected tockllSC in August 1986, is priced at approximately $5.000,000.

The income tax proYision (benefit) is composed of:

(In thousands) 1986 1985 1984

Currenl $30.949 $17.363 $11.549
Deferred (4.219) 1.379 601

$16.730 $18.742 $12.150

The deferred income laX pl'OYisioo (benefit) is COfl1:lOSed of:

(lnthousands) 1986 1985 1984

CashbasillaXlCCOUttling $(2,6S9) $ 2,309 S 2.270
R.c:serve:sandCXpc:n5CScunall1yllOldaiuaiblc (871) '" (538)
JlTo'el'llOf)'adju5l:~ (1OS) (714) (""
DISC (282) (12)

"""'-~ 16 (38) (,."

$(4.219) $1,379 S 601



Note 4 (continued) The Company'seffecti-.e tax rate differs from the federal rate as follows:

"..
Od Od Od

_TU _TU _TU
(Dollars in lbousalIds) """"'''' I~ A"""'" I~ A"""'" I~

Fedcralil'lC'OO'lCtaxesal
"""""Y"'" SJO.353 46.01. $19,708 46.01. $12,893 46.01.

SweirlamE:wes,~of

federalwbeneflt 632 I.. 1.194 2.8 500 1.8
Umalized (realized) W

benefllofbtign
operating losses (1.005) (1.5) Sl6 1.2 '" I.'Unrealiud (realized) w
bencfltofcapital
lou""",...... (453) (1.1) 690 2.'

Tax benefll.ofmarllfac·
turingoperatioos
in Ireland (805) (1.2)

Taxexemptnon-opel1lting
,~ (900) (1.4)

DISCfFSCbenefit (1,319) (2.0) (1,247) (2.9) (1,754) (6.3)
Taxcredils (923) (1.4) (2,007) (4.7) (1,368) (4.9)
Other-net 697 I.. 1,031 2.4 655 2.3

$26,730 40.5% $18,742 43.7% $12,150 43.3%

In 1984 the Company reversed Dc:wnestic International sales Corporation (DISC) deferred taxes as
a result of Federal legislation to pennanentiyexe~ ccnain DISC earnings from taxation.

AlJ~ 30, 1986 the Company had capital loss carryforwanls ofS510,(O) which expire in 1989
and unused fureign operating loss carryforwatds of$895,(O), available to offset future foreign
taxabk: iooome, which expire as follows: 1990, S220,<XD; t991. S46,<XD; 1992, $322,()()); indefl­
Mely, $307,00:>.

In the course d a ament eJUUTtination dthe yean ended June 30, 1983 and 1984 by the (memaJ
~ Service, a field agent has proposed that the Company is subject to the penmalldding
~ ("PHC") tax. The PHC penahytax applies toacorpor.Won that meelSt'M) tests:
(I) more than 501. of the outstanding stock isO'Nned by flYe or fewer iOOividuals, and (2) at~

60% ditsadjUSled ordinary gross iIx:ome, as defined in Section 543 dthe lnremaJ ReYenue Code,
is from passiYe sources such as inleresl, dividends, rents, and royalties. The law was designed to
discourage the accumulatim d passive income by c1n'icly held corporations and is generally not

applied 10 actiYe operating corpor.tUons. IiaNever, in September 1984 the Inrernal Revenue Ser­
vice issued a private letter roIing holding that income fran license fees and maintenarce fees
received by a developer of CUSlOOl software which it licensed, relying 00 trndemark and trade­
secret protectioo, to a limited number of large companies and govermrental agencies was "per­
sonal holding company income" under Section 543 of the Intemal Revenue Code. The Company
meets the stock ownership requirement. HCM'eVer, the Company believes that its business signifl­
cantiy differs from the corporation discussed in the private letter ruling and thaI its retail sales of
mass-produced packaged software products are sales of tangible personal propeny and should not

be classified as PHC income.

The PHC tax is 50% dafter-tall: inccme and through June 30, 1986 could be as much as approxi­
mately $37,()()),()()) plus interesl. AI its option, a corporation subjoct to the PHC tax may declare
a '"deflCienc:y dividend," payabk: to its stockhokiers of record at the tirre such a dividerv;l is
declared, in an amount equal to the corporation's undistributed PHC inccme. For the Company
thiscou1d be as much as approximately $74,()()),()())as clJune3O,l986. The payment ofa
defriencydividend avoids a PHCtax to thecorporatim (but not the re!ated interest) but is taxabk:
lothe~.1faPHCtaxweretobeassessedandtheC~electedtopaythetax.the

payment of tax "OOkI be recorded as a chargc: to operatioos and "OOkI reduce net irx:ome accord­
ingly. Ifa PHC tax were lObe assessed and the Companyekcted todeclarea defJciency dividend,
retained earnings "OOkI be~ by the amount of such a divideoo.

The tax reform bills passed by the House d Represc:ntaLiYeS in December 1985 and by the Senate
in June 1986eac:h contain a safe-harbor provision speciftca:lJy for software royalty income. The
House and Senate bills are virtually identical in their treatment of software royahy iooome, except

that the Senate bill has retroactive effect and contains a provision relating to foreign PHCs. The



Note 4 (cominued)

Note 5.
LaLit'

House-&nate confereocc conunittcc has agreed upon a comprunise version of the tax refoml bill
which incOflXlrates the Senate version of the safe-harbor provision for software royalty income. The
compromise version must be approved by both the House and the Senate and then be submined to
the President for his approval. Ifpassed, the proposed change would remove the Company from
PHC status. Regardless of whether corrective legislation is passed and regardJess of whether such
legislation is retroactive. the Company belic\CS that its retail salcs are greater than 40% of adjustcd
ordinary gross income for all significant periods through June 30, 1986 and that such sales are not
PHC income, and intends to vigorously contest any PHC tax assessment.

Although management and counsel presently believe that there is a small risk that the Company
might have to either pay the PHC tax or declare a defICiency dividend, they believe that it is more
likely than not that neither payment of a material tax nor a material deficiency dividend will be
required.

1lJe Company has operaling leases for corporale campus facilities, domestic manufacturing and
distribution warehouses, flCld sales offices, and data processing and other equipment. 1be noncan­
celable, corporate campus facililies lease expires in 2001 with renewal options through 2011. Rental
expense was S4.533,<XX>, S3.0U,<XX>, and $2,373,<XX> during the years ended June 30, 1986,
1985. and 1984.

In addition, the Company has capital leases for cenain manufacturing, warehouse, and general
office facilities. At June 30. the following item under capital leases W'dS included in prop:.:rty. plant
and equipment:

Junc:30.

(Inlhousands)

Buildings
Lcssllccumulateddeprccialion
No,

1986

$1.879

$1.879

1985

Note 6.
SI r'LJllil

At June 30, 1986, future minimum lease paymenl~ for capital leases and future minimum rental
payments under llOflCancelable operating leases were:

Capital Operating
(Dollarsinthoosands) 1.<= ""~
1987 $ 57 $5.584
1988 57 3.925
1989 121 ).IJ96
1990 124 2.9]]
1991 233 3.426
1992 and lhereafter 4.938 26.151

Total minimum payments 5.530 $45.093

Less amount representing imeres! 3,651

Prescnt value of minimum lease payments $1,879

Authorized Ulpi/lll wul COffUlIOfl Stock Split-During 1984 the number of shares ofauthorized
$.001 par value common stock was inereased from 20.<XX>,<XX> to 6O.<XX>.<XX> and a 2-for~1

common S10ck split was effected in the fonn of a stock dividend. All share and per share infonna­
tion has been restated to giveetTcct to the stock split.

Preferred Stock-Preferred stock convened into I,<XX>,<XX> shares of common S10ck automatically
upon sale of the Company's common S10ck in its public offering in March 1986

Employee Stock Purchases-Dther $SCIS ineluded 7% loans to stockholders of $724,<XX> and
$736,<XX> at June 30, 1986 and 1985 originally made to employees to enable them to pay personal
income taxes arising from the purchase of common stock at prices below fair value as irxiepen­
dently appraised. Stock purchao,c agreements with these employees provide the Company with the
right of first refusal 10 rcpun:hase employees' shares. During the years ended June 30, 1986 and

1985, 60,500 and 58,335 shares of common stock were issued to employees at independently
appraised fair values for 9% notes receivableof$753.<XX> arxl $175,<XX>. Payments under these
notes, due from 1991 to 1993, will be credited to paid-in capital as received.

Employee Stock Purchase Plan-In January 1986 the Company eslablished an employee stock
purchase plan for all cmployees. Employees may contribute up 10 10% of their compensation to



Nou 6 (continued)

Note 7.

purchase the Company's COII1tOOIl stock at 85% of fair market value. The Plan ccmmenced in

July 1986 and willtenninate December 1990. TheC~ has reserved 300,000 shares of
common stock lOr the plan.

Swdc Option Plan-The Company has a stock option plan for offICers and key ernt»oYces which

provides for nonqualiflCd and incent.i~options. The Board of Directcn detennines the option
price (not to be less than fairmarkel: value lOr incent.i~options)at the date ofgrant. Theopions
generally expire Ii~ years from the date ofgrant and are exetcisabIeover the period stated in each

option. - ..... -~--N.- Pliceper~

Balanx,Jure30,1983 3.019.000 I.3TI.256 $.475- 1.50

G~" 733.615 51.S0· HIO
Exercised (12.692) (72.692) $.475- 1.50
Expired (109.464) 5.475-HlO

Balancc. June 30. 1984 2.946,308 1.928.715 $.47S- 3.00

G~"" 652.715 $3.00
Exercised (214,153) (114.153) 5.47S- 3.00
Expired (219,726) 5.475· 3.00

Balaoce, June 30. 1985 2.732,155 2.147,551 5.475-3.00
Additionlll shares reserved 1,400,000

G~"" 1.232.765 53.OQ.34.00
Exercised (604,766) (604,766) 5.475· 5.50
Expired (266.0Cl6) 5.475·32.25

Balance. June JO. 1986 3.527.389 2.509.544 $.475·34.00

Of the options granted during the yeareOOed June 30,1986, 195,<XX>were nonqualifJedoptKlns.
All omer options granted were incenti~options.

At June 30,1986, options lOr 425,9CO shares wereexercisabk: and 1.017,845 shares were available
for future grants under the Plan.

The COfT1J3fIY operales in one btSlESS segmerJl-lhe ~Iopmcnt, production. rnarUting. and
support of nUcl'OCOfT'fA!ter software and related books and hardware peri~devices.

Inli:Jrrnation concerning geographic areas for lhe years ended June 30. 1986, 1985. and 1984 is
summarized in lhe fOllowing table.

(In~)

I9Il6
Netreveooes:

UnaffilialedCUSlomers
AffiliateS

Toul

Income from opcl'lllions

ldelllifiableassets

1985
Netrevemes:

Unaffilialed customers
Affiliates

Toul

lnoome from openum

lden:irllhk:lISSCUi

1984
Netre\Ct'Uts:

UnatrlliatedCUSKJl'l'lel$
Affiliates

Toul

lnoome from operalm

Identirl3b1easseu

5161.287
19.152

5180,439

555,353

5169.230

5123.m
13,807

5137.584

$ 42.937

$71.163

$ 90.473
7.5n

$ 98.045

S 29.21>1

$ 49,093

$28.087
9.979

$38,066

56,151

$27,830

$14,066
3,081

$17.147

S '"
$9.294

$ j.998
1,452

$ 7.450

$(1,023)

$ 7,440

58.140
1.248

59,388

51,015

512.837

$2.574
24

52.598

$ (503)

$2.825

$ 1.008.,
$1.1()j

5 (146)

5712

S
(30.379)

$(30,379)

5(1,613)

S(39.1j:8)

S
(16,912)

$(16.912)

S{I.652)

$(18.218)

S
(9.121)

$ (9.121)

$ ].(168

S (9,608)

$197.514

5197,514

560,906

5170.739

$140,417

5140,417

5 40,907

565.064

$ 97.479

597.479

$ 29,103

S 47.637



Note 7 (coo/inued)

NoteS.
Uti

Note 9.
c; rl firulI1rilll<Pi
Hi' In
It IfI

Oomesl:ic operalions-net revenues frun unaffiliated customers includes export salcs of

~~~~;~~~2~~~~:~*~m:~~:~;~:~5~~_
tions include subsidiaries in Australia, Canada, arxi Japan.

Transfers to affiliates are made at market prices less an allowance for marketing arxi advenising
expenditures.

Cost of revenues includes commissions of$5,070,{):Xl, $5,179,00J, arxi $4,377,{):Xl during the
years ended June 30, 1986, 1985, arxi 1984 paid to a foreign company whose major stockholder is
a fonner director of the Company. 1be Company has lenninafed its relationship wi{h {his foreign
company.

~ Company was served in January 1986 wi{h a summons arxi complaint in an action commenced
by Seanle Computer Produets, Inc. ("SCP") in the Superior Coon for King Coonty, Washington.
TIle Company has served arxi flied its answer and counferclaims and both sides have begun
discoVery. A trial date forthedeclaratory reliefaspcC10fthe case (see item (i) below) has been set
for November 1986. This action arises oot ofan agreement entered into in 1981 under which SCP
sold to the Company SCP's rights in a disk operating system which the Company developed into
MS-DOS. SCP seeks the following relief: (i) ajudicial declaration {hat under the agreement SCP
has an assignable, perpetual, royalty-free worldwide license from the Company for MS-DOS in its
current arxi furore versions; (ii) an injunction against the Company prohibiting alleged interference
with SCp's anemplS to sell its business arxi requiring the Company to honor SCP's interpretation
of the agreement; arxi, in the alternative, (iii) judgment against the Company fordamages
"believed to exceed $20,00J,00J" or .$60,000.000 when trebled or a rescissioo of tile agreement,
a retum of all rights granted thereunder, arxi an accounting for arxi payment to SCP of all revenues
received from the Company's marketing of MS-DOS. The Company arxi counsel believe that
SCP's interpretation of the agreement is erroneous and the Company intcnds to vigorously defend
{his action. Although the outcome of litigation can never be predicted with cenainty, the Company
and counsel further believe {hat it is unlikely that SCP could obtain the relief soughl wi{h respec1to
any of the substantive aspects of the case.

QuanerEnded

(In thousands, except per
share data) S/:JlI.30

1986
NetreYenues $35,153 $49,897 $50,505 $61.959 $197,514
Income from operations 9.964 16,688 15,394 18,860 60,'"
Net income 6,170 10,948 10,629 11,507 39,254
NClitlCOtTlepcrshare .26 .46 .42 .42 1.56
Common stock prices'

High ,.- 35'h """"' 25'h '" 25'h

1985
Netreventll:S $26,004 $36,833 $40.662 $36,918 $140.417
Income from operations 7.093 10,725 15,339 7.750 40,907
Net income 3.962 6,034 8,497 5.608 24,101
Net income per share .17 26 .37 .24 1.04

The Company has never paid cash dividends on its common srock. The Company presently
imends to retain earnings for use in its business and therefore docs flO( anticipate paying any cash
dividends in the foreseeable furore.

The Company's common stock has been lraded on the NASDAQ National Market System since its
initial public offering in March 1986. On July 31, 1986, there were 2,879 holders of record of the
Company's common stock.



Opinion ofIndependent Public Accounranrs

To the Shareholders of Microsoft Corporation:

We ha~ examined the consolidated balance sheets of Microsoft Corporation and subsidiaries as of
June 30, 1986 ancl 1985, and the related consolidated statcments of income, stockholdcrs' equity,
and changes in financial position for each of the three years in the period ended June 30,1986. Our
examinations were made in accordance with generally accepted auditing standards and, accord­
ingly, included such tests of the accounting records and such other auditing procedures as we
considered necessary in the circumstanccs.

In our opinion, such consolidated financial statements present fairly the financial position of
Microsoft Corporation and subsidiaries at June 30, 1986 and 1985 and the results of their opera­
tionsand the changes in their financial position for each of the three years in the period ended
June 30, 1986, in confonnity with generally acceptcd accounting principles applied Of! a consistent
basis.

Bellevue. Washington
July 31, 1986
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Copies of Microsoft's Annual Repon on Form 10-K are available upon written request from the
Investor Relations Department, Microsoft Corporation, 16011 NE 36th Way, Box 97017,
Redmond, Washington 98073-9717

Microsoft common stock is traded mer the counter on the NASDAQ National Market System
(MSFIj
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