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EXECUTIVE SUMMARY

Electronic Arts headquartered in Redwood City, California and incorporated under the laws of Delaware, is the world’s leading interactive entertainment software company. Founded in 1982, Electronic Arts posted revenues of US$ 909 million for fiscal 1998. The company develops, publishes and distributes software worldwide for personal computers and advanced entertainment systems.

Financial indicators(: 
PRIVATE
Price and Volume
<small>(updated Feb 26, 1999)</small>

PRIVATE
Per-Share Data



PRIVATE
Management Effectiveness



Book Value <small>(mrq)</small>
<small>$</small>10.50<small> </small>
Return <small>on</small> Assets <small>(ttm)</small>
8.44<small>%</small>


Earnings <small>(ttm)</small>
<small>$</small>1.04<small> </small>
Return <small>on</small> Equity <small>(ttm)

</small>
11.55<small>%</small>

52-Week Low
<small>$</small>33.25 
Sales <small>(ttm)</small>
<small>$</small>18.50<small> </small>
Financial Strength


Recent Price
<small>$</small>39.875
Cash <small>(mrq)</small>
<small>$</small>3.34<small> </small>
Current Ratio <small>(mrq)</small>
2.11<small> </small>

52-Week High
<small>$</small>57.125
Valuation Ratios

Long-Term Debt/Equity <small>(mrq)</small>
0<small> </small>

Beta
1.61<small> </small>
Price/Book <small>(mrq)</small>
3.80<small> </small>
Total Cash <small>(mrq)</small>
<small>$</small>203.9<small>M</small>

Daily Volume <small>(3-month avg.)</small>
789.6<small>K</small>
Price/Earnings <small>(ttm)</small>
38.38<small> </small>
Short Interest


Share-Related Items

Price/Sales <small>(ttm)

</small>
2.16<small> </small>
Shares Short
<small>as of Feb 8, 1999</small>
1.15<small>M</small>

Market Capitalization
<small>$</small>2.44<small>B</small>
Income Statements

Short Ratio
1.23<small> </small>

Shares Outstanding
61.2<small>M</small>
After-Tax Income <small>(ttm)

</small></small>
<small>$</small>66.6<small>M</small>
<small></small>
Stock Performance

Float
44.7<small>M</small>
Sales <small>(ttm)


$</small>1.15<small>B
PRIVATE "TYPE=PICT;ALT=[one-year price graph]"
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Dividend Information
Profitability




Annual Dividend
<small>none </small>
Profit Margin <small>(ttm)</small>
5.8<small>%</small>


K = thousands;   M = millions;   B = billions; 

                 Mrq = most-recent quarter (Dec 31, 1998);   ttm = trailing twelve months through Dec 31, 1998

The company shows steady increases in yearly revenues (20% on average) and net income (8% on average) over the last several years and a substantial growth in market share. In spite of the high R&D costs for the industry EA is still able to generate net income which as a percentage of revenues is more than two times higher than the industry average.

INTRODUCTION

Founded:
Ownership:
Employees:
Headquarters:
Shares/ Outstanding
Revenues:

1982
Public (NASDAQ: ERTS)
2,212 worldwide
Redwood City, CA
61.0 mm
$909 mm – fiscal 1998

Electronic Arts (EA) is the biggest interactive entertainment software company in the world. Its core business is developing, publishing and distribution of computer and video games for personal computers and entertainment systems such as PlayStation and Nintendo 64. The company started in the eighties as a producer of 16-bit electronic video games and gradually became the world’s largest interactive entertainment software company and high-tech leader in the industry. Over the years EA has garnered over 700 awards for outstanding software in the U.S. and Europe.

EA markets its products worldwide under six brand names: Electronic Arts™, EA SPORTS™, ORIGIN Systems™ Inc., Jane's® Combat Simulations, Bullfrog™ Productions Ltd. and Maxis™.

As of March 1998 EA actively marketed 97 own titles in USA and also distributed 22 titles developed by other software publishers. In the rest of the world besides its own titles EA sells over 1,000 titles by other publishers.

The following EA products have reached over a million unit sales worldwide: Madden NFL™, FIFA Soccer, NBA Live, NHL® Hockey, PGA TOUR®, Golf Triple, Play Baseball™, Road Rash™, Wing Commander®, Strike™ series, Magic Carpet™, Syndicate Wars, Need For Speed™, Theme Park™.

EA has twelve major studios (software developing sites) located throughout the world. Among the most famous are - EA Redwood Shores, Maxis, Origin, Westwood and Bullfrog. Some of them were acquired through mergers and acquisitions, which apparently is part of the strategy of EA for gaining leadership in new product development. In addition EA has subsidiaries that produce audio and video recordings which are used in the company products. 

EA also holds significant positions in computer and video games distribution industry. In addition to a direct sales force, the company also has international subsidiaries in Australia, Brazil, Canada, France, Germany, Japan, Portugal, Singapore, South Africa, Spain, Sweden, Puerto Rico, The Netherlands, Austria, Switzerland, and the United Kingdom. Besides its own products EA also distributes products of other interactive entertainment publishing companies. For North America these include Accolade, Anark, DreamWorks Interactive, Intergraph, H3D Entertainment, Melbourne House, and NovaLogic Inc. For UK - Adeline International, Delphine Software International, NovaLogic Limited and Twentieth Century Fox Home Entertainment, Inc. For Australia - Looking Glass technologies and NovaLogic. For Japan – Interplay. Finally in Pacific Asia EA distributes for Accolade, Anark, Any Rivers, Beam Software, Cadibility, Cloud 9, Corbis, Creative Wonders, Cryo, Disney, DreamWorks, Focus Multimedia, Fox Interactive, Humongous, Infogrammes, Interplay, Looking Glass Technologies, NovaLogic, Palladium, Psygnosis, and Spectrum Holobyte.

Distribution is done mainly through direct sales to retail chains. In Asia the company uses third party distributors too. EA products are available in 57 000 retail outlets worldwide. 

ECONOMIC AND INDUSTRY ANALYSIS

Approximately 43% of EA’s net revenues are generated by international operations. The recent financial crisis in Asia did not affect the regional sales of the company in a negative way and is not expected to have significant implications on future growth prospects. The stable economic situation in Europe, as well as the strong US economy will create normal if not above average conditions for the company in these parts of the world. The projected macroeconomic indicators below are taken from Value Line.

USA
1998   1999    2001-03

GNP - $bil.
8482   8800    10133

Consumption -$bil.
5111   5269    5758

The industry is highly seasonal with more than one third of sales generated in the three months including Christmas. This is not likely to change in the future since entertainment software is typically among the best selling Christmas gift categories. Another important issue is the fact that interactive entertainment software products typically have life spans of only 3 to 12 months.

The position of the company in the software industry is 69 out of 259 companies and the software industry itself is ranked 110 of 211. However as it was already mentioned the company is the undisputed leader in its own niche of software products. The aggregate revenues for the software sector are expected to grow at about 15-20% yearly for the next few years according to Value Line. 

One of the important aspects of the industry is its dependence on hardware manufacturing and consumption trends. In the previous years the company produced titles for more than 30 different hardware platforms used for interactive entertainment. Currently the number of platforms is diminishing. Consequently by the middle of 1998 EA developed products for only 4 different platforms – PC (25% of revenues), 32-bit video (44%), 16-bit video (2%) and Nintendo 64(6%)(. In 1999 EA will not release any 16-bit video titles and will introduce more online Internet games. In 1998 there was a substantial growth in the purchase rate for Nintendo and Play Station (32-bit video) which further improves the market prospects for EA products. In addition the installed base of multimedia-enabled computers including such with Internet access continues to grow while prices fall. Another positive factor is the constantly increasing implementation of more and more powerful microprocessors that incorporate dedicated graphic chipsets. This allows the integration of state-of-the-art interactive multimedia effects in the software.

With the acquisition of several smaller companies in the recent years EA has accomplished very strong positions in terms of product variety and quality. It totally dominates the sports games genre with state-of-the-art titles covering soccer, football, golf, basketball, baseball, Indy car, hockey, cricket and even boxing. In the simulation and action genres its presence is also more than significant especially on non-PC platforms. RPG (role playing games) is one of the genres that are not typical for EA. However the company created and still runs on several Internet servers the only RPG virtual world Ultima Online, which can be accessed online after buying the necessary software and paying a monthly payment. This game surprisingly proved to be a very profitable internet-related business for EA. Multiplayer gaming online is in fact one of the most fashionable trends in the industry and is expected to grow in harmony with the new technology advances and the further virtualization of the society. This provides significant opportunities for EA. In the most popular and prestigious genre – strategy - EA faces some decent competition. However with the acquisition of Maxis in 1997 and its SimCity series EA made a very significant step in gaining dominance in this genre too. Furthermore it constantly signs contracts for distribution of new titles from smaller developers such as Firaxis for Sid Meier’s Alpha Centauri and thus gains some portion of the sales pie.

EA’s main competitors in the development field are Microprose, which holds the rights for the Civilization series, Eidos (Imperialism, Gangsters, Commandos), Interactive Magic (Seven Kingdoms), Blizzard/Cendant (Starcraft), Interplay (Descent), Sierra/Cendant (Caesar) and numerous short-lived smaller companies which either disappear or are acquired by the major players.

INCOME STATEMENT ANALYSIS

 The Company derives revenues primarily from sales of entertainment software. This includes compact disks for dedicated entertainment systems, PC compact disks, cartridge products for Nintendo and "affiliated label" products that are published by third parties and distributed by EA. The Company also derives revenues from licensing of its products to hardware companies and online subscription revenues.

Total net revenues in 1998 increased 35% compared to 1997( mainly due to increased sales of PlayStation products and increased worldwide distribution of third party products. Sales of Nintendo cartridge products and PC-CD products remained stable. The total increase in revenues was offset by a decrease in sales of 16-bit video games and revenues from licensing.

Revenues from 32-bit CD-video game products (PlayStation and Saturn) represented 44% of net revenues in 1998, compared to 34% in 1997. This increase in sales is attributable mainly to the greater installed base of PlayStation systems and the larger number of released titles (25 to 14) some of which achieved significant success. The Company expects revenues from PlayStation products to continue to grow in fiscal 1999. Net revenues from other 32-bit video games (primarily Saturn) actually decreased due to lower number of titles (8 to 12) and the fact that the installed hardware base for them failed to achieve significant growth.

Net revenues from distribution of third party products in 1998 increased from 14% to 20% of total revenue. This was due mainly to higher sales in Europe and Asia Pacific. In 1999 this growth is expected to increase further as a result of newly signed distributing agreements with companies such as Metro Goldwyn Mayer, Twentieth Century Fox, Dreamworks Interactive and Accolade.

Net revenues from Nintendo video game cartridge products were 6% of total revenues, compared to 3% in 1997 with two titles released in 1998 compared to one in 1997.

Net revenues from PC games products increased in absolute value but decreased relatively from 32% of net revenue in 1997 to 25% in 1998 with 32 titles in 1997 and 30 in 1998. The absolute increase despite the smaller number of titles was due to the general growth in the PC market and the expansion of EA's distribution worldwide.

Net revenues generated by 16-bit video games declined significantly from 13% of net revenues in 1997 to 2% in 1998. This was due to the replacing of the old 16-bit systems with next generation 32-bit and 64-bit systems. EA will probably not release any 16-bit titles in the future.

Licensing of EA products generated $15,431,000 in fiscal 1998, compared to $26,749,000 in fiscal 1997. The decrease in this type of revenues came mainly from Europe and Japan.

The revenues generated by the company from its own titles only were 550 mm from 68 titles in 1997 and 700 mm from 71 titles in 1998. This shows an increase in average revenues per title from 8.08 mm to 9.85 mm or 11% percent.

The cost of goods sold increased both in absolute value and as a percentage of net income. The figures for 1997 were $328,943,000 and 48.9%, and for 1998 - $480,766,000 and 52.9%. Compared to 1997 the cost of goods sold increased 46% while net revenues increased only 35%. The primarily reason for that was the increase in the distribution of third party titles which generally has lower margin. Also there were higher one-time royalties paid to independent software programmers and designer for their services. As a result gross profit increased only 24% and was only 47% of net sales compared to 51 in 1997.

Operating expenses increased about 26% in comparison to 1997 – 6% higher growth than 1996-1997. However as a percentage of net income they dropped 4% to 37.9%. This was accomplished through lower growth in administrative and R&D costs.

The higher growth rate of 25% of marketing and sales expenses was primarily attributable to increased television and print advertising. A significant portion of the marketing expenses includes fees paid to celebrities for promotion purposes.

The charge of $1,500,000 for acquired in-process technology in 1998 was due to the acquisition by EA of the remaining 35% minority ownership interest in Electronic Arts Victor, Inc. (EAV) in December 1997. EA decided that the in-process technology in EAV had no future use.

The merger costs of 10 mm came from the acquisition on July 25, 1997 of Maxis. This included direct transaction fees and costs associated with integrating the operations of the two companies.

The resulting operating income showed a 22.5% increase compared to 1997.

The increase in other income and interests is due to higher interest income attributable to higher cash balances. EA also sold its 50% ownership interest in Creative Wonders, LLC in December 1997 for $12,625,000. Gains on sales of marketable securities in the amount were equal to $4,098,000 and decreased two times compared to 1997.

The effective tax rate for 1998 was 33.0%, down from 34.2% in 1997. This was due to increase of international income subject to lower foreign tax rates.

Minority interest in consolidated joint venture of $28,000 came from the ownership of 35% interest in EAV prior to the acquisition.

Finally net income increased 41% in 1998 compared to 10% for 1996-1997. It was at about 8% of net revenues which is also an increase of 0.4%. As the unusual gains and losses for 1998 net out, this increase is due mainly to the lower growth rate in operating expenses compared to gross profit.   

BALANCE SHEET ANALYSIS

By the end of fiscal 1998 EA had working capital of about $408 mm, formed by current assets of 589 mm and current liabilities of $181 mm. Current assets show a 40% increase compared to 1997 while current liabilities increase only 30%. Cash and short-term investments increased by approximately 40%, which was partly due to sales of marketable securities. Prepaid royalties (short-term) increased two times which reflected the company’s strategy to use celebrities for marketing purposes and acquire rights on independently developed software.  However long-term prepaid royalties were 80% less compared to 1997 which corresponds to the fact that long-term royalties are usually not prepaid. As a whole current assets in 1998 were 40% higher than in 1997, while long-term assets showed a lower growth. This was especially attributable to the absolute decrease in long-term investments and investments in affiliates due to EA’s policy to acquire fully its affiliates rather than keep minority interests in them. As a whole the 1998 data shows an increase in current assets from 72% of total assets in 1997 to 79%. All long-term assets decreased as a percentage of total assets and only property plant and equipment value increased in absolute terms. This contributes for an improved liquidity of the company and gives better opportunities for the financing of its operations.

EARNINGS QUALITY

QURTERLY ANALYSIS

The quarterly data for EA shows the significant impact of seasonal factors on its operations. In fact the last tree months of the calendar 1997 accounted for 80.7% of the net income for the whole 1998 fiscal year and for 42% of the gross profit. In fiscal year this tendency is even more extreme. The total net income for the first three quarters of fiscal 1999 which is about 50 mm is less than the net income of the third quarter alone. This however is a result of a one-time charge for acquired in-process technology of 41 mm which resulted after an acquisition in the second quarter. If this charge was not incurred the net income from the third quarter would have been about 78% of the net income for the first three quarters. This is a slight improvement since there will hopefully be some additional net income in the last quarter and this percentage may drop further. However there is still the obvious fact that the company does not have stable revenues throughout the year. In fact the net income from the third quarter which usually is 13-15% of the quarterly sales compensates for the income from the other quarters which when not negative is at about 1-2% of the quarterly sales. 
CASH FLOW, EQUITY AND CAPITAL SOURCES

The Company generated $78,993,000 of cash from operations in fiscal 1998. In addition, $37,748,000 was provided through the sale of equity securities under the Company's employee stock plans. Reserves for bad debts and sales returns increased about 20%. 

During 1998 EA invested approximately $45 mm in computer hardware and software in order to support its development efforts and management information systems. There were also expenditures related to new facilities in Europe and Canada. 

In accordance with some of its contracts for distribution in Asia EA is required to make cash deposits totaling one-third of purchase orders. In order to meet this requirements EA Japan utilizes lines of credit. By the end of fiscal 1998 this lines totaled $6,138,000 of which $4,604,000 were outstanding.

EA’s main source of liquidity is $374,560,000 in cash and short-term investments as shown on the balance sheet.

EA has 1 mm preferred shares authorized, of which none are issued. The company has authorization for 70 mm common shares of which 60,159,601 are issued and 58,263,058 are outstanding. 87.75% of the outstanding shares are held by institutional investors and 0.81% by insiders. All shares are of $0.01 par value. The current price is about $40.

Below is the detailed structure of EA’s cash and investments structure:

March 31,



1998

1997           (in thousands)

Cash and equivalents:

   Cash




88,241

68,851

   Municipal securities


16,272

31,940

   Money market funds

111,450
35,105

   Money market preferred

 -

6,100
   Cash and equivalents

215,963
141,996

Short-term investments:

   Available-for-sale

     Commercial paper


15,452

17,315

     Municipal securities

24,601

9,163

     Money market preferred

101,438
80,509

   Held-to-maturity

     Municipal securities

17,106

19,158

Short-term investments

158,597
126,145

Cash and short-term investments
374,560
268,141

Long-term investments:

   US Treasury securities

24,200

24,200

   Municipal securities


 -

10,278
   Long-term investments

24,200

34,478

CONCLUSION

Electronic Arts is a fast growing company with aggressive marketing strategy. Its financial statements show that EA is undergoing a transition from a pure software company to a development and distribution conglomerate. This shift reduces to an extent the risks, which the company faces in terms of uncertainty and diversifies them away by the undertaking of more mainstream and predictable activities such as software distribution. However the negative implication of this diversification is in its lower profit margins. As a whole the company is in a strong financial position with a highly developed infrastructure and a significant presence in its market niche. Taking into account the newly emerging interactive entertainment possibilities and the technology advances, the current state of the company may constitute the base for a significant future success.    
COMMON SIZE STATEMENTS

( The table is taken from Yahoo/Market Guide


( The remaining percentage of net income was due to distribution of third party software and licensing


( All years are fiscal, i.e. ending March 31
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