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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.

Key Financial Data

PRIVATE
Price and Volume
<small>(updated Apr 6, 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>$</small>48.00 
Cash <small>(mrq)</small>
<small>$</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
1.68<small> </small>
Price/Book <small>(mrq)</small>
4.57<small> </small>
Total Cash <small>(mrq)</small>
<small>$</small>203.9<small>M</small>

Daily Volume <small>(3-month avg)</small>
827.6<small>K</small>
Price/Earnings <small>(ttm)</small>
46.20<small> </small>
Short Interest


Share-Related Items

Price/Sales <small>(ttm)</small>
2.59<small> </small>
Shares Short
<small>as of Mar 8, 1999</small>
1.22<small>M</small>

Market Capitalization
<small>$</small>2.94<small>B</small>
Income Statements

Short Ratio
1.28<small> </small>

Shares Outstanding
61.2<small>M</small>
After-Tax Income <small>(ttm)</small>
<small>$</small>66.6<small>M</small>
Stock Performance


Float
44.7<small>M</small>
Sales <small>(ttm)</small>
<small>$</small>1.15<small>B</small>
PRIVATE "TYPE=PICT;ALT=[one-year price graph]"



Dividend Information

Profitability




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


<small><nobr> <nobr>K = thousands</nobr>;   <nobr>M = millions</nobr>;   <nobr>B = billions</nobr>;   <nobr>mrq = most-recent quarter (Dec 31, 1998)</nobr>;   <nobr>ttm = trailing twelve months through Dec 31, 1998</nobr></small>





Ratios Analysis Summary


Trend – Last 5 Y.
Industry Position
Market
Peers

Efficiency
Slightly Negative
Better than 50%

Mixed

Liquidity
Positive
Better than about 75%

Better

Solvency
Positively Stable
Better than 50%

Better

Profitability
Negative But Reversing
Better than 50%
Slightly Below
Better

Value
Positive

Close to
Better

INTRODUCTION AND BACKGROUND

Founded:
Ownership:
Employees:
Headquarters:

1982
Public (NASDAQ: ERTS)
2,212 worldwide
Redwood City, CA

Electronic Arts (EA) is the largest pure 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™.

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. As of March 1999 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. 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. EA products are available in 57 000 retail outlets worldwide. 

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. The quarterly data for EA shows the significant impact of seasonal factors on its operations. For example 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 1999 this tendency is even more extreme.  Consequently EA’s quarterly ratios usually do not describe its activities as accurately as its yearly ratios. Therefore this report does not include explicit quarterly ratios coverage.

Part I: RATIO CALCULATIONS AND ANALYSIS

Efficiency Ratios

Inventory Turnover (ITO) - COGS/Av. Inventory


1998
1997
1996
1995
1994
5 Y. Average

Inventory Turnover
25.64
20.19
20.22
23.89
20.17
22

Days Inventory - 365/ITO


1998
1997
1996
1995
1994
5 Y. Average

Days Inventory
14.23
18.07
18.10
15.28
18.09
16.8

EA’s inventory ratios display a positive trend towards reducing inventory days, increasing inventory turnover and thus decreasing the need for inventory financing. This is due to the lower yearly growth rate of inventory compared to that of COGS. In fact the nature of EA business allows even further improvements, since entertainment software due to its short live-cycle rarely spends much time in inventory – it is produced on campaign basis in order to meet a pre-estimated demand after which becomes obsolete and is “recycled”. If shortage occurs it is easy to produce additional quantities fast. Therefore there is also almost no need for storage facilities between factories and retailers.  

Receivables Turnover (RTO) - Sales/Av. Receivables


1998
1997
1996
1995
1994
5 Y. Average

Receivables Turnover
7.49
7.63
8.22
8.12
9.14
8.1

Days Receivables - 365/RTO


1998
1997
1996
1995
1994
5 Y. Average

Days Receivables
48.72
47.81
44.54
44.95
39.92
45.2

The ratios referring to A/R show a slightly negative trend towards longer collecting periods and higher growth of A/R compared to sales. This is probably due to the diversification of EA into distribution activities, which obviously have worse A/R terms than EA’s core business. Also allowing longer pay periods to its debtors serves as a marketing tool, i.e. as a way to secure more contracts, especially in the case where third party distributors are utilized (Asian markets).

Net Fixed Asset Turnover (FAT) - Sales/Av. Fixed Assets


1998
1997
1996
1995
1994
5 Y. Average

Fixed Asset Turnover
9.33
8.42
10.58
17.72
18.99
13

Total Asset Turnover (TAT) - Sales/Av. Total Assets


1998
1997
1996
1995
1994
5 Y. GeoGr

Total Asset Turnover
1.37
1.34
1.39
1.60
1.84
-8.04

Asset turnover ratios or the rate at which the company uses its assets to generate sales show a negative trend marking the years between the early 90’s and fiscal 1997. The decline in fixed asset turnover reflected the expansion of the company into foreign markets and distribution activities through direct investments and acquisitions. Thus each year the company was producing less sales with more fixed equipment, part of which was freshly acquired and still not working at capacity. In 1998 the trend was finally changed as past investments began to contribute to sales. Total asset turnover showed similar performance, which was also due to relatively high increases in cash and other current assets. See Appendix 1.   

Liquidity Ratios

Operating Cycle - [Days Inventory + Days Receivables]


1998
1997
1996
1995
1994
5 Y. GeoGr

Operating Cycle
62.95
65.89
62.64
60.23
58.01
3.44

Cash Cycle - [Operating Cycle - Days COGS in Accounts Payable]


1998
1997
1996
1995
1994
5 Y. Average

Cash Cycle
25.11
21.24
15.10
11.65
1.44
14.91

Accounts Payable Turnover (PTO) - COGS / Av. Payables


1998
1997
1996
1995
1994
5 Y. Average

Accounts Payable Turnover
9.65
8.18
7.68
7.51
6.45
7.89

Days COGS in Accounts Payable - 365 / PTO


1998
1997
1996
1995
1994
5 Y. Average

Days COGS in A/P
37.84
44.65
47.54
48.58
56.57
47.03

The operating and cash cycles indicate a negative trend (i.e. increased) in terms of time needed to realize production and collect cash, and time in which the company is actually “financing” the realization of its products. The reasons behind these negative trends were the growth in days receivables and the fluctuations in days inventory which were discussed earlier. On the other hand days A/P showed a negative trend
 and decreased 50% in 1998 compared to 1994. This was possibly due to the availability of a lot of free cash. This contributed to the impact of A/R and inventory on the cash cycle. Days A/P are also less than days A/R, which means that the company is not in a very favorable position in terms of financing i.e. its cash cycle is positive regardless of inventory issues (days inventory is always positive).

Current Ratio - Current Assets / Current Liabilities


1998
1997
1996
1995
1994
5 Y. GeoGr

Current Ratio
3.25
3.09
2.98
2.64
2.39
7.54

Quick Ratio - [Cash + Marketable Securities + A/R] / Current Liabilities


1998
1997
1996
1995
1994
5 Y. Average

Quick Ratio
2.85
2.77
2.57
2.34
2.12
2.53

In terms of ability to meet its current liabilities, as expressed by its quick and current ratios EA is performing may be a little too good. Due to EA’s quite high cash assets both ratios are at relatively high levels, assuming that normal numbers would be 2 and 1 respectively. This is due to the fact that because the company is profitable it obviously does not have liquidity or solvency problems, which in terms reflects the nature of the business which generally does not imply significant current liabilities, especially accounts payable (for example there is no significant “raw materials” input). Therefore current liabilities are constantly at relatively low levels while cash is soaring with sales. 

Solvency Ratios

Debt to Capital - Total Debt / Total Capital


1998
1997
1996
1995
1994
5 Y. Average

D/(D+E)
0
0
0
0
0
0

Debt to Assets - Total Debt / Total Assets


1998
1997
1996
1995
1994
5 Y. Average

Debt/Assets
0
0
0
0
0
0

EA has no debt. The company has no need to incur debt for operational purposes since it has sufficient funds to operate. However debt may be undertaken for more strategic reasons.

Debt Ratio - Total Liabilities / Total Assets


1998
1997
1996
1995
1994
5 Y. Average

Debt Ratio - %
24.37
23.33
23.72
30.19
35.81
27.48

The ratio indicates that the assets of the company are traditionally generated by about 24% liabilities such as A/P and others and by 76% equity. Its 1998 increase reflects the slight growth in A/P as a percentage of assets. As an indicator of solvency it shows that the company is more than able to meet its liabilities, especially since it has no debt.

Equity Multiplier - Total Assets / Total Equity


1998
1997
1996
1995
1994
5 Y. Average

Equity Multiplier
1.32
1.30
1.31
1.43
1.58
1.39

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 $47.

The equity multiplier once again shows that the company is financed mainly by equity as opposed to liabilities. 

Profitability Ratios

Return on Assets (ROA) - NI/Av. Total Assets


1998
1997
1996
1995
1994
5 Y. Average

ROA
10.91
10.18
10.58
18.12
19.67
13.9

ROA Adjusted for After-Tax Interest


1998
1997
1996
1995
1994
5 Y. Average

ROA adjusted
10.95
10.19
10.60
18.12
19.67
13.91

Based on EBIT


1998
1997
1996
1995
1994
5 Y. Average

ROA based on EBIT
14.40
12.45
13.99
21.09
26.60
17.7

The obvious conclusion, which can be derived from the ROA ratios, is that the company is not that profitable as it used to be. However, although this observation is correct, some aspects of EA’ s development through the years should be pointed out. At the time when ROA was 20% or more (1992, 1993, 1994) EA was actually a small company with sales which were almost ten times less than they were in 1998 and 13 times less than the expected 1999 figures. The smaller size and the specialization of the company in PC and 16-bit titles allowed profit margins of about 15%. In the following years EA undertook geographic expansion and diversification which temporarily affected net income in a negative way. Although currently it is showing signs of higher growth relatively to sales it still seems to be far from those 15%. The company is paying more and more attention to low margin activities such as distribution. It also further continues its expansion through acquisitions. The logic behind this strategy is that in order to sell more entertainment software the company needs not only to develop it but also to have control over distribution and marketing. Therefore it is not very likely that the ROA ratio will reach 20% soon. A reasonable prediction would be between 10% and 15%.      

Return on Equity (ROE) - NI/Av. Total Equity


1998
1997
1996
1995
1994
5 Y. Average

ROE
14.34
13.33
14.48
27.23
31.64
24.27

Return on Common Equity (ROcE) - [NI - Pref. Div.]/Av. Common Equity


1998
1997
1996
1995
1994
5 Y. Average

RocE
14.34
13.31
14.41
26.93
30.94
19.99

The returns theoretically available to shareholders as indicated by ROE mimic the trend in ROA. In fact as already was mentioned EA is almost 80% equity financed and has never had debt – only current liabilities. There is no preferred stock too. Therefore equity is the most significant part of its Liabilities and Equity part of the Balance Sheet, which equals total assets. If debt is not taken the close co-variation between ROA and ROE is not likely to change.

Gross Margin


1998
1997
1996
1995
1994
5 Y. Average

Gross Margin
47.10
51.12
48.56
46.62
46.30
47.9

Profit Margin


1998
1997
1996
1995
1994
5 Y. Average

Profit Margin
7.98
7.63
7.61
11.29
10.7
9.0

Net Income Growth


1998
1997
1996
1995
1994
5 Y. Average

Net Income Growth
41.37
26.77
-27.33
24.55
44.98
22.1

Sales Growth


1999*
1998
1997
1996
1995
1994
5 Y. Average

Sales Growth
45
35.04
26.54
7.81
17.94
40.18
25.5

*-expected value, based on first three quarters results

The above four ratios were explained in detail in the first project. The expansionistic strategy of the company is obvious as shown by sales growth. Gross margin declined in 1998 due to increased share of low margin activities such as distribution, and also reflected some product structure shifts and price competition. Profit margin achieved slight growth due to reduced general and research costs (as a percentage of sales). However net income still grew at slower yearly rate than sales. It should be also pointed out that almost every year the company incurred different types of acquisitions related “one-time” costs.  

Valuation Ratios

Price to Earnings - Price Per Share / Earnings Per Share


Current
1998
1997
1996
1995
1994
5 Y. GeoGr

P/E - TTM(Calendar Y.)
43.92
51.49
32.88
35.22
30.38
17.66
33.5

Price – End of Calendar Y.
47.94
56.13
37.81
29.94
26.13
19.25


EPS – TTM
1.09
1.09
1.15
0.85
0.86
1.09


The data in the above table indicates that although in the last 2 years EPS remained relatively steady - between $1.09 and $1.15, the stock price and the P/E ratio fluctuated quite widely. In fact these reflected a lot of psychological and seasonal issues. The $51.49 price for example was recorded in the third quarter
 of fiscal 1999 (December 1998) which proved to have the strongest sales in the company’s quarterly history. Consequently the price level reflected the higher expectations of the market. The current E/P ratio represents more fairly the company since it is generated between the highest and the lowest quarters in terms of sales for the company.   

Book Value Per Share - Common Equity / Common Shares Outstanding


1998
1997
1996
1995
1994
5 Y. GeoGr

Book Value Per Share
9.37
7.69
6.11
4.66
3.61
6.3

Number of Shares – 000,000
60.2
58.3
52.7
50.9
47.7


Common Equity – 000,000
563
447
322
237
172


Price to Book Ratio - Price Per Share / Book Value Per Share


Current
1998
1997
1996
1995
1994
5 Y. GeoGr

P/Book – TTM
4.56
5.34
4.26
4.25
4.76
4.25
4.6

The book value of common equity increased three times since 1994. This was due to the fact that the company had no losses during that period. Its payout ratio has always been 0 too. The number of shares increased only by 20%. Therefore the book value per share increased in harmony with common equity, because of net profits. The price to book ratio is relatively steady, except for that record third quarter of 1998 (discussed above). It indicates that historically each share trades at about 4.25-4.5 times its book value.  

Part II: CONSIDERATION OF ADJUSTMENTS

Merger Costs in the 1998 Income Statement

On July 25, 1997 Electronic Arts acquired Maxis Software, mostly known as the developers of the SimCity series. Consequently a one-time, non-recurring merger cost of about $10 mm was shown on the 1998 income statement of EA. It included direct transaction fees and costs associated with integrating the operations of the two companies. If because of its irrelevance to the day-to-day business operations, this cost is excluded from the numbers used in the calculation of the ratios in part I the resulting adjusted ratios would be quite different. For example the 1998 number for net income which is used in the calculations of the net income based ratios in Part I is $72.56 mm. If the merger costs of $10.792 mm were added back the net income would be $83.35 mm. Such an adjustment would consequently have a +$10.792 mm impact on assets too, and retained earnings, hence common equity would also increase by  $10.792 mm. The table below gives adjusted versions of some of the ratios calculated in Part I. Since $10.792 mm is almost 15% of net income the new versions look quite better than the old ones.

Return on Assets (ROA) - NI/Av. Total Assets


1998 - old
1998 – adjusted

ROA
10.91
12.4

ROA adjusted for after tax
10.95
12.5

ROE
14.34
16.48

Profit Margin
7.98
9.17

Net Income Growth
41.37
62.39

P/E
43.92
38.24

Part III: DUPONT ANALYSIS

ROA Analysis


ROA =
AssetTurnover       x
Profit Margin

1998
10.91
1.37
7.96

1997
10.18
1.34
7.60

1996
10.58
1.39
7.61

1995
18.12
1.60
11.33

1994
19.67
1.84
10.69

The analysis indicates that ROA decreased between 1994-1997 due to lower profit margins and slower asset turnover. The reasons behind these were explained in Part I.

ROE Analysis


ROE =
ROA       x
Leverage

1998
14.34
10.91
1.31

1997
13.33
10.18
1.31

1996
14.48
10.58
1.37

1995
27.23
18.12
1.50

1994
31.64
19.67
1.61


ROE =
Turnover   x
Profit .Margin    x
Leverage

1998
14.34
1.37
7.96
1.31

1997
13.33
1.34
7.60
1.31

1996
14.48
1.39
7.61
1.37

1995
27.23
1.60
11.33
1.50

1994
31.64
1.84
10.69
1.61


ROE =
Taxes     x
Financing    x
Operating Profit     x
Turnover   x
Leverage

1998
14.34%
0.67
1.13
10.53%
1.37
1.31

1997
13.33%
0.66
1.24
9.33%
1.34
1.31

1996
14.48%
0.69
1.10
10.06%
1.39
1.37

1995
27.23%
0.68
1.27
13.14%
1.60
1.50

1994
31.64%
0.70
1.06
14.46%
1.84
1.61

The ROE analysis indicates that changes in ROE through the years were determined by decreases in asset turnover, operating profit (EBIT/Sales) and leverage. The reasons behind the poor asset turnover figures were discussed in Part I and basically have to do with expansion and acquisitions. Operating profit went down due to diversification and lower margin activities. Leverage indicates increased weight of equity financing as there is no debt, liabilities grow slowly and all net income goes to retained earnings. The financing ratio shows that EA in fact collects interest payments, i.e. interest is not an expense. 

Part IV: COMPARISON TO INDUSTRY

Electronic Arts is generally classified as a company in the prepackaged software industry (SIC 7372). The data from Dun & Bradstreet below represents this industry. However this classification is somehow too broad and in fact it may be argued whether a comparison between this industry and the company would be very appropriate. For example the prepackaged software industry includes companies such as Microsoft, Adobe and SAP, which have products and target markets extremely different from those of EA. Therefore it would be more appropriate to compare the company with similar companies dealing only with entertainment software. Such companies however are quite few. Such comparison is made in the part dedicated to peers.

The position of EA in the prepackaged software industry is 61 out of 264
 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 entertainment software products. The table below compares the values of some EA ratios with those referred to by D&B as “industry norms”.


ROA %
Profit Margin %
Quick Ratio
Current Ratio
T. Liabilities To Equity %
Days Receivables
Assets to Sales %
A/P to Sales %

D&B
26.2
9.2
0.7
12.6
6.1
0.6
3.6
1.8
1.0
4.5
2.4
1.4
25.0
51.5
126
39.3
72.3
103
34.7
66
109
2.3
4.6
8.2

1998
10.91
7.98
2.85
3.25
36
48.72
73
6

1997
10.18
7.63
2.77
3.09
35
47.81
75
6

1996
10.58
7.61
2.57
2.98
36
44.54
72
7

1995
18.12
11.29
2.34
2.64
50
44.95
62
7

1994
19.67
10.7
2.12
2.39
69
39.92
54
9

In terms of return on asset EA seems to stabilize at about 10%-11%, while the industry medium is at about 9%. This is due to the fact that entertainment software, although not that IT
 essential as to achieve upper quarter returns of above 25% like Microsoft’s Windows series for example, still gives opportunities for formidable performance in the saturated software industry. This is confirmed by the profit margin ratios according to which EA again is performing better than at least 50% of its industry competitors.

In terms of ability to meet its current liabilities EA is again performing quite satisfactory. Its current and quick ratios are even closer to the upper quarter level than to the 50% level. Such is the case with its total liabilities/equity ratio too. This is due to the fact that the company obviously does not have liquidity or solvency problems. This reflects the relative profitability of the business as well as the relatively decent operating results in terms of cash and A/R “cashing”. The A/R handling results can be seen from the days receivables statistics which again ranks EA in the quarter above 50% of its competitors. Of course there is still a lot of room for improvements.

Finally there are some ratios in which EA does not seem to be performing better than at least 50% of its competitors. The A/P to sales ratio indicates that EA owes more short-term money (i.e. accounts payable) as a percentage of sales than 50% of its competitors. Therefore the company belongs to the “bad 50%” part of the industry. However, taking into account that this percentage is in fact only 6, the position of EA in this classification should not be a significant concern. Moreover - not paying the A/P for some time might be quite beneficial.

A more important ratio is the assets to sales ratio, which is in fact the asset turnover inverted. With respect to it, EA is performing quite close to the industry medium but still on the worse side. The reason for this is quite obvious. In the last three years EA has been investing quite heavily in acquisitions and foreign distribution expansions in order to achieve world dominance in the market. The results of these investments, i.e. sales increases will hopefully come in the current calendar year - fiscal years 1999 and 2000. Therefore the current sales are in fact generated by less assets than those included on the balance sheet and the ratio is a little understated. However there is still no guarantee that the investments will stop in the coming years and the ratio will improve.  

The conclusion, which may be derived from the above analysis, is that taking into consideration its niche position and strategic plans, in fiscal 1998 EA performed better than 50% of the companies within the prepackaged software industry. 

Part V. COMPARISON TO MARKET

Probably the most widely used way to estimate how a company performed in the past is to compare its ratios to their S&P 500 aggregate equivalents. The table bellow makes such a comparison in terms of profitability and investment value.


ROE %
Dividend Yield %
P/E
Earnings Yield %
Market To Book

S&P TTM
22.99
1.54
37.49
2.67
8.95

S&P ’98
15.3

3.68
33.83
2.96
6.78

1998 EA
14.34
0
51.49
1.94
5.34

1997 EA
13.33
0
32.88
3.04
4.26

1996 EA
14.48
0
35.22
2.84
4.25

1995 EA
27.23
0
30.38
3.29
4.76

1994 EA
31.64
0
17.66
5.66
4.25

Apparently in the last 2-3 years EA was unable to achieve ROE higher than that of the market represented by the S&P 500 companies. Only recently it seems to come closer to the median value. The reasons for the past worse performance are not connected that much with purely operational issues or negative sales fluctuations but have to do more with expansion and acquisitions transactions. Therefore it is not surprising that EA’s P/E ratio (also earnings yield which is E/P) is above the average – currently it is about 43. This indicates the high expectations that the market has in respect to the future performance of the company, which are determined mainly by technology issues and related market growth prospects. Market to book ratio on the other hand is at a lower level than that of the industry which reflects a lower book value per share. This in turn is due to the high number of shares (62 mm x $0.01 par value) compared to the book value of equity. EA unlike the S&P 500 average company does not distribute any dividends due to its growth strategy, which explains the 0% dividend yield.   

Part VI. COMPARISON TO PEERS

Peers

The number of companies that have activities similar to those of EA is quite small. Currently there are actually only three other significant and purely entertainment software companies in the business – Eidos, Acclaim and Activision. In fact almost all of the technically successful development studious in the industry are owned by these companies or by unrelated holding companies with a lot of other different business activities
. Sales figures for peer companies are shown in the table below.

Sales – mm
1998
1997
1996
1995
1994

EA
908
673
531
493
418

Acclaim Entertainment
326
165
161
566
480

Activision
259
154
61
40
26

Eidos
137
75
4



Efficiency Ratios

Inventory Turnover (ITO) - COGS/Av. Inventory

Inventory Turnover
1998
1997
1996
1995
1994
5 Y. Average

EA
25.64
20.19
20.22
23.89
20.17
22

Acclaim Entertainment
41.2
15.49
14.96
17.15
11.37


Activision
14.06
15.48
8.79
9.47
8.83


Eidos
13.16
25.71
na
na



Days Inventory - 365/ITO

Days Inventory
1998
1997
1996
1995
1994
5 Y. Average

EA
14.23
18.07
18.10
15.28
18.09
16.8

Acclaim Entertainment
8.9
23.57
24.46
21.28
32.11


Activision
25.96
23.58
41.62
38.53
41.31


Eidos
27.73
14.19





In terms of inventory handling EA seems to perform better than its peers historically. This is probably due to better operations management and scale issues. Also, EA is traditionally able to produce more “hit” fast-selling titles, while its peers rely on fewer titles.

Receivables Turnover (RTO) - Sales/Av. Receivables

Receivables Turnover
1998
1997
1996
1995
1994
5 Y. Average

EA
7.49
7.63
8.22
8.12
9.14
8.1

Acclaim Entertainment
11.39
8.44
1.62
3.29
3.51


Activision
4.46
4.65
4.82
10.86
14.44


Eidos
6.44
6.68





Days Receivables - 365/RTO

Days Receivables
1998
1997
1996
1995
1994
5 Y. Average

EA
48.72
47.81
44.54
44.95
39.92
45.2

Acclaim Entertainment
32.02
43.26
225.76
110.81
104.08


Activision
81.76
78.53
75.94
33.62
25.27


Eidos
56.69
54.68





In terms of A/R handling EA is still performing better than its competitors. The only exception is Acclaim’s 1998 result of 32 days receivables, which however was due more to limited sales rather than operational superiority.  

Net Fixed Asset Turnover (FAT) - Sales/Av. Fixed Assets

Fixed Asset Turnover
1998
1997
1996
1995
1994
5 Y. Average

EA
9.33
8.42
10.58
17.72
18.99
13

Acclaim Entertainment
10.28
4.29
4.22
22.85
42.13


Activision
31.28
33.20
24.71
30.26
33.36


Eidos
23.22
21.13





Total Asset Turnover (TAT) - Sales/Av. Total Assets

Total Asset Turnover
1998
1997
1996
1995
1994
5 Y. GeoGr

EA
1.37
1.34
1.39
1.60
1.84
-8.04

Acclaim Entertainment
2.22
.89
.47
1.44
1.77


Activision
1.54
1.57
.84
.59
.52


Eidos
1.9
2.8





The asset turnover ratios demonstrate that due to its large size and aggressive expansion strategy EA is generating lower sales per assets (i.e. lower asset turnover) than its competitors. This is especially true for fixed asset turnover – EA has lower utilization of its fixed assets than its peers do. Obviously this is influenced by EA’s distribution activities, which do not produce output for sale but only facilitate sales. The lower total asset turnover figures are also influenced by the high amount of cash and securities in EA’s assets. These ratios show that large size and fast growth into less profitable activities have negative aspects since assets utilization decreases.  

Liquidity Ratios

Operating Cycle - [Days Inventory + Days Receivables]

Operating Cycle
1998
1997
1996
1995
1994
5 Y. GeoGr

EA
62.95
65.89
62.64
60.23
58.01
3.44

Acclaim Entertainment
40.92
66.82
250.2
132.09
136.19


Activision
107.72
102.11
117.56
72.14
66.58


Eidos
84.42
68.88





In terms of operating cycle EA is outperformed by Acclaim. This again arises from the fact that unlike EA, Activision is not performing large-scale distribution activities – it is more a pure software development company. EA’s strategy on the contrary is obviously to achieve absolute growth through expansion and diversification rather than just compete with software products on the crowded market.

Current Ratio - Current Assets / Current Liabilities

Current Ratio
1998
1997
1996
1995
1994
5 Y. GeoGr

EA
3.25
3.09
2.98
2.64
2.39
7.54

Acclaim Entertainment
0.85
0.52
0.93
2.59
2.11


Activision
3.16
2.54
3.82
8.17
10.88


Eidos
2.98
2.54
0.71




Quick Ratio - [Cash + Marketable Securities + A/R] / Current Liabilities

Quick Ratio
1998
1997
1996
1995
1994
5 Y. Average

EA
2.85
2.77
2.57
2.34
2.12
2.53

Acclaim Entertainment
0.68
0.33
0.21
1.98
1.69


Activision
2.56
2.01
3.16
7.56
9.59


Eidos
2.46
2.27
0.6




As it was already mentioned EA has significant cash and securities resources on its balance sheet. Therefore it is not surprising that the company looks better than its competitors in terms of ability to meet current obligations. 

Equity Multiplier - Total Assets / Total Equity

Equity Multiplier
1998
1997
1996
1995
1994
5 Y. Average

EA
1.32
1.30
1.31
1.43
1.58
1.39

Acclaim Entertainment
-7.3
-2.25
2.55
1.39
1.92


Activision
2.17
1.43
1.23
1.1
1.07


Eidos
2.36
1.56
4.87




Since EA has no debt and is 74% equity financed its equity multiplier is close to 1 unlike those of its competitors. All of them have debt (average of 30% debt to assets) and Acclaim even has negative equity.

Solvency Ratios

Debt to Capital - Total Debt / Total Capital

D/(D+E)
1998
1997
1996
1995
1994
5 Y. Average

EA
0
0
0
0
0
0

Acclaim Entertainment
na
-5037

27.79
8.45
20.24


Activision
38.21
5.45
0
0
0


Eidos
42.46
3.57
58.45




Debt Ratio - Total Liabilities / Total Assets

Debt Ratio - %
1998
1997
1996
1995
1994
5 Y. Average

EA
24.37
23.33
23.72
30.19
35.81
27.48

Acclaim Entertainment
113.6
144.47
60.6
27.89
47.82


Activision
53.86
30.2
18.82
8.97
6.82


Eidos
57.67
35.96
79.5




In terms of solvency EA looks far more solvent than its peers do. Acclaim is not solvent at all and the other companies have at least 30% debt, which raises their ratios.

Profitability Ratios

Return on Assets (ROA) - NI/Av. Total Assets

ROA - %
1998
1997
1996
1995
1994
5 Y. Average

EA
10.91
10.18
10.58
18.12
19.67
13.9

Acclaim Entertainment
14.35

-85
-63
11.34
16.61


Activision
3.46
9.35
7.55
-2.21
-3.85


Eidos
15.07
-30.74





This ratio illustrates the riskiness of the industry for companies who rely on software development only. While EA was able to maintain ROA of at least 10% with good prospects for growth, its peers display fluctuations, which seem quite random. In fact from strategic point of view only the 1998 result of Eidos may be accepted as an indication of future success since Eidos is currently following the example of EA and is expanding and diversifying in the European market. It is not surprising therefore that on the stock market EA and Eidos are viewed as much better investments compared to the other two peers.     

Return on Equity (ROE) - NI/Av. Total Equity

ROE - %
1998
1997
1996
1995
1994
5 Y. Average

EA
14.34
13.33
14.48
27.23
31.64
24.27

Acclaim Entertainment
-51.20
-921
-105
17.89
33.12


Activision
6.39
12.73
8.80
-2.4
-15.58


Eidos
30.47
-52.24





This ratio again confirms that Eidos is the company that will most likely be able to compete successfully with EA in the near future. In fact its history resembles that of EA but with five years delay. If Eidos continues its expansion following the EA model its ROE and ROA will probably go to a lower levels. Again since its distribution positions are not that strong yet the future development of Eidos will be highly dependent on its upcoming software titles.

Profit Margin

Profit Margin - %
1998
1997
1996
1995
1994
5 Y. Average

EA
7.98
7.63
7.61
11.29
10.7
9.0

Acclaim Entertainment
6.34
-96
-136
7.9
9.37


Activision
2.24
5.97
9.01
-3.74
-7.47


Eidos
7.92
-10.96
-52.5




Sales Growth

Sales Growth
1998
1997
1996
1995
1994
5 Y. Average

EA
35.04
26.54
7.81
17.94
40.18
25.5

Acclaim Entertainment
97.5
2.14
-71.42
17.88
46.98


Activision
68.08
151.89
50.96
52.87
26.27


Eidos
81.69
1938.1





In terms of profit margin EA is outperforming its peers. Eidos is the close second. Sales growth looks like the worst ratio for EA. However the difference in sales growth between EA and its peers again comes from size. The simple algebra suggests that doubling a $160 mm 1997 figure (Acclaim) is not the same as doubling a $670 mm figure (EA - 1997) 

Valuation Ratios

Price to Earnings - Price Per Share / Earnings Per Share

P/E – TTM(Calendar Y.)
Current
1998
1997
1996
1995
1994
5 Y. GeoGr

EA
43.92
51.49
32.88
35.22
30.38
17.66
33.5

Acclaim Entertainment
20.17
27.84
Na
21.93
21.71
13.43


Activision
28.55
25.28
34.38
20.12
na
Na


Eidos
31.79
14.66






As it was already mentioned the market and analysts in particular “like” EA and Eidos and have quite positive future expectations for their profitability and value. Therefore the two companies have higher P/E ratios than their competitors. The P/E figures for the other two peers are quite controversial. Acclaim and Activision on the one hand are priced poorly on the market, and on the other have little earnings. This however results in unexpectedly high 20-30 E/P ratios. 

Book Value Per Share - Common Equity / Common Shares Outstanding

Book Value Per Share
1998
1997
1996
1995
1994
5 Y. GeoGr

EA
9.37
7.69
6.11
4.66
3.61
6.3

Acclaim Entertainment
na
-1.19
1.88
7.03
4.45


Activision
4.55
4.93
4.58
4.42
4.62


Eidos
2.39
1.8
.17




Price to Book Ratio - Price Per Share / Book Value Per Share

P/Book - TTM
Current
1998
1997
1996
1995
1994
5 Y. GeoGr

EA
4.56
5.34
4.26
4.25
4.76
4.25
4.6

Acclaim Entertainment
na
27.84
3.4
2.15
1.89
2.95


Activision
2.34
2.07
3.45
2.65
2.66
1.11


Eidos
8.52
3.93
3.72
42.82
35.15
15.47


The above ratios imply that currently the market expects higher growth and profitability from Eidos, which explains that its shares trade at 8 times their book value. EA on the other hand is somewhere in the middle and its price to book ratios looks quite moderate.

Part VII. EPS FORECAST

Years ended March 31

1996

1997

1998

1999*

2000*


Net revenues

 $ 587,299 
100.0%
 $ 673,028 
100.0%
 $ 908,852 
100.0%
$1,326,924 
100.0%
$1,725,001 
100.0%

Cost of goods sold

 $ 291,491 
49.6%
 $ 328,943 
48.9%
 $ 480,766 
52.9%
$703,270 
53.0%
$931,501 
54.0%














  Gross profit

 $ 295,808 
50.4%
 $ 344,085 
51.1%
 $ 428,086 
47.1%
$623,654 
47.0%
$793,501 
46.0%














Operating expenses












  Marketing and sales

 $   85,771 
14.6%
 $ 102,072 
15.2%
 $ 128,308 
14.1%
$199,039 
15.0%
$258,750 
15.0%

  General and administrative

 $   37,711 
6.4%
 $   48,489 
7.2%
 $   57,838 
6.4%
$87,577 
6.6%
$117,300 
6.8%

  Research and development

 $ 108,043 
18.4%
 $ 130,755 
19.4%
 $ 146,199 
16.1%
$209,948 
15.8%
$274,810 
15.9%

  Charge for acquired in-process technology

 $     2,232 
0.4%
 $             - 
0.0%
 $     1,500 
0.2%

0.0%

0.0%

  Merger costs

 $             - 
0.0%
 $             - 
0.0%
 $   10,792 
1.2%

0.0%

0.0%














       Total operating expenses

 $ 233,757 
39.8%
 $ 281,316 
41.8%
 $ 344,637 
37.9%
$496,563 
37.4%
$650,860 
37.7%














       Operating income

 $   62,051 
10.6%
 $   62,769 
9.3%
 $   83,449 
9.2%
$127,091 
9.6%
$142,640 
8.3%

Interest and other income, net

 $     7,514 
1.3%
 $   13,279 
2.0%
 $   24,811 
2.7%
$35,500 
2.7%
$47,300 
2.7%














  Income before provision for IT and MI *

 $   69,565 
11.8%
 $   76,048 
11.3%
 $ 108,260 
11.9%
$162,591 
12.3%
$189,940 
11.0%

Provision for IT

 $   22,584 
3.8%
 $   26,003 
3.9%
 $   35,726 
3.9%
$53,655 
4.0%
$62,680 
3.6%














  Income before MI

 $   46,981 
8.0%
 $   50,045 
7.4%
 $   72,534 
8.0%
$108,936 
8.2%
$127,260 
7.4%

MI in consolidated joint venture

 $      (304)
-0.1%
 $     1,282 
0.2%
 $          28 
0.0%


















       Net income

 $   46,677 
7.9%
 $   51,327 
7.6%
 $   72,562 
8.0%
$108,936 
8.2%
$127,260 
7.4%














Number of Shares used in computation - x1,000

55,685

57,544

58,867

61,200

63,000















Net earnings per share

 $  0.84 

 $  0.89 

 $ 1.23 

 $ 1.78 

 $  2.02 


The forecast is based on the current expectations for growth in the industry and for the company. EPS for the first three quarters of fiscal 1999 (ending June, September and December 1998) were respectively $0.08, $0.16 and $1.15. Given the traditional fourth-quarter EPS which is about $0.30 and the recent commercially very successful titles released by EA (such as Alpha Centauri) it will not be surprising if earnings in this fourth quarter (1999) are slightly higher – at about $0.39-$0.40. Thus EPS for fiscal 1999 would be about $1.78 – highest level in the history of the company. 

In fiscal 2000 there will be several key issues that will probably determine a decent growth rate in sales of at least 30%
. First of them is distribution - the company has entered into distributing agreements with companies such as Metro Goldwyn Mayer, Twentieth Century Fox, Dreamworks Interactive and Accolade. Net revenues from distribution of third party products in 1998 increased from 14% to 20% of total revenue due to higher sales in Europe and Asia Pacific. This trend continued in 1999 and is expected to develop further. Another aspect is the constantly increasing installed base of PlayStation/Nintendo 64 and multimedia-enabled computers including such with Internet access. This will definitely create a larger target market for the core business of the company, which is entertainment software development. 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, which proves that the target market is growing. Important trend in the industry is the increasing popularity of online multiplayer gaming via the Internet. EA plans to develop several titles in that sphere and it would not be surprising if they prove to be quite successful. The company already runs the online virtual world Ultima Online, which turns out to be a very profitable internet-related business for EA.   

Costs of goods sold will probably slightly increase as a percentage of sales, due to the shift towards more distribution of third parties products. Consequently gross profit will likely be somewhere above 46 % of net revenues. The operating expenses are not expected to change much as a percentage of net income since marketing and research costs are traditionally at fixed levels – 15% and 16% respectively. Administrative costs will vary at abut 6.4% – 6.8% depending on the structure of operations. Given an effective tax rate of 33% or less the EPS for 2000 will be at least $2.02. For fiscal 2001
 there is no indication that the current highly positive trend in sales will change. If sales continue to increase by at least 30% yearly and net profit still varies between 7% and 8% the EPS for 2001 would probably reach the $3 levels.  

CONCLUSION

Electronic Arts is a fast growing company with aggressive marketing strategy. The analysis of its ratios shows 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 its negative impact on 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 new emerging interactive entertainment possibilities and the technology advances, the current state of the company may constitute the base for a significant future success.    
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� The figures on this page are taken from Yahoo Market Guide.


� Assuming that delaying A/P is a good approach


� As it already was mentioned third quarters, i.e. the months around Christmas, traditionally account for more than 60% of yearly sales. 


� Slight differences due to rounding may occur


� Zacks


� Information technology


� Median value


� In fact the development studios in the industry are numerous. Only on the PC market there are more than 2000 new titles coming out each year.


� Due to consecutive losses and negative retained earnings in 1996 and 1997, since 1997 Acclaim has stockholders deficiency rather than stockholders equity. Therefore the negative number is correct but not relevant. 


� TTM


� The estimates on which the EPS forecast for 2000 is based are minimal, i.e. this is the most pessimistic scenario. I expect the actual numbers to be slightly better.





� Not shown in the table
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