VALUEACT CAPITAL MASTER FUND, L.P.
FIRST QUARTER REPORT 2013
____________________________________________________________________________________
We report on the investment activities in VALUEACT CAPITAL MASTER FUND, L.P.1 for the quarter ending
March 31, 2013. VALUEACT CAPITAL MASTER FUND, L.P. appreciated 9.7% in value for the quarter, after
all fees and expenses (time-weighted calculation). The Standard and Poor’s 500 Index appreciated 10.6%
for the quarter, while the Russell 2000 Index appreciated 12.3% in the first quarter.
Since the fund’s inception in October 20001, VALUEACT CAPITAL MASTER FUND, L.P. has appreciated
16.6% on a net annualized basis (time-weighted calculation), while the Standard and Poor’s 500 has
appreciated 2.6% and the Russell 2000 has appreciated 6.3% over the same period (returns for both
indices are annualized with dividends reinvested). You should refer to the “Statement of Changes in
Partner’s Capital” sheet for your specific performance net of all fees and expenses.
At the time of this letter’s release, our core public company positions were: Adobe Systems, Inc., C.R.
Bard, Inc., CBRE Group, Inc., Gardner Denver, Inc., Invensys plc, MICROS Systems, Inc., Microsoft,
Inc., Motorola Solutions, Inc., MSCI, Inc., Rockwell Collins, Inc., Valeant Pharmaceuticals International
and Willis Group Holdings plc. As is our practice, we continue to maintain, add to, and/or remove farm
team public company positions in the portfolio that we will disclose should any become significant in
terms of our investment expectations, or in dollars invested. In addition, VALUEACT CAPITAL MASTER
FUND, L.P. also has the following core private investments: KAR Auction Services, Inc., and Seitel, Inc.
First Quarter Update
As we have seen the last couple of years, confidence in a recovering global economy in the first quarter
moved valuations of our more cyclical companies, specifically Moody’s Corp. (“Moody's”), Halliburton
Co. (“Halliburton”) and Gardner Denver, Inc. beyond our required 10 percent cash-on-cash valuation.
During the quarter, we realized our investments in Moody’s and Halliburton, and Gardner Denver, Inc.
agreed to be acquired by KKR in an LBO (discussed below). The IRRs at all three investments was
approximately 35%.
We bought Moody's more than two years ago on the thesis that the Federal Reserve's monetary policy of
protracted low interest rates was conducive to strong performance by financials; and the "software
revenue model" of Moody's (issuance/monitoring similar to license/ maintenance), as contrasted to the
classic leveraged spread model, fit our business quality screen. As the refinance cycle in corporate debt,
and the recovering securitization markets drove high margin issuance activity, Moody’s earnings and
multiple both expanded.
In the case of Halliburton, our investment thesis regarding the company's scale advantage in meeting
supply chain needs of new big players in North American land production proved directionally correct.
The strong stock price performance however, was mostly due to a higher valuation on improved
psychology of a future upturn in activity. Further work on the capacity constraints to refine significant
increases in the production of light sweet crude from shale plays caused us to worry about a
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demand/supply imbalance. The possibility of trapped oil (like we have seen with gas) suggested a risk not
being reflected in the stock price.
To date this year, we’ve also sold approximately $144 million of our position in C.R. Bard, Inc. (“Bard”)
and determined that Mason would not stand for re-election to the Board of Directors at the Annual
Meeting in April. To recap, we built our Bard position in 2009 and 2010 at approximately $80 a share,
but for the following two years the share price went nowhere. Depressed healthcare spending and
changing hospital procurement practices pushed medical device industry growth from high single digits to
virtually zero. In January 2012, Mason joined the Board to work with the company on a growth strategy,
and a plan to invest the more than $1 billion in proceeds Bard should eventually receive from its patent
litigation with W.L. Gore (“Gore”).
It had also been clear, even from the outside, that executive compensation at Bard was an issue. All
bonuses and performance equity were tied to earnings per share (“EPS”) growth. As revenue slowed,
management achieved EPS targets by cutting spending in research and development and sales. Incentives
matter, and at Bard they were set up to undermine long term growth in the name of reporting pretty
financials. Further, management’s plan was to wait for the Gore royalties to arrive before increasing
investment spending. That way they could continue to show EPS growth. The problem with
management’s plan is that it hinged on uncertain litigation, potentially headed to the United States
Supreme Court for final resolution.
With Mason’s input, the company overhauled its investment strategy and compensation structure. Bard
bit the bullet and developed a plan to immediately double its clinical development spending and its
emerging markets salesforce, regardless of the timing and outcome of the Gore case. This was announced
in January 2013, with a corresponding cut to 2013 EPS. This message of short term pain for long term
gain, so familiar to those of you who have been invested with VAC for any length of time, was well
received by investors and the stock held its value at roughly $100. In parallel, executive compensation
was re-oriented towards sales growth and total shareholder return. Mason leaves the board with the
company positioned to succeed versus its competition, but facing difficult end markets. When we
weighed the positive internal initiatives against the macro environment and the 22% increase in the share
price since Mason joined the board a year ago, we made the difficult decision to move on and monetize
our investment.
On March 8th, we were quite pleased to see the Gardner Denver, Inc. (“Gardner Denver”) sale process
that we jump-started with our July 2012 letter to the company’s board, culminate successfully in the
announcement of a sale of the company to KKR for $76 per share in cash. The price represents a 46%
premium to the closing price of the shares on the last trading day before our July letter and implies a 9.1x
2013 EBITDA multiple. It’s a wonderful result for all Gardner Denver shareholders in our opinion, which
we expressed in a follow-up letter to Gardner Denver’s board in February.
We initiated three new core investments during the first quarter: MICROS Systems, Inc. (“Micros”),
Invensys plc (“Invensys”) and Microsoft, Inc. (this quarter’s featured investment). We have followed
Micros for more than ten years and have always admired its leading market share in providing mission
critical core workflow technology in the hospitality industry. We took advantage of the company’s recent
share price weakness to establish a new investment.
Micros provides property management software for hotels and point-of-sales software and hardware for
restaurants. In hotels, property management software is the nerve center of operations, handling room
assignment, guest meals and entertainment and billing among its functions. Micros’ installed base of
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30,000 hotels is approximately three times its next largest competitor. In restaurants, Micros sells pointof-sale software and hardware, along with management software modules to both independent and chain
restaurants. It has an installed base of over 300,000 restaurants worldwide, with a leading position
domestically and the only sizeable international presence.
Micros enjoys a natural moat around its business provided by its large installed base of highly customized
deployments in its two verticals—44% of sales come from recurring software and hardware maintenance
contracts supported by the leading service network for these mission critical systems.
Until recently, Micros’ stock has traded above our valuation thresholds. The share price has declined
almost 30% since last May due to investor concerns about new POS competition from solutions built on
consumer devices such as iPads. We believe the share price decline was a significant overreaction. The
restaurant segment represents only 36% of sales, and Micros’ value proposition to restaurants-- best-inclass software, reliability and service remains intact regardless of hardware. Our view is that the real
factors depressing sales growth are cyclical headwinds and share loss to traditional competitors caused by
a lack of management attention to customers, product evolution, and incentives. Micros replaced its
longtime CEO in December, which we believe was the right move.
We believe, Peter Altabef, Micros’ new CEO, has the experience and ability to provide significant
operational “self–help” and to also capitalize on Micros’ leading competitive position. Peter was
formerly the CEO of Perot Systems Corporation and then subsequent to its sale to Dell, Inc., the President
of Dell Services. Our background checks suggest that Peter’s skill-set aligns perfectly with Micros’ key
priorities: win big restaurant and hotel chain customers, improve product cadence, and increase recurring
software revenues with a longer-term sales orientation. Our initial meeting with Peter proved consistent
with what we had learned about him in our diligence. He is focused on creating incremental margin
through higher value software, reorganizing the customer facing strategy in terms of structure, pricing,
incentives, and upgrading personnel.
We initiated our position in Micros in February and March at an average cost of $42.73 per share. We’re
pleased to establish this initial position at approximately nine times EBITDA or 10% cash-on-cash, and
believe this represents an attractive entry point for an industry leading franchise with visibility to high
single digit operating profit growth over the next several years. This profile, along with the opportunity
to address Micros’ cash-heavy balance sheet, can drive attractive returns going forward.
We have spoken in the past of how our investment ideas frequently develop from a long period of
tracking high-quality business models when we find them, and can also often be linked back to work we
have done on a competitor or a related industry participant. Our investment this quarter in Invensys
demonstrates the power of patient institutional knowledge. Rockwell Automation, Inc. was a successful,
albeit small investment for us that had developed out of a deep dive on the industrial automation industry
that we began back in 2007. During our industry work, we also identified Invensys as a company worth
watching due to its large installed base ($18bn+) of distributed controls systems, and an emerging
industrial automation software business. Like many of our best investments, Invensys can draw on the
backwards-compatibility of this installed base as process industry customers add higher levels of
automation.
We followed Invensys closely for more than five years, including numerous meetings with both the
current and former CEO. However, we were never able to obtain complete comfort with the volatility of
a rail signaling equipment business it owned. This business was filled with large and opaque project
contracts with the potential for significant cost over-runs which has sent the share price swooning more
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than once while we watched from the sidelines. We were also challenged in our valuation work to box
the significant unfunded pension liability that the corporation maintained as a result of its legacy as a
large UK engineering conglomerate.
In November 2012, Invensys announced a transformative deal that cleared the two main obstacles to our
investment interest. They sold the rail signaling equipment business to Siemens AG and used the
proceeds to fully-fund the UK pension plan, almost certainly freeing the company from meaningful cash
contributions for the rest of the plan life. This created a near pure-play industrial automation business
with a very attractive 10% EBITDA growth profile, driven primarily by the rapid growth of a high margin
industrial software business sold into a sizable installed base. More than half of this business comes from
emerging markets and another half from oil, gas and power industries.
Additionally, their controls systems installed base continues to generate a stream of recurring
maintenance and upgrade revenue and they are well-positioned in a number of attractive greenfield
growth areas such as North America refining. Notably, this industrial automation franchise appears to be
of significant strategic interest to a number of large, well-capitalized multinationals who we think would
value the Invensys installed base quite highly.
Given our past work and love of the industrial automation assets, we were able to move very quickly on
Invensys and establish a 7% position at an attractive valuation. At our £3.40 cost, we see Invensys
trading at roughly 10.5% forward cash-on-cash with a long runway for growth. An announced dividend of
77p should be paid in June and another 60p per share of cash remains on the balance sheet.
Finally, the company’s CEO is Wayne Edmunds, an American who we know, like and respect from our
Reuters Group plc investment several years ago. The Invensys chairman, Sir Nigel Rudd, also has a wellestablished reputation in the UK for shareholder-friendly board leadership. We look forward to
continuing to develop our relationship with both of them.
As far as our two private investments, we are pleased to report that the first quarter brought positive
developments at both Seitel, Inc. (“Seitel”) and KAR Auction Services Inc. (“KAR”). Facing a near-term
bond expiration, Seitel successfully issued $250 million of senior notes with a six year term and a flexible
covenant package. The proceeds from the offering, along with $25 million of cash from the balance
sheet, were used to repurchase all $275 million of the existing senior notes that were set to expire in
February 2014. While the transaction was necessary given the upcoming expiration of the existing notes,
it was also an opportunity to de-lever the balance sheet and modestly reduce the company’s interest
expense. The timing of the transaction could not have been better as the high-yield issuance market was
robust throughout the first quarter. While the North American energy markets remain choppy and
unpredictable, we continue to focus on preparing the company for a liquidity event when the timing is
appropriate and valuation can be maximized.
The liquidity process at KAR continued this quarter. After completing our first secondary offering of
15.5 million shares in December, the sponsor group sold an additional 15 million shares in March at a
price of $19.25 per share. Net of the issuance discount, we received proceeds of $58.4 million, resulting
in a gross return of 85% over the six-year life of the investment. Collectively, the two secondary
transactions resulted in the sale of 28% of our units in KAR, allowing for proceeds of $110 million. An
additional benefit of the secondary offerings is that the transactions have brought liquidity to the shares
and has resulted in renewed interest from large institutional investors like Fidelity. If market conditions
remain favorable, we will continue with additional secondary offerings later in the year, which is the
likely path to a successful full realization of our KAR investment.
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Featured Investment: Microsoft, Inc.
Some of our most successful investments over the years have been in situations where other investors
can’t seem to shed their past perceptions of the company’s prospects. They bemoan the lack of
“catalysts” or fear that a stock “just can’t work” and assume that multiple-compression will continue ad
infinitum. While we admit there are always value-traps available in the market, we also believe that
occasionally too much emphasis is placed on portions of a business that are challenged with too little
credit given for successes.
A year and a half ago we outlined a case for Adobe Systems, Inc. (“Adobe”), a company that had flatlined for eight years. Many investors believed it was just a stock to be traded in and out of around product
cycles, with minimal growth in its user base and potentially existential threats like HTML-5. However,
we saw a company completely embedded in its users’ workflow, with real and increasing innovation and
the potential to monetize that innovation through subscription-based pricing. When Adobe took the bold
step to accelerate subscription adoption, management proved that with a strong core value proposition,
perception is malleable and investors have been rewarded with a stock up nearly 50% over that time
period.
This quarter, we initiated a new core investment in Microsoft, Inc. (“Microsoft”), and at the time of this
letter own 55,750,000 shares at an average cost of $28.29. We believe that Microsoft suffers a similar
perception problem to the one that existed when we initially invested in Adobe. The company has long
been regarded as a Windows / PC-cycle stock. In fact, just last week, dire predictions about near term PC
deliveries spurred another round of terrible Microsoft headlines. “Microsoft Can’t Keep up in a Mobile
World,” read the headline in the April 11th Wall-Street Journal. Sell-side analysts focus on Microsoft’s
efforts to drive Windows client success in a changing computing world and have become increasingly
bearish after the lukewarm launch of Windows-8, which many hoped would revive PCs. Heather Bellini
of Goldman Sachs summed up the popular sentiment well in last week’s downgrade: “we think the most
important consideration is whether Microsoft can regain share in the total computing market for PCs,
tablets and smart phones.” It seems to us that many investors have simply tucked this stock away in the
“open when PCs bottom” file and we believe the company is vastly under-owned by institutional
investors.
We’ll save you the trouble and be the first to admit that we aren’t nearly smart enough to correctly call the
bottom of the PC market, but we also think a singular focus on PCs completely misses the point at
Microsoft. At its current valuation, we don’t even need an opinion on PCs. The current valuation at
Microsoft exceeds our 10% cash-on-cash requirement giving no credit for Windows!
Instead of looking at Microsoft through the usual PC lens, we look at it through our “plumbing” lens and
we like what we see. Nearly 70% of Microsoft’s earnings come from the enterprise-centric business
divisions of Server & Tools and Microsoft Business Division (e.g. Office). These businesses derive 60%
of revenue from multi-year annuity agreements and have grown EBIT nearly 10% per year over the past
five years.
Microsoft sells products that many enterprise customers spend their entire day consuming, such as a
knowledge worker sitting in front of Outlook or an IT manager using Active Directory, at a cost that is
often as low as $100 per user per year. These products are deeply embedded in the workflow and the
enterprise platform agreement is a powerful means to distribute additional products and features that users
value such as SharePoint and Lync for collaboration or System Center for IT management.
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Microsoft has demonstrated an ability to drive new and premium products into the enterprise customer
base and we believe there are plenty of opportunities for them to continue to drive growth. These
businesses have already shown a de-coupling from the PC cycle and Microsoft is accelerating the trend
with the subscription based pricing of Office 365. Similar to Adobe’s success with “Creative Cloud,” we
see the potential for significant migration of Exchange / Office 365 to the cloud, with pricing upside and
positive implications for the way investors perceive and value Microsoft.
Jeff will be making a presentation on Monday in New York City at the Active-Passive Investor Summit
and will be featuring Microsoft in his presentation, announcing our investment in the company publicly
for the first time. We have attached the PowerPoint deck of slides that will accompany his presentation at
the bottom of this letter.
**********
On behalf of the twelve partners at VALUEACT CAPITAL, we remain respectful of the confidence that you
have demonstrated in us with your investment. We will continue to work diligently on your behalf, and
look forward to keeping you apprised of the fund’s progress.
VALUEACT CAPITAL
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Performance Disclaimers
The Net Rate of Return is calculated using a time‐weighted methodology. Return figures reflect the reinvestment of dividends,
interest, and other earnings, are shown net of partnership expenses, management fees, and performance allocations, and are
geometrically linked to calculate the annualized and cumulative net time‐weighted return for various time periods. Performance
allocations are accrued monthly. Returns are unaudited.
Performance figures from the inception date of October 20, 2000 through September 30, 2004 are calculated based on ValueAct
Capital Partners, L.P., a predecessor to ValueAct Capital Master Fund, L.P. (the “Master Fund”). ValueAct Capital Partners, L.P.
was part of a conversion to a master‐feeder structure on October 1, 2004. Beginning October 1, 2004, all investment activity
was conducted by the Master Fund, which has six feeder funds (each a “Feeder Fund” and, collectively, the “Feeder Funds”), and
therefore performance figures from October 1, 2004 to the December 31,2012 are calculated based on the Master Fund.
Beginning January 1, 2013 to the present, the performance figures are calculated based on the performance of a model investor
in ValueAct Capital’s highest management‐fee structure that invests in side pocket investments. Currently, this fee structure
includes a 2% per annum management fee and a 20% performance fee over a 6% hurdle. Performance since inception includes
the impact of side pocket investments. Limits on the amount of side pocket investments, as well as the ability to opt out of such
investments, has varied over time.
The performance listed above is being provided to you for informational and discussion purposes only. All ValueAct Capital
limited partners invest in ValueAct Capital Master Fund, L.P. (“Master Fund”) through one or more of the following feeder funds:
ValueAct Capital Partners, L.P., ValueAct Capital Partners II, L.P., ValueAct Capital International I, L.P., ValueAct Capital
International II, L.P., ValueAct AllCap Partners, L.P. and ValueAct AllCap International, L.P. (each a “Feeder Fund” and,
collectively, with the Master Fund, the “Legacy Funds”). Actual returns are specific to each investor investing through a Feeder
Fund. Each Feeder Fund was established at different times and has varying subsets of investors who may have had different fee
structures than those currently being offered. As a result of differing fee structures, the level of participation in side pocket
investments, differing tax impact on onshore and offshore investors and Feeder Funds, the timing of subscriptions and
redemptions, and other factors, the actual performance experienced by an investor may differ materially from the performance
reported above. Past performance is no guarantee of future performance and the possibility of loss exists. You must refer to the
“Statement of Changes in Partners Capital” sheet for your specific performance net of all fees and expenses.
General Disclaimer
This report (the “Report”) is being provided to you for informational and discussion purposes only. This Report is not intended
for public use or distribution. The information contained herein is strictly confidential and may not be reproduced or used in
whole or in part for any other purpose.
This Report may contain a discussion of the performance returns of selected portfolio holdings. The determination of which
portfolio holdings are highlighted in any quarterly report is based on a number of factors, including information contained in
past quarterly reports, timeliness of information, and events that ValueAct Capital has determined, in its discretion, would be of
note to existing investors. Quarterly reports do not purport to contain a complete listing or description of all past or present
portfolio holdings.
In considering any performance data contained in this Report, you should bear in mind that past or targeted performance is not
indicative of future results and there can be no assurance that any Feeder Fund or the Master Fund will achieve comparable
results, that target returns will be met, or that the Feeder Funds or the Master Fund will not sustain material losses. Nothing in
this Report should be deemed to be a prediction or projection of future performance of the Legacy Fund.
While the information in this Report is believed to be accurate and reliable, the general partner of the Legacy Funds, its
affiliates, advisors and employees make no express warranty as to its completeness or accuracy. None of the general partner,
its affiliates (including the investment adviser to the Legacy funds), their employees, or the Legacy Funds undertakes to update
the accuracy of this Report. Any projections, market outlooks, or estimates in the Report are forward looking statements and
are based upon certain assumptions. Other events which were not taken into account may occur and may significantly affect
the performance of the Legacy Funds. Any projections, outlooks, and assumptions should not be construed to be indicative of
the actual events which will occur.
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This Report does not constitute an offer to sell or a solicitation of an offer to purchase an interest in any Feeder Fund. Any such
offer or solicitation may be made only pursuant to a confidential offering memorandum of the relevant Feeder Fund. You should
not consider the contents of this Report as financial or other advice.
Use of Projections: This investment summary contains estimates and projections, as well as certain forward‐looking statements,
some of which can be identified by the use of forward‐looking terminology such as “may,” “will,” “should,” “anticipate,”
“expect,” “anticipate,” “project,” “intend,” “believe,” or variations thereon or comparable terminology (collectively, the
“Projections”).
Projections are inherently unreliable as they are based on estimates and assumptions about exit and valuation multiples, and
events and conditions that have not yet occurred, any and all of which may prove to be incorrect. Accordingly, the Projections
are subject to uncertainties and changes (including changes in market valuation multiples, earnings assumptions, economic,
operational, political or other circumstances or the management of the particular portfolio company), all of which are beyond
the Legacy Fund’s or the Manager’s control and that may cause the relevant actual results to be materially different from the
results expressed or implied by the Projections. Industry experts may disagree with the Projections or the Manager’s or the
management’s own view of a portfolio company. No assurance, representation or warranty is made by any person that any of
the Projections will be achieved, that any portfolio company will be able to avoid losses or that any company will be able to
implement its intended activities. Neither Manager nor any of its directors, officers, employees, partners, shareholders,
affiliates, advisers and agents makes any assurance, representation or warranty as to the accuracy or reasonableness of the
Projections nor have any of them independently verified the Projections.
Numerical projections for privately held portfolio companies are based primarily on estimates provided by the management of
such underlying portfolio companies. We have not had an opportunity to analyze, verify or challenge the assumptions on which
these Projections are based. In some instances, the projections have been adjusted by the Manager to reflect a more
conservative outlook than the underlying portfolio company.
Because the Projections are presented on an individual company‐by‐company basis, the earnings multiples, implied share price,
and other figures do not reflect either (a) the effect of all fees and expenses on the profits to which an investor may ultimately
be entitled and (b) the effect of aggregation of profits and losses across the entire Master Fund portfolio. As a result, the returns
experienced by a Feeder Fund investor may be much lower than the Projections set forth in this investment summary.

Active-Passive Investor Summit 2013

Jeff Ubben

April 22, 2013

Disclaimer
The description and opinions expressed herein reflect the judgment
of ValueAct Capital only through the date of the presentation and the
views are subject to change at any time based on market and other
conditions. Facts have been obtained from sources considered
reliable but are not guaranteed. The information expressed herein is
unaudited, reflects the judgment of ValueAct Capital only through the
date of its presentation, and is subject to change at any time. Neither
the information nor any of our opinions constitutes a solicitation by
us of the purchase or sale of any securities. The information is
intended for qualified investors only and no action is being solicited
based upon it. No part of this material may be copied, photocopied,
or duplicated in any form, by any means, or redistributed without
ValueAct Capital’s prior written consent.

The VALUEACT CAPITAL Circle of Life
Quality business

Value
Creation

Businesses That Can Thrive, but Withstand Uncertainty

High Quality
Pricing
Power

Mission critical
Small part of customer costs
Sticky customer relationships /
high % of sales to existing

Industry
Structure

High switching costs
Few / no competitors or
alternatives
Little customer concentration

Barriers to
Entry

Typically intellectual property
Network effects / ecosystems
Regulatory

Recurring revenue, Predictable growth, High free cash flow

Adobe Recap - What We Said One Year Ago
Perception

Reality

• Outdated tech company

• Dominant Position in Core Markets

• At risk from subscription transition

• Subscription reduces piracy / version skipping

• Dead because of Apple / Flash

• Expanding opportunity with HTML5

• Missing the mobile revolution

• Mobile proliferation makes “write once,
publish everywhere” more relevant than ever

Adobe Performance Since
What They’re Saying Now:

ADBE Share Price vs.
S&P 500 Benchmark
ADBE
[+33%]

40.00%

• “Rips Off the Band-Aid;
Upgrading to Market
Outperform”

— JMP Securities, 12/14/12

30.00%

S&P 500
[+11%]

20.00%

• “Adobe: Journey from
Product Cycle Trade to
Investment”

— B of A, 12/14/12

10.00%

• “Adobe Systems: Shifting
Sands While ADBE is Building
Castles”

0.00%

— Morgan Stanley, 12/14/12

-10.00%

• “Adobe: Subscription
Transition Well Underway”

-20.00%

— Deutsche Bank, 3/20/13

Source: Capital IQ, 4/15/2013

We Think Microsoft Has a Similar
Perception vs. Reality Opportunity
Perception

Reality
• Enterprise company with software business
users value and manageability IT loves

• Can’t win consumers; dying with PCs
• Losing out to Google
• Irrelevant in cloud world

• Growing recurring revenue base; expanding
productivity suite
• Strong price-to-value and Office 365 is a game
changer
• Demonstrating an ability for Microsoft
Business Division and Server & Tools to
thrive independently
• Well positioned for hybrid cloud world

Headlines Focused on Windows & PCs
Win 8 lacks momentum, challenging our optimism
-Bank of America, 4/4/2013

Microsoft 8 launch fails to dispel doubts
-Financial Times, 10/25/2012

Microsoft can’t keep up in a mobile world
-Wall Street Journal, 4/11/2013

…we think the most important consideration is
whether Microsoft can regain share in the total
compute market for PCs, tablets and smartphones
-Goldman Sachs, 4/11/2013

PC headwinds continues to be a key concern
-Deutsche Bank, 1/25/2013

Enterprise is the Story
Microsoft Business Division (MBD) + Server & Tools (S&T)
In $Bn

CAGR

$45

+7.4%

$40
$35

$32.1

$33.1

$42.6

Revenue

$23.1
(54%)

EBIT1
(Margin)

$39.2

$34.2

$30
$25
$20

+8.0%

$15
$10
$5

$16.9
(53%)

$16.5
(50%)

$17.2
(50%)

2008

2009

2010

$20.9
(53%)

0
1Excludes

Corporate Expense and 2012 aQuantive Charge
Source: Company financial Statements

2011

2012

And This Story Should be What Matters
MBD and S&T as Percentage of Total Business
70%

% EBIT

65%

60%

% Revenue
55%

50%
2008

2009

2010

2011

These Businesses are now 70% of EBIT1
1Excluding

Corporate Expense and 2012 aQuantive Charge
Source: Company financial statements

2012

Forget About Windows, Tablets, and PCs,
Microsoft is in the Plumbing

“We make the world’s best plumbing, but we never
think about the toilet seat.”
-Bill Gates, 1990

And at VALUEACT CAPITAL, finding good plumbers is our specialty:

Enterprise Agreements are a Powerful Tool

Structure
• Priced by total number
of employees

Drivers
• Employment

• Number of business
• CAL requirements mean
applications
MSFT still gets paid
• Quantity of data
even if SaaS adoption
increases
• System Complexity /
Management
• New products are easily
incorporated into
existing agreements

X

Microsoft Continues to Move Enterprise
Customers to Multiyear Annuity Contracts
~58% of MBD and S&T revenue originated from annuity contracts in 2012
Deferred and Contracted Balance1
as a Percentage of Total Revenue
(MBD + S&T Divisions)

S&T Revenue: % Annuity Sales
55%

80%
75%

50%

70%
45%

65%
60%

40%
2007

2008

2009

2010

2011

2012

“Staying on the most recent version of
Windows and SQL Server is critical”
-CIO of a $30Bn company
1Contracted

not billed allocated in same proportion as deferred revenue
Source: Company financial statements

55%
50%
2007

2008

2009

2010

2011

2012

Microsoft Has Demonstrated Ability to Create $Bn+
Products Through its Broad Enterprise Distribution
Product

Revenue

Growth Rate

>$2Bn

Growing Double Digits

>$1Bn

Growing >20%

>$1Bn

Growing Double Digits

>$1Bn

Growing Double Digits?

>$1Bn

Growing Double Digits?

Source: SharePoint revenue from 11/12/2012 press release; Dynamics revenue from company financial
statements; all other values from MSFT presentation at UBS Tech Conference, 11/15/2012

And Has Plenty of Room to Grow
Product

Revenue

Market Opportunity

$400mm

$17Bn Unified Communications Market

>$2Bn

$9.5Bn Content Management, Project
Management, and Collaboration Market

>$1Bn

$4Bn Server Virtualization Market
$19.5Bn IT Operations Market

$200mm?
>$5Bn
Source: Market Size estimates from Gartner

$1.2Bn PaaS Market (growing quickly)
$28Bn RDBMS Market

SQL Server is a Particularly
Compelling Share Gain Opportunity
Success Already…
MSFT RDBMS Revenue1

% MSFT Share

$5Bn

$4.7Bn

18%

$4.1Bn

$4Bn

$3Bn

And Gaining Momentum2

$3.6Bn
$3.1Bn

$3.3Bn

17%

$2.7Bn

$2Bn
16%
$1Bn

• SQL Server 2012 is reaching
feature parity with ORCL
(still ¼ the cost)
• Now priced by core rather than
chip to close revenue vs. unit
share gap (18% vs. 50%)
• 75% of all 3rd Party Applications
are now able to run on SQL
Server
• RDBMS Market should benefit
from growth in data warehouses

15%

0
2007

2008

2009

2010

2011

2012

Grew 1.5x the market in 2012
1Source:
2Source:

Gartner, Enterprise Software Markets 1Q13 Update
Calls with users in industry and tech analysts

System Center / Hyper-V
Following Similar Path to Revenue
The rapidly growing, $4Bn+ server virtualization market is the next opportunity
Virtualization Software Market (CY11)

2%

7%

8%

Other
Parallels

1%
2%

6%

1%

8%

• 2012 release of Hyper-V is a substantial
step toward feature parity with VMware
• MSFT gained 4 points of share in
2012

28%

Citrix
HP
IBM

82%

Microsoft
VMWare

56%

Unit Share

Microsoft Will Begin to Monetize this
Opportunity:

Revenue Share

Source: Jefferies, MSFT Initiating Report, Sept. 2012, Data from IDC.
Market size data from Gartner.

• Monetized 2 ways:
• System Center (growing 20%)
• Increased demand for premium
versions of Windows Server

Office Does Not Need Windows For Protection
• Ubiquitous and familiar around the world
• 750 million1 users worldwide
• Embedded into Enterprise Agreements
• Over 60% of sales
• A platform for thousands of 3rd party applications
• Low cost to value for a mission critical tool
• Often ~$100 per year
• Real and valued innovation in collaboration tools

• Office 365 limiting Google’s main selling point
1Source:

Steve Ballmer, Worldwide Partner Conference 2011

Office 365 Opportunity
Case Study: ValueAct Capital
• 30 Users
• 4 year Upgrade Cycle

Win-Win
• Less reason to consider Google
• Cost savings for us

Annual Cost Per User:
$153
Server Hardware
Windows Server 2008R2
Exchange Server 2010
Exchange CALs

$150

$25
$6
$6

• Revenue uplift to Microsoft (20%)
• Stickier relationship for future products

$128

$16

$150

Office 2013

• Easier to deploy latest version

$100

Office 365
Small Business
Premium

With Additional Upside:
• Combat piracy (42% of all
software was obtained through
piracy in 2011 according to the
BSA1)
• New use cases (e.g. email for
non-knowledge workers)
12011

Transactional

Office 365

BSA Global Software Piracy Study, May 2012

The Enterprise Business Can
Thrive Independent of PC Sales
We’ve seen these businesses decouple from the PC market
Correlation of MBD + S&T Revenue with Number of PCs Sold Since 3Q 2008
Adj. MBD + S&T Revenue

PC Sales (Units)

R2 = 0.5347

Office 365 can accelerate the decoupling
Source: Gartner PC sales data and company financial statements

R2 = 0.1065

The Microsoft Valuation Doesn’t
Make Sense No Matter How You Slice It
Microsoft

Enterprise Value $200Bn1

1

Under the Most
Conservative Assumptions

$ Value

Multiple

’12 Revenue

$73.7Bn

2.7x

• $20Bn impact for offshore cash

’12 EBIT2

$28.0Bn

7.1x

’12 After-tax
UL FCF

• Treat stock based compensation
as a cash expense

$24.1Bn

12%

’12 EPS net
cash

$2.14

11x

’10 – ’12 Revenue CAGR

9%

’10 – ’12 EBIT CAGR

8%

’10 – ’12 FCF CAGR

15%

Assumes $29.00/share
aQuantive impairment charge of $6.73Bn

2Excludes

• Full 35% tax rate

What About Windows?
Call it an Exercise in NPV
Pick your Windows decline
Windows Division Value to MSFT Shareholder

Contribution
Margin

$3.73
70.0%
75.0%
80.0%
85.0%
90.0%

Assumed Annual Decline
0.0%
(5.0%) (10.0%) (15.0%)
$7.02
$5.47
$4.17
$3.11
$7.02
$5.35
$3.95
$2.80
$7.02
$5.22
$3.73
$2.49
$7.02
$5.10
$3.50
$2.18
$7.02
$4.98
$3.28
$1.87

Impl. 2018 Rev. $20,116 $15,566 $11,878 $8,926
Impl. Current EV $59,271 $44,103 $31,470 $21,018

Calculation Details
5 year DCF with WACC of 9%; 0% perpetuity growth.
Assumed 35% tax rate, 6.5% normalized corporate expense.
FCF & EPS both fully burdened for stock-based comp.
Capex and D&A assumed to be equal.

Proposed Value of DELL
Sale, while Windows has
~4x the EBIT

Even Giving Minimal Credit to Windows,
the Rest of the Business is Still Too Cheap
$29

Current Share Price

-$4

Windows Contribution

$25

Remain-Co Share Price

Multiples Without Windows

Remaining TEV1: $166Bn

Value

Multiple

’13 Revenue

$58.8Bn

2.8x

’13 EBIT2

$19.9Bn

8.3x

’13 UL EPS2,3

$1.53

12.8x

’13 UL FCF2,3

$1.69

8.6%

Net Cash +
Investments/Share4

For comparison:

FCF @ a 35% tax rate and burdened for stock-based compensation
MSFT

ORCL

IBM

INTU

Normalized 2013 FCF/TEV

8.6%

7.1%

6.4%

5.3%

’11-’13 Revenue CAGR

7.8%

2.2%

(0.3%)

10.4%

10.5%

5.7%

6.5%

11.8%

Ex-windows

’11-’13 EBIT CAGR

Source: Non MSFT values from Capital IQ; EBIT CAGR does not include SBC or amortization of intangibles
$20Bn impact for offshore cash drag
2 Assumes corporate expense load of 6.5% of sales
3Assumes full 35% tax rate; also treats stock-based comp as a cash expense
4Again, assumes $20Bn offshore cash drag
1Includes

~$5.30

Especially when compared to a wide range of peers

50.4x

NTM EBIT Multiples

28.8x

23.0x
19.5x
16.8x

MSFT less
Windows1

15.7x
13.2x 12.7x

CRM RAX

11.3x 11.0x 11.0x 10.9x
10.5x

RHT ADBE VMW CTXS INFA SAP ADSK INTU TIBX SGE

8.7x

8.6x

8.3x

8.3x

7.6x

7.6x

7.1x

IBM OTEX SYMC BMC MSFT ORCL EMC MSFT
(adj.)

6.2x

CA

25.3% 18.9% 14.7% 12.8% 15.3% 12.3% 12.6% 9.2% 7.6% 9.9% 9.1% 3.5% 3.1% 5.0% 2.6% 4.1% 8.0% 5.5% 9.1% 5.7% 0.7%

’13-’15 Revenue CAGR
Note: MSFT TEV includes $20Bn impact for offshore cash
Source: All non-MSFT values downloaded directly from Capital IQ on 4/9/2013
1 Assumes corporate expense load of 6.5% of sales ($3.8Bn)

Microsoft has Seen its Share of Challenges Before
Challenge
Network-based Enterprise Computing
“Can LAN lord Novell extend its territory?”

-Business Week, 9/1/1991

Web-based Computing
“The internet basically blew apart
[Microsoft’s] whole strategy.”

Year
1991

1995

-James Clark, Founder of Netscape

Java (O/S Agnostic Framework)
“Java flattens the playing field for
Microsoft’s competitors.”

1997

-George Gilder, “Will Java Break Windows”

Server Virtualization
“VMware…can start to supplant operating
systems from below.”

2009

-NY Times, 8/30/2009

New threats don’t mean Microsoft is going away

Still Positioned for Technology Evolution
• Products deeply embedded in workflow
• Enterprise-wide agreements
• Active .NET Community: “Developers, developers, developers”
• Cloud agnostic compatibility
Office 365 further enhances durability

Largest cloud company ever?

