



















































































Peek into Next Generation - ERTS on Xbox 360
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Guiding Principles

Most advanced hardware technology may not capture the highest
share, as content is king and timing, marketing & distribution matter

Hardware manufacturers help create virtuous cycles with favorable
business models for 3" party software publishers

Hardware capability has dramatically improved realism of game
play, while the expansion of genres drives inclusiveness & variety

Interactive Entertainment is an activity that is not necessarily youth
or male-dominated

Marketing (and distribution) can be as important as product
development, especially when dealing with younger demographics
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Guiding Principles

Broadband adoption affects both the quality and quantity of
Internet usage, including potential for online gaming, by enabling
higher quality content and more seamless game play

Online gaming should benefit franchises and / or serial software
titles disproportionately through network effects

Competitive hardware environment should benefit 3" party
publishers with more favorable royalty terms & expanded
demographic profiles

Online distribution models could materially increase operating
margins for independent software publishers longer-term (5-10+
years), owing to elimination of wholesale discounts & inventory
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Industry Catalysts
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Near-Term Catalysts

Handheld introductions may smooth the transition to the
current cycle — PSP and DS may drive additional title volume in
the near term

Mobile downloads continue to provide an alternate, growing
channel

Strong franchises drive growth —

— Existing catalogue sales, such as Madden & Need for Speed by ERTS,
or Tony Hawk / Call of Duty by ATVI, remain core to the business

- New titles, such as Godfather by ERTS and Gun by ATVI, show promise

Easier Y/Y comps for ATVI & ERTS this holiday season — no
“must-have” titles like Halo or Grand Theft Auto slated for release;
key franchise titles from ERTS & ATVI look strong
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Longer-Term Catalysts

Next-generation console introductions

Xbox 360 — behind the buzz there is an impressive product
and service

— 25-40 titles slated for launch

— 160+ titles in development

~ Seamless transition of Xbox Live from existing platform
— Free limited Xbox Live (Silver) access

Online gaming shift should drive revenue and operating
margins with network effects, micro-transactions and premium
content offerings

In-game advertising remains substantial opportunity, as
consumer media usage continues to drift from traditional
sources (TV, radio, newspaper...)

Mobile gaming remains long-term opportunity — data
represents 5-10% of US carrier revenue, with ringtones
representing the bulk of it
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Business Model
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Operating Leverage in Models Driven by IP

o Blockbuster IP licenses have the highest costs... and the lowest
margins

e ...but can drive margin expansion through scale — ATVI F2005E
operating margin of 13%, ERTS F2005E operating margin of 23%

Blockbuster IP Typical IP Wholly Owned IP

Units Sold 500 10,000 500 10,000 500 10,000

Revenue $17,500 $350,000 $17,500 $350,000 $17,500 $350,000

Operating Margin (33%) 46% (25%) 54% (16%) 64%

Margin improves with migration to wholly owned IP

Source: Morgan Stanley Research, Keith Boesky. Boesky & Company.
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But Migration to Owned IP has Creative Risks

Morgan Stanley Interactive Entertainment Software Revenue Matrix — Positives and Risks

Typical IP Typical IP
Usually evergreen IP such as sports or fictional characters Publisher-created characters, stories or franchises

Success Factors Success Factors

Strong development talent base Leading creative talent base

Experience in brand management for serial titles Strong development talent base

Risks I | Experience in brand management

Increasing potential of exclusivity agreements nterna Risks

Brand competition among non-exclusive licenses Developments creative risk in franchise development
Notable Properties Studio Notable Properties

EA’s Madden NFL, Activision’s Spider-Man Microsoft’s Halo, Nintendo’s Legend of Zelda

Licensed Owned
Intellectual Intellectual

Property Property
Typical IP Typical IP
Usually associated with one-time event (e.g., movie) Publisher-owned IP expanded/updated by new developer

Sometimes associated with handheld or other smaller platform Developer-owned IP exploited by publisher

Success Factors Success Factors

Strong business development and IP negotiation experience External Negotiation of co-publishing relationship including potential for
Strong relationships with independent studios Development equity interest in developer

Experience managing development deadlines Studio Identifying developer-owned IP for acquisition

Risks Risks

Managing release schedule with original IP release / event Risk of increasing royalty rates for developer upon success
High production costs associated with development window Risk of acquisition of developer by another publisher

Notable Properties Notable Properties

Take 2/Visual Concepts’s ESPN, Atari/Dimps’s Dragonball-Z Nintendo/Retro’s Metroid Prime, EA/DICE’s Battlefield
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Internal Studio and IP Landscape
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Competitive Landscape

It is really EA vs. the rest...We analyze the industry from this
perspective, given EA’s long market leadership; in this way, we can
better understand not only who leads the market, but why

Our competitive framework is organized by platform (console,
handheld, PC and online) with diverse drivers within / across platforms

Software competition is generally intensifying as 15t party (Sony,
MSFT, Nintendo) and smaller 3" party developers (ATVI, THQI,
TTWO, Ubisoft, etc) all compete to produce blockbuster titles

Hardware competition is great for software developers — more
devices mean more consumer choices, driving higher quality console designs
competing for shelf space...ultimately enabling royalty negotiations between
platforms and software developers
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“The Virtuous Cycle’

Popularity &
High Console
Market Share

Successful Economics =

+ Large Installed Base

+ Low Royalties

+ Low Mfg. Costs Strong

+ Strong Dev. Kits Development
+ Online Platform Economics

Strong Third-Party
Support
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Revenue / Pricing / Risk

« Revenue booked based on orders from retailers and
recognized on shipments to retail channels at a wholesale price
per unit (10-15% discount to retail)

o Pricing decreases on software titles at the end of each cycle
(and we are at that point now!)

o Risk on retail margin belongs to the publisher

— promotes sell through vs. returning product to publisher
— publisher “makes good” on margin difference to retailer

— publishers make provisions to accounts receivable for this sell-
through curve — “makes good” on margin difference
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Simplified Cost Example

Retail Price per Unit Price of game on retail shelves
Wholesale Price per Unit Price software developers receive

Cost of Revenue per Unit
Manufacturing costs Cost of pressing an optical disk
Packaging costs Boxes and shipping / distribution
Hardware royalty costs Paid to hardware manufacturers
IP License costs Paid to content providers

Gross Profit per Unit*
Gross Margin Range

Operating Expense per Unit*
Research & Development Cost of developing new games
Sales & Marketing Cost of promoting brands and games
G&A General and administrative costs

Operating Profit Per Unit*
Operating Margin Range -1%

* Does not take into account changes in revenue recognized or unit pricing
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Capitalization Considerations — ATVI vs. ERTS

A

Capitalizes software development costs once Does not capitalize software development costs
technological feasibility established and costs
determined to be recoverable

For product release, capitalized software Royalty-based payments made to content
development costs are amortized to cost of licensors and distribution affiliates are generally
sales—software royalties and amortization capitalized as prepaid royalties and expensed to
based on the ratio of current revenues to total cost of goods sold at the greater of the
projected revenues, generally resulting in an contractual or effective royalty rate based on net
amortization period of six months or less product sales

Total of $106MM in software development and Total of $76MM in royalty-related assets on
IP licenses on balance sheet as of CQ4:04 balance sheet as of CQ4:04
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Tie Ratio Implications for Profitability

The tie ratio, or software unit sales to hardware unit sales, has significant implications for MSFT and Sony

As tie ratio improves, operating margin improves for hardware manufacturers, particularly for a
money-losing console

We believe Microsoft and Sony will continue to drive (and benefit from) rising tie ratios in the coming cycle

Actual Tie Ratio vs. Operating Margin for Hardware Manufacturer
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Source: Morgan Stanley Research. Assumes 20% first-party market share, $18 profit / first-party software unit, $7 royalty/third-party software unit, $135 wholesale hardware
price, $40 wholesale first-party software price and $50 operating loss per hardware unit sold.
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Activision & Electronic Arts
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Attractive Fundamental VValuation - ATVI

Market Price DCF
$18 $25

Discounted Cash Flow

Discounted P/E (Base)

Discounted P/E
(Upside)

Discounted
FV/Revenue (Base)

Discounted
FV/Revenue (Upside)

Source: Morgan Stanley Research.
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Attractive Trading Metrics - ATVI

o At 21.2x F2007 P/E, trading in line with YTD FY2 P/E of 21.3x, and previous
cycle (C2000-C2002) average of 22.3x

« Opportunity for multiple expansion as console cycle progresses

ATVI — 10 Year FY2 Price / Earnings Range ATVI—5 Year FY2 Price / Earnings Range

I FY2 Price/Earnings Range I FY2 Price/Earnings Range
—— Average —— Average
389

Source: FactSet, Morgan Stanley Research.
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Solid Fundamental VValuation - ERTS

Market Price DCF
$58 $67

Discounted Cash Flow $63

Discounted P/E (Base)

Discounted P/E
(Upside)

Discounted
FV/Revenue (Base)

Discounted

: $50
FV/Revenue (Upside)

$25 $35 $45 $55 $65 $75 $85

Source: Morgan Stanley Research. Equity Value per Share
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Solid Trading Metrics - ERTS

o At 30.4 F2007 P/E, trading in-line with YTD FY2 P/E of 29.2x, and previous
cycle (C2000-C2002) average of 37.7x

« Again, opportunity for multiple expansion as console cycle progresses

ERTS — 10 Year FY2 Price / Earnings Range ERTS — 5 Year FY2 Price / Earnings Range

I FY2 Price/Earnings Range I FY2 Price/Earnings Range
Average Average

Source: FactSet, Morgan Stanley Research.
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Interactive Entertainment Company Comparables

(US$ in Millions, Except per Share Data)
C2004A 9% Price Change @
C2004A  Operating
Company Country  Price |Market Cap] Revenue @ Income @ 2004 2005YTD

Microsoft us $25.19 | $271,400 $38,475 $18,507 (2.4%) (6.1%)
Sony Japan 35.50 35,401 72,081 1,292 12.4 (8.9)
Electronic Arts us 58.98 18,078 3,173 790 29.4 (4.4)
Nintendo Japan 103.45 14,646 4,680 979 33.6 (17.2)
Activision usS 17.73 3,577 1,365 192 66.2 17.1
Square-Enix Japan 29.91 3,304 575 176 24.5 1.7
Konami Japan 20.81 2,904 2,486 370 (21.0) (9.7)
Take 2 usS 27.80 1,983 1,128 100 20.7 19.9
NCsoft Korea 75.48 1,523 142 27 46.0 (6.2)
Namco Japan 13.70 1,510 1,569 136 (6.0) 5.0
THQ us 29.78 1,214 641 49 35.7 20.8
Midway Games us 10.93 949 162 (15) 171.0 4.1
PEENE S us 5.04 863 267 (7) 16.0 (24.0)
Ubisoft France 48.08 868 508 (17) 19.0 33.0
Jamdat usS 27.57 682 37 1 == 33.5

Total $358,902

Source: Based on Conversion Rates as of 6/14/05, 1 US$ = 7.8 Hong Kong Dollars; 1 US$ = 109.47 Japanese Yen(1) Based on MS Research, FactSet.
A = Actual
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Summary and Investment Conclusion

Content remains king — publishers should be well positioned to
benefit from product cycles driven by next generation platforms

Medium continues share gains of consumer time / spending —
one of only two segments of consumer media, including Internet, that
IS growing

Secular changes should mitigate some cyclicality of business

- Mobile devices (handhelds & phones) — near-term
— Online console gaming & in-game advertising — medium-term
— Online distribution model for software — long-term

Leading software publishers, ERTS and ATVI, should continue
to refine their operating structures and benefit from scale
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Disclaimer — www.morganstanley.com/techresearch

Other Important Disclosures

For a discussion, if applicable, of the valuation methods used to determine the price targets included in this summary and the risks related to achieving these targets, please refer to
the latest relevant published research on these stocks. Research is available through your sales representative or on Client Link at www.morganstanley.com and other electronic
systems.

This report does not provide individually tailored investment advice. It has been prepared without regard to the individual financial circumstances and objectives of persons who
receive it. The securities discussed in this report may not be suitable for all investors. Morgan Stanley recommends that investors independently evaluate particular investments and
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circumstances and objectives.

This report is not an offer to buy or sell any security or to participate in any trading strategy. In addition to any holdings disclosed in the section entitled "Important US Regulatory
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companies covered in its research reports on a principal basis.

Morgan Stanley makes every effort to use reliable, comprehensive information, but we make no representation that it is accurate or complete. We have no obligation to tell you when
opinions or information in this report change apart from when we intend to discontinue research coverage of a subject company.
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