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Prolile

Atari Corporation is ane of the largest many-
facturers of ;.;en‘-unul compuiers ond video
game systems In tha world. Through aeative
opplication of odvaonced technologies, the
tompany consistently offers customers “Fower
Without the Price”” Al the condusion of the
year the Corporation met the qualifications to
be noted as one of the Fortune 500 companies.

The Corporation's products indude the Mego
and 5T lines of cdvanced personal 16 732-bi
computers, the XE line ol 8-bit computers, and
Atari XE, 7800, and 2600 video gome systems,
peripherals, accessories, and o growing librory
ol computer and video game software. These
are sold in clmest every country in the world.

Atari bs @ multinational compony employing
mere then 4,000 people. Corporate head-
quarters, induding researth, development,
and prodod design are locoted in Sunnyvale,
Colifornia. The Federated Group, Inc., ocquired
in October 1987, provides the company with
electronk spedalty retall stores throughout the
western UnHed States. Additionally, wholly
owned subsidiaries ore maintoined in Avstralio,
Benelux, Conodo, Denmark, Franco, Htaly,
Jupan, Norway, Maxico, Spain, Sweden,
Switzerland, Tolwan, the United Kingdom,

the UnHed Stotes, and West Germany.




o Our Shareholders:
1987 has boenan cventlul and exanngz vear. Jowas 3 vear that aw sabs of Aun aomputn
anad vidoo pame wwstems neach news socond highssa vear ino which Aun imnoduaad 2 namber
of iew pronducts; amd n w1 perod in which the Comporation extemdad is vertieally aruaumad
urganrzanon by soquinng te Federanad Group, Ine., 2 chain ol consumer datnunic sums.
Sales Growth Nt ales tor the Corporation, with the Faderated Grsp, Ine., were a novond

Syuzarzzes vompanad w S248,131.520, an incrneas of 917 s over thae sanwe peniond i 1ysh.

Operanng maoime was $64.629,203 comparad 1o Sy8.4.202, an increase of 362, and income
butone extracndinany item nne w S43,052,50¢ companal to S24.242.200, an invrease of 7652 Famings
por share bor 1987, befon: extimondinany: em, wiere 26 anmpanad 1 S.53 in 1986, an increase of 3372
Reults for the Corporation withour Federaied s net s for 1987 were 2 naoond $363.887,00¢
companad w S248.31.502, an merease of 3172 over 1986, Operating Uammie was $72,216,008 com-
parad 1 S3¥.215.00¢, an incnease of 49° 2, and income bedone extmondinan: iom nse 1o Sg6,612,55¢
from Sa4,242,002, an increase of 8672, Eaminges per dhare for 1987 buone extraondinan: mem wore
S8z companad weS.g3in 1986, an e of §i7

Prododt Growth  During the fire quarter of 1987, At ndeased a new disk drive, mded xig51, for
its 8-bat line of computens. In the thind quanter the inllowing products entened dismibution channeds:

® vy GAx penonl computer B rovyy monechrome monitor— ® 7y A ganwe amd com-

= v Gy penonal computer ® 1 g5 dink dove puter softwane products
® 5y 182y Liwr printer ® ropizzy hand dave ® [us nuny maore 3nd

® 101 peronal computer ® 5y 202 modem party programs for bus-
® v personal aomputer ® 31 Vadkeo Gamwe Svstem mess amd poraonal e,
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Market Growth  Our commitment to an intermational marketing stratgy has resulted in 3 dramuaic
inwrease in European sales of the Atn g2357 and 123557 personal computers., Denand for thee
produces throughow Europe rose so sharply: during 87 thar we were lorced 10 postpone our
marketing asault on the United Suances. We are aniving w incrcase production capacity in onder

w mevet demamd. This situation is expected to improve during the socond half of 1988, and we
anowsly kook forwand w it because the Lingest marke s sl ahead of us.,

The Powerof Atari  Inherint in evury prxduct we buikd is our promise of, “Power Without the Pricc”
but behind cach product i the real power of Aun—its people. The Arn wam, many of whom
huave wurked waxther for many yean, share a unique undersanding of sur customens” produst
nevds. The succes of this philonophy: can be seen in the desizn of everns priduct we tike o mark,
The Musical Instrument Diggtal Interface (i) ports, for example, are built into all st and s a
swatens. The importance of thewe enhancements, which permit musivians o connea dectnomic
syatheszens and instruments w their computers, has helped Atan ain a subsantial market shane
of the music industry. Many antists in the commeereial music busingesa, as well as companics

n the ilm and video communiry, are beygnning w standandize on At 5T svstems w svichronize
thar video and audio sound racks.

Today the sT is an essential instrument for such top rconding artises as blues greac BB, King.
Rz punist amd componer Oscar Peterson, the inter Sisters, Tangerine Drcam, puitansts Lew
Ritenour, Mick Heetwood of Flectnasod Mae, and many more.

himmy How, the professional musicans’ suni expent, who has introduced numenous anists to
the wonder of this technology, s, “Of all the computers 've usad, Atan seems o react fses
and have the best yimon timing o make it sound the most natural with what vou put in there”
During 1987, viden games werein overwhelming demand, particulady in Nonth America. Sals
of bur new X1 game syvem were impressive. A number of new software tiths have been added

tur the thousands of programs already available for this high-nsolution game sstem.



Qur 782¢ Prosvaiem game comsole, which plays both 2609 and 7800 pames, was suppontad by
Avanery of exating new ttles introducald dunng, the year, Our 2650 game svstem maintainad its
umivensal populanty, A new generation of voung game plavers, couplad with the release of pew
software and the introduction of many proven classics, has helped 1o stimulate sales, Marketing
cftorss in the United Sttes were suppontad by a senies of wehovision commeraials ungeted an
parents and ther children.

Corporate Growth  Our nurketing cfuns, distnbution channeks, and plans for rosth are
vonsuntly bang evaluated ona obal basis. Duning the past vear, new sales subsidiaries were
openald in Swaden, Span, Avstrali, amd Mevico.

On October 4. 1987, we acquined the Faderared Group, Inc. This spectalty: chain of 68 dlectronic
retal stores basad in the Western United States offers a wide rangy of sterew, video, and other
mtclligent cloctronic products. The stons have sustainad operating ksses for the List two vean.,
In an effort 1o v this tend, we hanve already begun o make sgnificant neductions in the fixed
overheads of this operatton, However, in spite of our acsons, we sill antiapate operating loses
tor the first three quartens of 1988, when ales are seasonally bow, Commections ane now: being
muasde o create a positive sales environment by imprwving mangns and introducing a new ranpy
of private bbed products. We expect the Inderatad sons 1o chrse the vear at brak-aven.

Aun’s vertical inteygration plan is not vet complete. We ane presently secking w acquire, or form
A strateae alliance with, 3 semiconductor manutactuning plant. There ane many obvious reasons
tor this move. One example worthy of note concerns the present Dhmamic Random Access
Memony (nrav) dilemma tacing the entire consumier dectronios indusarny.

Revent povernmental agreemients huve incneased the cost of prases which has had a dint effea
o gross mangns, Thas federal interfenenoe also caused a dowdown in prduction, and plicad

these cnncal deviees in very short supply, Qur devire v enter o 3 manubactuning arrangemient
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will help o accomplish a number of important obpectives for us, Namely, it will assure Aun

of a constant supply of components while insulating us agains adverse market conditons.

It wall also avcelerate the spoad of getting new goods o market while allowing us w gain greater
acess to the rescarch amd development in this vital part of our busines.

Feture Growth  [n the vear ahead, we will be expanding our vy line by introducing a 32-bit svstem
dnven by the 65252 Motorol mucroprocessor. Wee view this excepronally powerful worksttion
as 2 logcal extension of vur 68z22-hasad senes of peronal computens., The new: 68232 unit will
leature on-chip memon: management and cache providing extremely fast imemal kas opera-
uons. With an industry-sandard vy operating system, the 68232 will enter the narketplace
n the tourth quaner, tully supponal by exiang software for office automation, enginecring,
dauhase management, and waendfic applicatons. This superh technology undencons our con-
unuing commitment o develop the most advancad personal compatens, And sinee we beliee
that the operative word is “personaly the technology we bring to the office wday will be in the
home in o vears

Tooo vears ago Aun announcad the cn-roM as a computer peripheral for home and office use.
Is application was extraondinary, but ity cost was excessve. Today, this equipmant can be manu-
Erturad o retail at a reasonable price, and we wall be neleasing our co-roa Lier in the vear,
Using compact disks as its media, this unit wall offer both audio and rexd-only data for usens
requinng vast banks of informanion. Fach condensed dink can hold up to 535 megabvues of
information. That's enough storage space o contain eght 25-volume sets of encvelopadias, tx
iformation, and any other reference matenial whene instant, easy acvess s noquinad.

§want ter thank our many customiers, suppliers, and dedicatad emiplivees for their contributions.,

[ ook forward to thar continued efforts in making 1988 an even mone profitable vear.

Sav Teasin o, Prsadem



tari is a houschold name in every comer of the world. Throughout Europe, North
and South America, the Middle East, and all across the Pacific Basin, Arri producs
are at work or at play.

In carlier years, youngsters everywhere spent many afterschool hours discovering
the enjoyment Aniri brought home. Forunately or unfortunately, we all grow up.
Today's men and women are now discovering that Atari has grown along with them.
Last year alone, we broadened our hardware line by introduding mulimegabyte
computers and the new X& system. Every new product redeased bears the Ann
hallmarks of curting edge rechnology and affiordability. Our new xu system, with its excellent
resolution, is a versatile high-end game system as well as 2 home computer with over 64,000 bytes
of Ras. The new MEGA series of personal computers is fully compatble with our Aari sT systems
and builr w handle vast amounts of information. The MEGA2, with 2 millon bytes of Ras, and
the MEGA4, with 4 milBon bytes of RAM, have DA ports that transfer dam ar a blazing speed of
1.33 megabytes per second. The systems have a buth-in BriTTER chip thar acoelerates screen graphics
and text scrolling by a facwor of ten. The new Atari suuSoy iser printer represents stxte-of-the-art
capacity and relics upon the sysmemis exceptionaly high dita ranster e, the process of publishing
documents is many omes Gster than most other brands on the market today.

The powerful performance range and realistic pricing structure of Atari systems are continuing

to arract the worldwide anention of imporant sofrerare developers such as Microsoft, Heymanns
Verlag, Michtron, Hybrid Arts, Metacomeo, Soft-Logik, G.O. Graphics, and many others. These
leading companies have added unique sofrware programs to the thousands of Gues thar are now
being used by Atari owners throughout the world.




Last vear m Wist Germany, Auan s2as7 and 12gest ssstenn achinad a g5 shane of the nen-
cumpanble peronal computer nurke. The prouncoe of these two computens s a fanuliar vdu

i the clisroom, Libs, and dormatories of such Universities as Hamburg, Berlin, Boan, Munich,
Frankfurt, Mane, Stungan, Konstng, Karwuhe, Frethung, Ulm, Dontmund, Bremen, Hannover,
and the st continues.

In the cmygneening amd saivnufic communities of Wist Germuany, companies such 1s pEsy, one of
the vountrys most imporant scientific neseanch centers, and in the chemical bibs of Bast, the
madical babs of Baver, the deign conters a1 parws, and the aineraht corporations of suns and Duormier,
Atan s rizht ar home. In fac, Aun commands 1252 of the entine market for computens netailing
oner 130¢ Dieunsch Marks.

Ao sT systems help heep track of meg koads of case dam and courtroom barths for Wit
Germany's busy pudictal system, Bamtdes on the chessboand ane often equally challengging, Thestine:
wurhd chess master Garry Raspanov wes his apca systom with ChessBlase, atechrocal chess
danhase, 10 work throwgh stratgges and propane s smaching asaulbs,

In Crechoslovakiy, the German Democratie Republic, and Moland the Atan S2eny amd 653
computers have gamed brand dominance amd ane among; the moss popular systems being wokd

m thewe countries.

In Switraland, Aun st svaems hne made impresave gams in the business and technical commu-
nities. Such beading qompanies 1s sRG, the Sus bnoadeasting company; asta-Bromm Boven,

one of the country's lanaest indusenial nescarch eenters: GRD, the Diepartment of Difense; anad crre,
the Furopean Onginizason for Nudear Rewanch, are now using At st equipment. Aun st
have made improvive giins in the Swiss educational marke, whene they wday ovcupy 2 3272
share of thrs vrul arca,










T Tromch pevss b bty e Awan. a1 systemm are a1 wark helping w jenerane anicks on 4 dady

baniv at Ot Seowe, 2 mopor French newspaper, and Al Mated, the natonal news magazine.
Aun atyane abo pan of the wam ar Radio France, sie, the national tehovision company, and 1
1), the Parts prows training center, The popular French newspaper., Ledvmaion, has oquipped i
entire euditonal s with Aun iegest swstems Even the paper’s in-house cnployoe newskoner

r pronduond an Aun s1 systems using two Aun siasay biser printers. Qur systems ane ar the
Mineanes of Cubure, Army;, Transportation, and Agniculiure, They are aba in plice a1 €1 a, the
IFrerch Atomic Research Center, €&, the National Scentifie Research Insitute, and exas, the
French Space Center.

R i, the Nasonal Instinae for Transportagon nesearch, a Linge number of 124257 anc beng
wad av conomical workstations connectid w a Ly mainframe. Through a spocia emlator,
Atari w1 are able o work dineady with vector data, therdn: frocing the central compater from this
k. We ane pleasad that the French people have wdcomed Ann so-enthusasseally.

The United Kingdom's marketing straty during 1987 callad for greater distribution of At st
systemms and actumg the Aun mewage wo the people” By vear end, rewaiters like Comet, Dixons,
The John Lewis Partnership, and W H. Smith, phus hundreds of indeperdens stones, wen paovading
A stromy: prseriee a1 the retadl kevel. This exposure combinad with tkevision commencials and prim
sy ertang enabled Atan v wgain a 427 s dane of the it-hit computer marke,

MLyor conters of hagher learnimg xuch as the School of Thermudynamies 2 Serathdyde Universiny
in Clregrrw, Kem Collope's Department of Compunng amd Mahermatios, and the Univenities

of Sensthampeon and Suvey wload Aun f2237 and 124351 o,
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The ermi Natonal Acocderator Laboratory in Bazasia, [llinais, is perfups the workds beading

particle recarch physics center. In study areas buth above and below: the ground, scentists fram
all over the worhd are emgagad in the pure fundamental research of dementan: parice division.
Much of thar work deals with imposing partiche beams into a nsclous tw determine the firut com-
poerns of tmanter, Computers are essential wols in this research. Dr. Helmut Braun, a visiting
physaig from the University of Wupperul in West Germany, is extremdy plesed with the
veratile performmunce of the many At s1s beings used as el wrminals neraurkoed w
Control Dt Corporation and Diggtal Equipment mainframes.

Primury school students enuy the benefiss of At as much as particke divisin expert. In over
1,203 schiols across the Unised Seares qudents Ik those in Escambia County, Bonidy, use Aari
124357 wwtems o kearn muth, rexding, and Linguge skills. The sofrware is the coc sicronost
Imtructonal System offered by Computer Curriculum Corparasion of Pabo A, California. This
sofrmare, which was enared exprossly for the Atan system, mezsuns and reports studenr perhrm-
ance and sdueses the kevel and content for cach pupil. Acvonding t ecc, “The Atari st computer
was schwtad for its exedlent praphies capabiliry, higgh memen capainy and affondable price” Tor
this very same newson enver 6572 of all the Atani s2a57 amd 124357 oquipment sobd m Canads Lig
vear wins purchasad for home use.

Duurimy the £all of 1987, Atart syszems alwn hepan to enger Canouda's business amd aducational conters.
At Witerkoo Univeranys Center for Ground Research, whene hyadnsyookgises, pochermigs, and

baskongts stndy sorkloade waner drerbution anadyvs and swunces of supply, over 25 At a1 and

iy e hine bon indallad. The equiprent is nersorkod o the schonds mw g4 main-
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framse anad the Cray sar 22 Super Computer, D Edwand Suadicky, an the coner explained that
bovaire the sohanol noguinad a powerful and theable svstem, “The standand 62n 18 3510
cvmputer was i moarch bor the Auan izgest”

In Lakefichd, Omuarnia, Wavne Snide, poneral manager of the wan's only newspaper, dosae,
corpuses, writes, d adins the Lakaticld Community Newspaper on an Aun iyt The
software he uses is Publishing Panmners. In his vwn wonds, *Notondy is the nesspaper much more
eovonmeal w produce, but with the help of our 57 we've cut our producoon unse n halt.”

R the Wirrkd Chess Festival m Sant John, Novia Sootia, the pressune was challenging and fieree,
Yot every muosmung; the Grandmasters, thear sovomds, amd the sermasonal preos corps nivenad
praplically illuararad and detadod bullemns of the pravious davs wurmament vamts, The newsdemer
was peneratod on At s1osvstems using Chassllase s the sofeare,

Muc s an nnemarenal binguege, and happdy Arn has boen reaognizad the ol oer for i
abalmy to alliny musictans and armses wo o, arrange, and compose ther musie,

Rundienwes throushout the workd do m have o be wld thar Cansdum jarz paness Osear Peteron
iy rovvred as an acousie penius and chosen as the “Be Jarz Pania™ by Docinlear magazine
rwelve dmes, and Plodoy magazne r umes. What his fans may ot know: s thay Oscar Peterson’s
wirk plce s a mand of enginecring wchnology, Among his dectronic indruments s ust one
ponrtul compurer. The Atan urcag. With the help of his At Mr. eeraon s now abde o
vompune, soone, and arramgae evenything: from his ez mio work w the full crchestranons of his
film soones, hallets, and suites, mzht ot home,

The newt ome vou have an opportunzny: w aoend 2 Pomcer Sesters coneent, onee voursell wo kook

pud thare three whmitad Ldies w the kevboand aroas on oy wath them. Greg Woadchel and




AL Rinter are working sith Aun st ssysems, =W neseanched sveny thing oat thene, and fih
the Aun st othoral e mast theabadiny. We use it for evenvihing, On sty for sequenang, and
withasizer patch ibrary storage. In the studio 9w use it o print lead shevts, and a1 home we ine
it hor baraness, Tl [oanzer Soters have composing setaps a1 home so we all use the same sisiem?”
There are many mere Atin sustenmn unsker spotigas sround dhie surd. In Irance, progressive
ez artist Jean Michd Jarme compaoses an his Aar st in Germany the progrossive nock group,
Tangerne Dineam, ndy on thear Atan computer: alony with the Amenican blues grear BB, Kings,
prz puitirint Lee Rienear, Soont Genhwan an Todd ao sudios, and many: others In New York
Cay, Fal Rrer of SaCom Senvives, Ine, makaes what vou hear on tedevision soumd perfoct. =1 use
AnAp scftware from Hybd Ars, Ine. on my M1Gay to store, enhanee, and g sound cffocs
during live pugs” Iy callod “swoctenig” and one of Kirer's sweet projeces s the Bill Cosby Show:,
Bhusician aml voungsens, univenity students, saientists, ind business pocple in almoss every

wountry in the workl have bagun w fully undentand bow much they can depend upon an Awni st

s sovemplish thear parioular work faster, easicr, and mone cconomically.
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CUnRRENT AssETs:
Cash and temporary cash investments S 123485 § TSTTY
Restriceed cash held in escrow fund (Noee 2) - LETS
Trade receivables (less allowance: 1987, $16,571; 19886, $1.327) 116352 7009
Invenmnes (Notes 2 and 4) 196,898 E4Su
Prepasd expenses and supplics 1687 841
Totl carrent assets PR T 7528
ProPERTY- rict (Notes 2 and §) 66,522 1859
Goopwny 15004 -
OrHER AsseTs no7é 3099
Totar S $By S 14176

[ _ae=. e
Cunment Liasmrroes:
Current mururites of long-term oblgations s e $ Y-
Notes payable 9113 -
Accounts payable (INoee 6) 870 [
Incoms taxes payable 16,351 e
Accrued Babafiries (Note 9) L7y 6013
Toal currens Babilities 17293 78754
Low-rems Oaucarioss (Note 7) 113455 -
ComurmurxTs (Note §) axp Conroscest Luiasmres (Note 1y)
SHArEHOLDERS" EqurTy (Noee 1):
Preferred mock, $.01 par value—auhorized 12,000,000 shares;
none oursandmg - -
Common stock, $.21 par value - nthorired, reo,000,000 shares;
outstanding: 1987, §7.702.918 shares; 1986, 57,787,466 shares 577 78
Notes recervable from sale of commen sock {1.417) (2.299)
Reuined exrmangs (deficit) u8n (1.516)
Accurmulied rramslinion adasrmenss LY7S (z777)
Toral shareholdens” oquity 167,645 15411
TotaL s pkie S 176

. N—

Ser nooes i corenhd med fnancil eatemenss

ALes Corposstion




fim chossad, roept pov shaw disa)
Yiesr Ersded Diecrenider 1,
iy 88 iy

Nrr Sares:
New and redesigned producs s yiooy S mgoc: § 7817
Purchased producs (Noe 1) 4.607 a%u9 470
Rewal operacons sty - -
Towl 493172 iy LL87
CosTs axD Exroxars:
Cost of sales:

MNew and rodesigned producs WL 11,542 18,668

Purchased producs 176} 36382 100,133

Rewil operations ol58y - -
Liquadation and transition costs (Note 2) - - %6
Rnnr:jl: :udi&v:hpm 18046 Li496 952
Murketing and distribazion 9LT77 3209 8L
General and sdminzerative 1723 (PR 713
Touud H17.34) 209,916 167806
Orrrarve Incomr (Loss) 64,629 Ak (z5.819)
Other income =net 7af2 §201 19.9¢4
Inzeress imcoeme 1] 1855 74l
Imserest expense (5.79) Gagg) fauo)
Income (loss) before income oxes and extraordinary

cvedin 7481 4741 (tagua)
Provision for income txes (Note 12) o681 1218y -
Income (loss) before extrzordinary credit 44002 31240 (Leyu)
Extraordinary aeds -ax reducion from use of

net operating loss carryforwands 13277 19,466 =
INeT Ivcous (Loss) s 7419 5 458 S (TRITY

Eanxecs (Loss) Pen Cosowon axn

Cosmon EQuivarrs SHaRE:
Primary:
[ncome (loss) before extraordinary crednt s g6 § 4 S {-»)
Nt income (losa) s 99 5 91 S (-y)
L —— o - —— B .- ————— I — —— ]
Fully dhued:
Income (loxs) before extraondinary credn s 74 3 KR (3
Net income (loss) 5 o 5 o $ {-w)
L]
Number of shares used in the computstion:
Primary 1heon 48974 46,066
Fully didueed Ar500 P 16068
S e eeeeesee e —

Sex note to consobdated fnancal saterments,




Comsolidated Stutementy of Shorsboldery' Equity
For the Yoars Ended Decemder 13, 1985, 186 and 19y (i chosscnh)

[ W Addeed  Penid  Meemd Aot
ek Padde A Cownn Loy Dl
[ v— K Copad [ ey s had

Barances, JaNuary 1, 198y rere $ ya Sazgo0 Sa9769 S(1ay7) H6E) S (454) § (6.899)
Common stock sold 181 8 180 (565) ERTY
Common stock repurchased (2r9) (2) (218) 0! (i87)
Pavrent on notes recoivable 1o e
Trambinon adustmens (558) (158)
Net loss (3t) ((FPRIFY)
Bavaxces, Drcruaes i, 198§ B8 w7 s wap (W42) (7672) (Len) (19.477)
Common sock sold (oe of

ssuance costs of $698) (T o 55746 (LEr)) (TR}
Conversion of wax sock right

ingo common stock 740 7t (379%) 17429 -
Common sock exchanged for

r2.§% notes and acorued inzeres

due waa 750 n 7793 766
Common rock repurchased (ny (1 (226) (227)
Payments on notes receivable 976 956
Tramshton adsments () (o)
Net meome 44,016 315
Barascrs, Drcoasan y, 1388 1L v | = w6 (2299) (2516) (2777) wpen
Senck optons exercised 26 1 6 uy
Common stock repurchased (1) (3) (s3) 11} (xm)
Prymenss on notes recavable 759 ”
Tramshnion adpsoments S IR
Net income 7439 TS
Baraxnces, Dicesmes j1, 1987 7o S 578 - Swpay g }h-l-#n S 1375 S167.645
Ser notes to corsobdated Frnancal
StCmenT.

Are Coporatim 9



Conselidated Statements of Chonges In Fasndal Pesitien

(e thoianah, excrpe pov shaer )
Yeor Encled Diecresber ji,
rply rpts iy

Fuxps Provinen Frou:
'm‘ -+

hmﬁm}b&:rmuuﬁt s Ha2 5 men $ [(FRTTY)

Depreciation and amortization 4357 L3y ané

Wite-down of other assers - 1309 -
Toaal from (used by) operations akiso9 19,05 (1.79%)
Extraondinary creda 1177 19,466 -
Common stock sold=net &1 $4.971 2,354
Working capiral induded in net assees of scquired business 509 - -
Common stock issued for conversion of wa stock righe - 17.5%0 -
Common siock exchanged for 12.6% notes and

accrued interest due wa - 17966 -
Disposal of property 99 5556 6,068
Addions w long-term obligations 75000 INEL 428)
Toal 169,546 rgo 58t L
Fuxos Lo For:
INet assews of acquired business 64,578 - -
wei sock right converted o commeon stock - 17,9400 -
Noees and acorued ineerest due wor exchanged

for common sock - 17066 -
Repayment of long-term ocbligations st $344) -
Property purchases 4054 860 1,906
EBect of exchange rate changes on working capitl {4472) 2306 Lo
Oxher atsers 8360 - -
Toxl 7740 wiary 2928
Incnzasy (Drcuease) o Wonxme Carrrar S groy § Bay0f6 5 (2571)

Incnz sz (Drcapase) v Woax paG Carrrar sy CouronmNT

(587 includes amourns from business soquired):
Cash and emporary csh invesmenss and reszriceed cash s uep S oy § .68
Vamns - - (4.002)
Trade receivables 6431} 14568 (e4)
Inventories 132,064 (2347) (>.662)
Prepaid expenses and supplies 46 19 (391)
Current maturines of long-term del 513 nagy (rry42)
Noees payable (sus1) : -
Accounts payable (53452) 7,565 B
Income trxes payable (L4.149) (2.242) -
Accrued babsbriey (11212) 6,965 LS L}
Incrrasz (Drcrease) v Worxpe CarmmaL s gy S Bryoe § (r2m)

See notes to consolidared financial staternenss.




Note 1

beles To Consalidated Fincadal Slatementy

O nizatios Anc] Skt Accosoting Folic

Orpouzason  The Company was formed oa May 17, 1984 to design, manufscrure, sell and service personal
puter specialty dealers and mass market remilers. In Ocober 1987, the Company became a retailer of consumer
decrronics and home entertiinment products through ins acquisition of The Federated Group, Inc. (see Note y).

transacrions 2nd balinces berween the companies are eliminated.

Erormzonies are valued at the lower of cost or marker. Cost for merchandise inventories is computed using average
cost; for other inventorics, using sandard costs which spproximare cost on a first-in, first~out basis.

Property is stated a1 cost (see Note 2 and Note 3). Deprediation is computed using the straight-line method based on
esumuaed uschul bves of the assets of 2 10 3o years. Video renmal ipes are amortized over 3 years. Capinalized leases

and leaschold improvements are amonized over the estimared useful B or lease wrm, a3 approprisse.
Revense recoprition. Sales are recognized upon shipment or a1 point of sale.,
Rescorch and development expenditures are expensed as incurred.

Iacome teves Dicferred taxes are provided for tming differences between preax accounting income and taxable
ncome and reluze primarily to depreciation and amortzation, leveraged leases and certain sccruals. Investment
rx credins redhuce the provision for income toees when ralizable.

Provisions are made for estimated United Saaes and forcign taxes which muay be incurred on remisanee
of undisributed earnings of the Company's subsidiaries where such remirances are normally expected. Deferred
txxes on undistributed camings beyond those provided would not be manerial. Undisribozed eamings of foreign
subsidiaries of approximurely $8 million are inchaded in consolidzed recxined exmings st December y1, 1987,

Forergn carrency bmdatsom. Assets and labilisies of operations outside the United Scates, excepe for operations
that are bighly inegrated with operations of the Company (principally in Taiwan), are translated ineo United Seates
inchuded 23 2 component of sharcholders’ equiry. For operations thar sre highly integrated, forsgn currency rans-
Laion adpustments are included in operations. Exchange and ransbstion gains induded in operations for the yeans
1987, 1986 and 158y were $1.8:8.000, S4.419.000 and $1.88y 000, respectivedy.

Esreng: (lou) per cor=raon and epevelow sher  Net income per share is compuzed based on the weigheed
average number of common and equivalent shares cutstanding during the period. Net loss per share is compued
based on the weighsed average number of shares of common stock outstanding and exchudes common sock equiv
alents a3 they would be anti-dihutive. Under rules of the Securities and Exchange Commission, common ssock
msued to we1 (14.200,000 shares, see Notr 3) cther was outsanding or has been treated as cutstanding for all periods
in calculwring camings per common and equivalens share hecuse such shares were issoed a1 prices subsraneially
below the underwrinen public offering price. Inzerest expense of S1,918,500 or S.24 per share (S1.217,00¢ et of
income taxes or $.02 per share) relsted to the 12.5% notes due wor (see Note 2 and Note 1) has been added w nex
income and income before extraondinary credie, respectively, in caloulating earmengy per share for 1986, Fully dilueed




S

Hates To Cozzelldated Facndal Sictements

camings per share assurnes both the coaversion of the %% convertble debenrures for the period they were ou-
standing (sce Nt 7) and the additional dilutive effect of stock options. Interest expense of $.2,631,000 or $.04 per
share ($1,548,770 net of income txes or $.03 per share) related 1o the 1%% comvertble debennures hus been added 1o
net income and income before extraordinary crediz, respectively, in clloulating fully dihueed carnings per share for 198.

Change o1 Fiscal Year  Diaring 1987 the Company changed iz ansal acoounting period from a calendar year to
a fiscal year ending on the kit Sanundsy dosest 1 the end of December. The fiscal year 1987 ended Jammary 2, 1388
and was comprised of 52 weeks. For simpliciry of presentation, the date December y1, is esed to represent the
fiscal year end.

| Moz Aopaston And WO Baactions

Effective July 1, 1944, the Company acquired ceruin assens and assumed certain hshilities of coruin associated
enzitics of Warner Communications Inc’s (collactively referred w a3 *wier™) Atin home competer and home video
game product fines and received warmants (valued & $4,000,000) w0 buy 1,000,000 shares of w1 common sock a1
$12 per share through July 1, 1585 (the w1 warrann™). Pursusnt w the assers purchase agreement, the Company'y
sccuritics gven in exchange for those ney assers were subject 10 adfstment based upon the Companys and wars
subsequent evaluation of the natune and exzent of the assers acquired and the Esbilities sssumed by the Company.
In August 1988, the Company and wci complead such evalustion snd agreed upon the adfused consideration for
the net assens aoquired. Sech consideration consiseed of a $.24.7 milion cbligation due in June 1994 and a mock
right (valued at $17.5 million) convertible into 7,100,000 shares of common sock (see Note 1 regarding conversion
in Novernber 1986). This acquisition was accounted for 23 a perchase.

The fir value assigned w assers acquired and Eabilities assumed were a3 follows:

(i Bt |

Warrano - 1 42000
Acoounts receivahle 4491
[eventories Ny
Propenty Lgu
Orher assets 40
Current habsbitics (14).)26)
Oxher long-torm BabaBries (n.g12)
$ PR

N

In Novernber 1985, wa1 repurchased the wor warrans for Siy millon, of which $11.9 millon was placed in escrow
w0 cover certain claims and pending actions against the Company arising from the prodic Enes scquired from wor
The gzin of $11,000,000 from sale of the wa warmnn & incheded in other income in 1985,

As part of the aoquisition agreement, WO agreed o loan to the Company up o S2y mlbon a1 1y 1o
pay down Eshiliies asrurned. Pursant to this agreement, the ousstanding borrowings plar sccrued inserest (a toml
of $37.2 million) were exchanged for an addisional 7,590,200 shares of common ssock upon complesion of the
Company's underwristen public offering in November 1986, The $24 7 milion obligtion doe in June 1994 plus
accrued irserest of $11.§ milBon way paid from the proceeds of this offering,
with its long-range business strvegy. Acrordingly, the Company instinmed a plan o Bguidate the invensory and a
portion of the manufacruring and distribusion facilities acquired; the relased prodiuc sales and coss are cassfied o
purchased products in the consolidited sremens of operzsions. In addision, certin employment and occupancy
coszs incurred by the Company in the hquadasion of the assets soquired have been classified a3 Bepaidssion and
trarsasion costs in the comobdssed sytemenn of operations
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accondingly, the results of operations inchude Federated from the date of soquisizion.

The bair values assigned w assers soquired and EabJities asmumed were as follows:

(i Chmanh)
Trade receivables $ mfay
Invensories 7849)
Prepaid expenses and supplies 918
Property UL
Goodwnll AT
Net investment in leveraged leases eahi
Other assens L5y
Cuarrent portion of long-term obligations (1460)
Accounts payable (50.139)
Accrued Eabslivies (6932)
Long-term Jebt (6ec07)
Toul $§  Gont
EEE——
The excess of cost over the bir value of net assens scquired was $1).479,000 and is being smontized on a sraight
Ene basis over 19 yan.
mmthWWWﬂdWMhﬂm
had occurred at the beginning of 1987 and rp86:
(o chomsads, exveee pev share emny) (nensmdiond) iy pld
Revenues S R&ly 3 Gy
Income before extraordinary credi 1148 7.71)
Net income s a9 $ 473
Income before extraondnary credis s ay 8 3%
T EE—
Net moome S 49 S a8

ﬂnmn&d:ﬂruﬂmmhfmupmﬁgmhm&hmﬁmhdmﬁnmhhmmﬂ
Deecemnber 11, 1987 and its fiscal year ended March 1, 1987, respectively, less amortization of goodwill, eimination
of intercompany transactions and relieed income tx efieers. The pro forma information does not parport 1o be
cbcazive of the resulrs that actually would have been cbeained i the combined operations had been conduced
during the years presereed and is not inzended 1o be a projection of future resuks.



Hotes To Coasalidated Flasadal Stetements

Notr . Ietemtonn
Inventorics at December 11 consist of the following:
(0 thomsend) iy rals
Merchandise inventones s paRTERN -
Finished goods 76,219 41501
Raw muzerials and work-in-process 757 PR
Toral 5 maEst 5 &8
"1 --——— )
Nozxg. Propety
Property a1 December 51 consists of-
(9 thosssndi) ply PR
Lanxd 1 bt 8 1,528
Buikdings ujs5o 193
Machinery and equipment 537 2168
Furnirure and fxrures Ly7 L7
Video renal apes 7S -
Constructon in progress 6 -
Toal 7hI%2 Bag6
Accumulated deprecistion and amordzation (6.37) (2317)
Property-net s 6651 § 5539

Mot & Acrosests Payable

At December 31, 1987, accounts payable induded appraximnely $ 1o million due to companies (“flooring companies™)
to whom vendors assign accounts arising from purchuses of invenzory by the Company. The Booring compansies
hrve 3 purchase money securiry interest in any unsold invensory arising from such purchase.




Note 7. Dedt Obligations

At December 31, 1987, short-term notes payable of $9,113.000 a1 4.5% were cusstanding under a 1.6§ bilkon Yen
(S13.600,000) borrowing faciliry. These borrowings are 100 collsteralized by cash.
Long-term obligations 2r December y1 consist of:

(o8 S ) iy ey
§%32 converuble subondinated debentures, due 2002 S 7500a § -
7%% converoble subordinaed debenmures, due 2619 (net of Si7.5

milbon dscouns) 13,520 -
Notes due principal sharcholder (inzeress at 122, see Note 13) - ¥53
Bank loan agreemnent Rase =
Term loan payable 5730 -
C:pu:llnmubﬁpuum a1 -
Orher obligasions L)) 1643
Toal 11,006 100
Currens mansrites {r31) {zom)
Long-term obBgasions S s S -

.

In April 1987, the Company sold $77,000,000 principal amount of 5% converthle subordinated debentures due
April 19, 2002 The debentures may be redeemed subsequent to April 29, 199, a1 the Company's option, upon
paymient of a premium. Holders may convert their debenrures inmo common stock st $16.31 per share. At Decemnber
31, 1987 4,197,700 shares of common szock are reserved for the conversion of debenmures. Defauls with respect o
other indeerdness of the Company in an aggregaer amount exceeding 4,600,000 would resul in an evert of defzuly
whereby the cutstanding debentures may be doe and payable immediarely.

Federated's 74% convertible subordinated debentures (face amount $40,000,000) are due April 15, 2010,
The discount recorded at the scquisition date is being amortized over the remaining term of the debentures, resulting
in an effective 1).9% imerest raze. The debentures provide for mandamory sinking fund payments commencing in
1996, are redeemuable 2t par plus a declining premium by the Company and are convertible into $6.25 in cash for each
of the 1,714,531 shares of commeon stock into which the debenrures were convertible at the acquisiion date. Defauk
with respect t other indeberdness of the Companty in an aggregate amount exceeding $1,000,000 would result
m an event of defauk whereby the cutsanding debenmures may be due and payable immediaely,

Federzeed’s bank loan agreement (2s amended in Oxcober 1987) with five commercial banks provides for
a term loan (payable through 199)) based on apprazsed values of certain real estaze owmed by Federated, and borrow-
ings under a revolving credit arrangemnent o August 1989 on inversories, receivablss and other assers. Borrowings
up to 548,000,000 are available with interest rates ranging from prime plas %% to prime plus % At December j1,
1987, all borrowings were ousstanding under the revolving credit arrangement. The amended agreement Emits
intercompany transactons and requires maintenance of specified current ratios and amounts of angible net worth,
as defmed.

At Decernber 31, 1987, an aggregate of $y0.722,000 in multcurrency bank credit arrangements was avalable
to the Company and its subsicharies with various ingerest rates and security armangements. Tha amouns inchades
$17.772,000 gvailable under the bank loan agreement referred 1o shove. Average borrowings for the three monshs
Ence scquinton under the bank loan agreement descnbed above were $38,719,000 and the wagheed averape interest
rer was 11%, Average borrowings under the Company's remaining credit arrangements were mintmal during 1987.




loles To Consalidated Fisendsl Stotenssaty

Federzted is obliated on a term loan payable in connection with the investment in leveraged leases (Noee 8).
Ingerest is a1 2 rate of 1% above the Londen Inter-Bank Offering Rate ("wrson®). Principal is payable $631.900

serm-anmually. _
Manurices of long-term obliganions at December 31, 1987 for cach of the nexy five years arc as follows:

(i thosondy)
1983 s LyI0
1989 11,524
1999 2273
1591 237}
1991 LE8y

Nozr 8 Corerntmom

baifites leases are for terms of one t 27 years and are accountad for a3 operating leases. These leases penerally
provide renewal options of five additional years. Minimum future lease payments under all noncancellsble operating
leases as of December 1, 1987 are as follows:

(e Ehcumundy)

138 s 4336

. 1983 IL573
1990 1,648

1991 IL573

1991 mfy

Larer years 9%

Towl munimum lease payments $ L3597

]

Rent expense for all operating leases was $6,136,000, $1.132,000 and 3,670,000 for the years 1987, 1986 and 1985,

Through ins acquisiton of Federated, the Company is the lessor in leveraged lease agreements entered
w20 in 198 under which commercial sircraft and dan processing equipment were leased for terms of 7 to 124 yean,
respectively. In each tracsacton Federated's equity investment was paid from the proceeds of long-term obfigations
and represented 20.0% (areraft) and 355 (equipment) of the purchase price; the remaining amounts were furnished
by third-party firancing in the form of long-term debx secured by a first en on the propenty.

At the end of the lease term, the property is turned back to Federated. The residua! value 2t thar time
for each transaction is estimated t be 1% (xircraft) and % (dim processing equipment) of cost.

The net investment in leveraged leases 2t Decemnber 3, 1987 consists of the following:

(5a thomendy)
Rental receivable, net of principal and interest on installment promissory notes 5 7286
Estimated resadual value of leased assers 41
Less unezrned and deferred income (120)
Iorvestment in keveraged leases M99
Less deferred taxes arising from leveraged leases -
Net investment in leveraged leases 5 9399




Notz 9. Aconed Lasdebines
Accrued Rabilivies a1 December y1 consist of the following:

(=9 thoscond) iy bl

Accruad royaltics s 6189 § 6,317

Accrued costomer  allowances 16,964 18,89

Oxher )16 15,68)

Toal s a9 S 36059
L ]

Notr i Bacoene T

The provison for income trxes in 1987 and 1984 consias of:

fon homomdh > i

Current:
Federal s sty S - .
Foragn Miay L34z :
Sate - 700 '
Toal currenz 16,391 341 !
Federal 86y - {
"Toxal deferred Lo1y 3 '

Chargr equal to reducton in income txes from use of net operating .
Fedenal : w916 19,084 !
Foregn L 412
Toul charge 77 19466

Provision for income txes 4 wel § 12.18)

Deferred taxes are current and are indoded in accrued Eabslities. Income (loss) before income txxes for the years
1987, 1986 and 19%; includes income (losses) of $8,646,000, St.416,000 and ${12,46).000), respectively, from the

The effective income tax rates for 1987 and 1986 were 41% and 47%, respectively, and differ from the federal
sunzory rates of 49% and 46 a3 follows:

{8 Bheneinchs) a4 foad
Computed at stanmtory raes s w9 $ w1y
Effect of foreign losses providing no tax benefit 913 20m)
Tax benefit of write-off of foreign investment N (r309)
Other (27) (45)
Provision for income taxes $ wen § 1218
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Inth:Mmdmﬁ?ﬂmmmdh:&:ﬁummﬁmnuﬁnuhdummm:hhd
m&ﬁndmmhmiﬂhhhﬂm.mmhnﬁ&ﬁwmmhhhmhm.

The net operating loss carryforwand hmmmq&dhhfvhﬂmﬁ&mhiprﬁn
Bﬁnﬁdhwnhunﬂu&m:mwwmmmhmm.

Senement of Rnancil Amﬁr@mbhgﬁ'&mﬁghhmmmu‘{ruﬁ]ujw
in Decemnber 1937. Ahbm#udr:hp&mnf&mmu::mﬁn;nﬂuhmmq&ﬂmﬂhmmﬁ
fiscal 1585, early and retroactive application 1 permuned. The Company has not compleeed i analysis of the potengial
effecns of adopeing ras 96 or determined when it will adope ras 96, however, it is not expeczed to have a material
r&nmdmCmmy‘shrdﬂpﬂﬁtn.m&udupmﬂun,urhlﬁd&y.

All dmw:dpwﬁu:mhrbmuﬁmdmmﬁm::—hnmﬂw&tﬂmdhdthmdn oo
common stock dividend distributed on June 19, 1587.

In Noverber 1986, the Company sold 12,164,000 shares of common stock at $5.75 per share (net proceeds
of $§4.243.002) inan mthurhmpiﬁ:o&ﬁq.hamhnfﬂwc&uﬁ;.ﬂrmmd:ﬁﬂumm
cally converted e 7,190,000 common shares and an addional 750,000 common shares were issued 1o war in
mdwhhm*m&;:aﬁhm{uﬁm:}.

Cormon Seodk

mmw&hwmmwmmmmmw
mes at fir marker value udmm&udbyﬂrﬂwddﬂhﬂm:hm:phm’dmupmﬂrmmudt

In :Mﬂwﬁmmnyﬂmdamkupimﬁmnd:rmimﬁm&phmm plans provide for the
mmdqmmmammthﬂmwmmw
m&qnnﬁidmckmudm:ﬁmdmmﬂqmcﬁm:uﬂm%ﬂrﬂnmm&
opoons or restricied stock may be graneed at not bess than fxir marker value a3 derermined by the Board of Direcrors.
hduﬁmbmxmdﬂknmﬁdﬂbyﬂ:hrd{gmuﬂrmﬂ# ower § years) and expire up to
mymﬁmdndp:mﬂt&mmyh#num&mmuimdmm“lmmﬁd
five yean. At December 31, 1987, options for approximarey m.ﬁnﬂwummchhlundupﬁuuﬁrqﬂgh
ﬁﬂmnﬂﬂhmmmmy.w.mmiﬁmimﬁhmﬂm&pﬁmhﬂ
been tesued.

At December y1, 1987, the Company had reserved 6,571,648 thares of common sock for iouance under
stock plins and for conversion of the 543 debenrures.

Addstiona] information with respect to the stock option plan i as follown:

Opesom Prace

Nemberof  Range P Shoe
Doey Loz MHgh sl
gpooo SrooS Ao $ FaMIO
I9Roo0  Loo- G40 78)110
w6978 17y 11635451
e g7y Gy 11,00

Bhy6 Ao 1y 3241555

Liorsby  SrooSn8r $  oua
r——— I ——




As a resalt of the Federated aoquisition (see Note y), all outstanding options granted under Federated's 198 Sock
Opuon Plan remain in effect in accordarce with their terms, excepe that upon exeraise of each option, the holder will
recaive $6.2 for each common share issuable upon exerdise of such option. At December y3, 1987, options to pur-
chuase 138,200 shares at $3.75 per share were cutstanding and vest over a period of y years, none of which were vestad.

Note 12, Sepmaent beformanon

The Company operates in two radustry segmensy—the design, mamufacrure, sale and servicing of consumer decronic

products and consumer electranic product retail operations.

The Company operates retail stores in Arizona, California, Kansas, New Mexico, and Texas. The
Company's foreign operations consist of manufacruring faciities in the Far East and distribution facilises in Europe,
Austraia, Canach and Mexico. Transfers berween prographic areas are sccounted for at amourss generally above
cost. Corporate assews are cash and eemporary cash investments. The following tsbles present a summary of opena-

bndistry Sepraenny
Yoser Enndend Dirwmsdeer 11,
(1 shomscdl) sty 1386 PRl
Revenoes from unafiksted cusomerns:
Consumer clecronic producs $  MabS 5 a8 § sy
Retail operanons o5ty - -
Toul S i 5 aufay § 0 sl
nE———
Transfers from industry segments (eliminated in
coasobdinon) S Lo $ - S -
| — ] - - = ]
Operating income (lom:
Consumer clectroni producs s 7ren6 S Bay § (25.E19)
Remil operations (6387) - -
Toal 5 61619 S By 5 (25.519)
S —————
Idenfuble assets st December 1
Consumer dearonic products $ w98 S mga S 1,650
Retad operations ifaom - -
Corporase asscts 13485 72454 16414
Toul S Byl § By 5 pon
]
Conmumer dectromc produc % 187 § LIy S e
Rezal operations 2340 - -
Toal $ w7 § 12§ s
Eerrr————————y | —— — ", ——————— |
Capinal expendinures:
Consumer electronic products s wyy Bo § 906
Rexzil operations 919 - -
Toual s 4oty S o § 1906
L ]




Yewr Ended Decomder 11,
i ehonaaradi} iy rpks rafy
Revenues from unafilied cusomers:
North Amenica:
United States and Canads $ 60 § ol S 16599
Export sales 19768 H-ASY 33745
Europe 03771 007 47.21)
Oxher 1,610 86 440
Toul 5 4 S b b S S P

consolidation):
Nonth Aremica S By S neiey § f3.381
Europe 12,143 3918 3694
Orher 233697 ub497 L
Toal S Mgy 5 i § gy
IR | ———— 1
Operating income (loss):
North America S afy9 5 yably S (m967)
Europe o 7464 (5.5m)
Other 8790 12ty (5.341)
Toud s 61629 § 4fary 5 (ansig)
v L _ __]
Identifuable 2ssers at December 3t
North America $ a9 S 2873 5 6345
Europe 18,577 8o 17,633
Other B274 21539 21524
Corporate asseo 103485 72AM4 26414
Toul S yfam 5 B S nmoy

Note . Releed Poty Teotusrrion

[n 1984, the Company entered into an agreement with its principal shareholder which provided the Company with
1985 were $4,024.000 and $19,172,000, respectively. Interest was charged s %, All amounts were repaid in 986
In November 1984, the Company and ies principal sharcholder entered im0 a research and
agreemens whereby the Company received $900,000 1o develop the 5T Eine of computers. In February 1986, the
Company exercised its option under the agreement and acquired the principal sharcholder's inserest for $175,000.
In 1986 the Company issued promissory noees to a supplier for $3,816,480. The notes were due within one
wdﬁmhmmwwmwﬂﬂm&md‘wﬁan-
uﬁuﬁm:hbmhnmuimmhmmmumﬁngmddmﬁdumdupﬁﬁpﬂ
sharcholder. The notes were paid in full in 198;.
In 1987, the Company purchased approximately 284,000 shares of Federated common stock at various
M{Mﬂpﬁﬂmrqrm-mﬂmﬁnhﬁnmﬁmm“-mdd&qnmj
directly from the principal shareholder of Atari Corporation.




Note ty.  Cortimgeat Lushedine

In the opinion of mansgement, all sach maners have boen adequately provided fior, are without merit, or are such
that, i disposed of unfavorably, they would not huve a material adverse effect on the Company’s consolidazed
nancial pogi

Nooe 1y, Quanerly Rl Dust (Unssdized)
Summarized quarterly financial daza for 1987 and 1986 are as follows:

Yoer Esadend Diexrendogy 12, 1587
Frm Second Tl Fosrh

(om chomsondl, exrrpt per thae dita) Quser Qareey Qhnariee Qs
Na sales $ éay S 758 § B8 5 66
Gross margin a4y 19816 Mo 93843
Income before extraordinary credit 9364 797 g3 1By
Net income 1558 13537 9913 1By
Exrnings per common and common

equivalent share:
Primary:

Income before extraondinary credit: a6 1 ag a2
MNet income 25 24 9 .
Fully dueed:

Income before extraordinary credin: a6 n 14 g+
Nt income 26 -3) Ry 3

Your Endedd Dicrsader 12, 1986
e Sexond T Foash

(o thomnads, cxorps per share data) Quener Quezrr Queney Qe
Net sales S W S &yw S 988§ 968
Gross margin 15,065 208 24787 ol
Income before exrsondinary aodi L8y 6,636 451 nge
Net income 168 8 919 11997
Exmings per common and comman

exqquivalent share:

Primary:

Income before extraordinary credin: o4 a5 a2 23
INet income of 2 a1 4}
Fully dihuted:

Incom= before extraondmary credic o4 a3 13 23
Net income of 21 21 43




Oplaica of lodepeadent Pebli Amscatesh

To the Sharcholders and Board of Dircctons of

Wi have examined the consolidared balance sheews of Arrni Corporation and subsidiaries as of Decemnber 11, 1987
and 1386 and the related consobidated statements of operations, sharcholdery” equity and changes in finandial position
for each of the three fiscal yeans in the period ended December 31, 1987, Our caminanons were made in accordance
with generally acoepeed auditing srndards and, accordingly, inchuded such teses of the accounting records and such
other auditing procedures 2s we considered necessary in the dircumstances.

In our opinion, such consobdated financial soremenss presens furly the firancial position of the companses
2t Diecemnber w1, 1987 and 1985 and the resulns of their operations and the changes in their firancial position for each
of the three fiscal years in the period ended December y1, 1987, in conformity with penerally accepead accounting
principles appled on a constszent bass,

Qetsit fhotic, § St
Drrorrm Hasxins & Srurs
San Jose, California
Murch 2, 1588

B=msgement’s Discotilen Asd Anclyzly Of Aasedal Ceeditica exd Reselts 04 Operctiom

Pt

Eervodsction

-

/Thﬂmpmymmmdupuﬁnnhlhr:m:ndh]dfmi acquired certain compuzer and video game

system assets from, and assumed certain Eabilities of wiw. See Notes to Fnancial Sexternents, The Company's ner
sales from i incepion through June 1985 consisted primarily of the Equidsrion of the invenories tha were soquired
from w1 These inventories are referred to as the "purchased producs™ in the Companys financial starements.
Th= Company commenced sales of its reengineered and redesigned products in the last quarter of 1984, and began
mtruducing new products in the second quarter of 1995 These producs, inchuding video game systems, computers
and relzeed peripherals, are referred to 13 the “new and redesigned prodocts™ in the Companys fnancial satements,

Dhring the fourth quarter of 1987, the Company scquired The Federated Group, Inc., a chain of consumer
clectronics retail sores. See Noees 1, ) and 12 10 the Financial Serements.

Resadts of Opevaticon for the Yoar Ended December 31, 1987

The improvement in net income of $12.9 milion or 25 for the yxar erded Decenber y1, 1987, over 198, is atrid-
utable t0 hegher sales of compusers and video games. Computer and video game produn sales were $)62.6 million
m 1987, compared 1o S2¢81 milbon in 1984, an increase of $104.5 melkon or 41%. Net nales inchude $130.6 mulbon
from retail operstions, representing results of The Federated Group, Inc., which was acquired daring the fourth
quarter of 1987, Retail operations resubted in an operating loss of $64 milbon.



ﬁhdmm«m&mﬂuuwmmiﬂhdlﬂyu!nndmhgmﬂmm
mhmwmmayuﬁmmh.ﬁnﬁun&mﬂrmm‘nﬂ%dmm
prncipally dunng the first quarter of 1987. Subsequent sales were immaterial

Gross margins decreased t 8% in 1987 from 42% in 1986 primarily due w the inclusion of nall operazions
ihm:mﬁumb&aw&mdhmmrdﬁhmmﬂnamhnhmhm.
gross margins for the computer and video game business segment were 43%in 1987 compared to 4252 in 1986, Retadl
gross margin for the period from acquisicon, Okctober 4, 1987, to December 31, 1997, was 14%

Hm:dauﬂdnﬂnpnuunpmuhumd!ﬁmﬁmwu%hiwmmmwy
all of the funds were expended on new products, many of which were introchsced during the year including the
hkp:mdﬁuumhupim.hmimhmiynﬂ&nnﬂmumﬂnmmmﬁehﬁ.m
&umﬂwmmﬂmﬂdm&pmupmﬁumuamdnhmﬁhtﬂynmmﬁ
0 1586, and are expected to contnoe 2t this level.

Murkrting and distribution expenses increased $57.8 million or 176%. The increase anribuesble w the
comye=" product and video game system segmenss was $19.8 million or §8% over bt year's expense of $y4.0 million.
qudmpmudﬁhnpnuupnMdnmhﬁgmdﬂHmmhmdﬁumlﬂ
in 1986 13 15%in 1987. The principal reason for the increase relazes w bunching several new products such as the
Mega 2 and 4, the siu 8oy Laser prinser, Aari e and new software. Distribution costs were proportionately higher
as subszantial air freight costs were incurned in ander to get the new produces 1 market for the Christmas sexson,
hlhﬂrﬁmmdphmﬁumhmﬁﬂhaﬂmjumimwnmnhmm
n&&h&hhmﬁgﬂmwhhhinw,ﬁﬁumdﬂm

wmﬂmﬁgﬂmmdip.gmmm&mﬂyﬁﬂw
advertising and sles commissions and salary expenses in support of the prime selling period.

Gmﬂuﬂﬁdmﬁmupmmﬁynﬂimhrﬁ;mmﬂmhunﬁmhmﬁ.m
mncrease of St.5 million or 12%. The absolute increxse is rmainly anibutable to higher costs from the addition of newr
ﬂmmm.hamﬂﬂmmmﬁmﬁhlmmﬁhWth
to the peak scasoml effecy of reesil rales in the kst quarter of 1987,

In 1987 and 1984, other income of $7.3 milion and $4.2 million consists primarily of exchange gains of
iﬁnﬂﬁmnﬂiﬂmﬂhnrqxﬁﬂy.hmmimiumdhﬁgnﬂhunSpnﬂmhw.m
increase is aributable t higher cxsh deposits resulting from the proceeds of the Sy millon §v,% convertble
subordinued debentures ssued during the second quarter of 1957.

Interest expense in 1987 decreased by $2.8 milkion o $5.1 milkon. Irgerest incurred in the reed segmens
mHSmuﬂmthhdemMmﬂrmpmﬁnmhﬂmmmmﬁm
of the $8. milhon in interest expense incurred in 1986 was anribunable w loans related t0 acquisition indcberdness

The provision for income taxes in 1987 was $30.7 milbon, an efoctive rare of 4%, The benefit reslized
from net operating loss carryforwands used was $1y.y midlion in 1987, At December 31, 1987, operating loss carry-
forwards of approximazcly S4o million are avatable for ax purposes to offset furure toable income. In 1986, the
prmiﬁmirﬁmummhunﬂﬁnmc&:ﬁmuhﬁmdmhdunﬁ:hmnpmﬁqhu
curryforwands were Si9.5 million. In Decenber 1987, the Fimancial Accounting Seandrds Board issued Scaternent
of Rrancal Accounting Sandards No. 96, "Accounting for Income Taxes™ The Company plans to adope this new
stzement by 1989, bowever, it is not expectnd to bhuve a murerial effect on the Company's finncial position, resoln
of operations or i Bquidity.

Resedts of Operations for the Yers Ended Drevember 51, 1986 and Decrmber 31, 1985

Thhvmhmmmhndhj.lmiﬁmhﬂrrmnﬂ:d&:miwp, rgfy to operating income
of $4%.2 mallion in the year ended December 31, 1986 was primarily anributsble t the 825 increase in net sales in
1994 That increase in turn resulted from the y50% increase in sales of the Company's new and redesigned producs,
which represented 34% of net sales in 1984 and 85% of et sales in 1986,

The 34 decline in sales of purchased produces from 1985 to 1986 resubied principally from rwo faciors:
mmhmeMmmmmmm&
mwhh;mmmmmmmuﬂ@hﬂrhﬁmdlm
several key national rewailers, the primary source of the Company's sales of purchased produscts, continued o reduce




or chimnate video game and 8-ba mirocumputer system purchases because of excess inventories. A1 Decemnber 41,
1988 remuining invenzorics of purchased producs were approximatcly $3 millon. The Company believes that
revenacs from liquistion of the remuining inventorics of these purchased products will not be material after 1586,

Gross margins improved to 425 in 1986 from ¢ for 1983. The principal rexson for the improved margins
was increased sakes of new and redesigned produces, which have higher profit margins than purchased producs
in 1386. The increase in the Company's ross profit margin on sales of ixs new and redesigned producs to ¢7% in
nﬂﬁm;ﬂhﬂ;:ﬁmﬁ#zmm&mﬂﬂiﬁdp@ﬁnhmuﬂmﬂmm
more slowly than net sales, resulting from manubxcruring efficiencies and economies of scale anendant to materially
increzsed production in 1986. In addition, although sales of purchased products decreased significandly from 1983,
£ross marpins associated with purchased produces increased as such produces contnued to be sold at prices in excoss
of those anticipated when purchased invensorics were reduced o estimated net reafizable value at the end of 198,

Liquidation and transtion costs of $4.0 mallon incurred in 1981 include corin employment, occupancy
and admenisrative cosss incured by the Company in the bquidstion of parchased products, excess plant, equipmen:
and other operating assers, the collection of receivables and sendement of Eabslitics, all acquined in the wei ransacion.

ﬂ&hhﬂﬁfﬂﬁuﬂdﬂdﬂpﬂﬂpﬂrhﬂtlﬁ;ﬁﬂﬂpﬂhﬂﬂdﬂmm
ment of its new and redesigned produces. Research and development expenses increased by $4.0 million in 1986 as
compared to the prior period.

Murkening and distribution and general and adminisrative expenses increased £5% in absolite terms from
1985 0 1586, but increased only shghdy as a percentage of net sales because of the subszantial increase in net sales
i 1586. The increase in marketing and distribution cxpenses is anribuzble w incressed advertising, bath edevision
and prine, and additional sales and marketing staff to support increased sales,

Inzerest income was $1.9 milbon vernn $.7 million for 1585 and 1985, respectively. The increase is primarily
amributable to Lirger average cash balances and investment of the net proceeds of the public oficring, The decrease
in interest expense from 1985 to 1986 resulted from repaymient of the acquisiton indebtedness 1o wor in November

For 1586, other income of $5.2 milbon consisted primarily of exchange gains of $4.4 mibon. In 1985,
other income wealled $19.9 million, consisting primarily of $11.0 milion gin on the sale of wa warrants, and $6.9
malion on sales of excen fored avsen 2oquired from wa.

The 1986 provision for income taxes of $22.3 million was an efective raze of 7% The unused book net
upmﬁnghumqﬁnmﬂmimmﬂﬁmnﬂnmﬂrmﬂﬂobmummpwﬂdhlmh
W operating losses,

Serrastional Sl

INet sales curside North America for fiscal 1981, 1986 and 1987 were $3y.4 milbon, $1y7.y million and $226.3 millon
(6, 53 and 463 of nex sales), respectively. For additional operations information by geographic region, see

Noee 12 0 Fnancial Saremenss. The Company's intrrasiona] operations were subject to the risks of flucration of
the values of the ULS. dollar and foreign currencies. For informuation concerning the offecy of foreign currency trans-
actions on the Company's results of operations through December 31, 1987, see Note 1 to the Finandial Sczementn.

Working capinal increased by $92.0 million from S96.5 million in 1986 10 $13%.5 milkon in 1987 primarily due to
cash receipes from the addizion of the $75 million §%% convertble sbordinmed debersures, issaed during the second
quarter of 1987, and the bakance from operating profiss.

The Company belicves that existing cash balances together with further facilisies of approximuoeely $1t
million of multcurrency bank credit agreemenns, and funds anticipared to be peaeraied from operations, will be
sufficient tw meet ity cash requirements through 1988, and that it will not be necessary o raise addisional funds w
meet expenditures required to operate the Company’s business during that period. However, the Compuany intends
to seek addirional bank or instinstional credit fines for use in connection with future working capital and capinal
asset development needs. No negotiations have commenced with prospective kendens, and no assurance can be
given that any such credit Eines can be exablished on terms acceptable to the Company. No specific uses of any
such furure borrowings have been identified.




The scleczed financial dana for the years ended December 31, 1985, 1586, and 1987 have been derived from finandal
stxtemenes cxxmined by Dedoine Haskins & Sells, independent public accounzants. The information sct forth below
Mhnndmmrd\th&wnﬁﬁnmﬂmuﬂnlﬂmmmwi
Discussion and Anslysis of Fnancial Condition and Results of Operations,

Yisar Emdend Dicrmsber 11,
Ja Thomsendk, Except Pev Shore Dista wyly s w5y
Ssorment of Opestionss Dista:
Net sales:
New and redesigned producs $ ooy § agom $ vl iy
Purchased produas 454 43129 94,170
Retal operatons 132546 - -
491172 iy 41987
Operating income (loss) 61,619 8.2y (25.819)
Income (loss) before extraondinary credit M2 1090 ({TRIT)]
Net income (loss) S warn 5 us 5 (uaw
LN Wy 2 ]
Prr Shore Dita:
Primary:
Income (loss) before extraondinary credis 5 g6 § g S {.3)
Net income (loxs) s 99 § 9 S (-w)
Fully Ddued:
Income (koss) before extraondinary aredi S J8 S g3 S (.31)
Nex incomse (loss) S g5 § 9 § ()
Bualese Sheet Digta:
Working capinal S Mgy 5 o648y 5 ugy
Toal axen AT 14,176 119044
Long-term obligations (incuding curnent portion) 006 120 rie
Seockholders® equity (deficiency) 167,69 195,422 (19477)
LW I ]

See Motz 1 o Fnancal Sarments,

b}
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