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Company:     Ticker:          Sector: 

Target Price: $140.66 
Current Price: $109.57 
Market Cap: $841.1 Billion 

Adjusted TTM P/E: 26.15  
Adjusted EPS: $2.43 
Dividend Yield: 1.7% 

52 Week High: $116.18 
52 Week Low: $80.70 

Recommendation: 
BUY 

 
Business Description 
Microsoft is the world's largest software maker. It is transforming businesses to lead in the new era of the 
intelligent cloud and intelligent edge. Microsoft’s revenue can be divided into three parts: Intelligent Cloud (IC), 
Productivity and Business Processes (PBP), and More Personal Computing (MPC). 
In 2018, Microsoft achieved sales of USD 110 billion, realizing 14% growth. Microsoft still has dominant market 
share in PC operating systems and office tools. In FY2018, 38% of the revenue constituted from personal 
computing, 29% from intelligent cloud, and 33% from productivity and business processes. 
 

Industry Overview 
The software industry can be broken down to three main segments, namely: Software as a Service, Platform as a 
Service, and Infrastructure as a Service.  
 
 
 
 
 
 
 
 
 
 

Microsoft is the market leader in the Software as a Service and Platform as a Service segments. These segments 
mainly consist of the MS Office product suites and other business software, which majority of the companies in 
the world have been using for decades. The infrastructure as a service is a relatively new segment which consists 
mainly of the Azure cloud platform and its connecting products.  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Financial Analysis 
Microsoft is a financial giant with one of the most robust balance sheets in the world. Microsoft currently has 
around USD 133 Bn in Cash and Short Term Investments, with the total assets of about USD 258 Bn. In the last 
five years the company’s revenue grew at around ~7.4%. This is accounting for the one time anomaly in 2016 
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when there was a negative revenue growth of about -2.6%. During the same period the average gross profit 
margin has been ~65.5%, the average operating income margin has been ~28.5%, EBITDA margin ~38%, EBIT 
~30.2%. 
     

 
What’s driving the growth in return on equity? 
The transformation of Microsoft from an OS (Windows) and Office software company to one of the cloud 
behemoths radically changed Microsoft’s fortunes. At the start of the decade, Microsoft was seen as ‘has been 
company’ with resistance to changes resulting in lagging growth rates. This all changed with the change in CEO. 
The new CEO, Mr. Satya Nadella, adopted transforming the culture and embracing newer options to increase 
business moats.  
 

Once known as the face of Windows OS (MPC) and Microsoft Office (PBP), the company has added Azure (IC) as 
the third big brand name to its portfolio. Though Azure came out in 2010, it was under Nadella that Microsoft 
started aggressively expanding in the IC and PBP businesses. Microsoft has been radically modifying its offerings 
so that its new and existing products can have a seamless transition to its Azure cloud platform. Even Office and 
Windows products can now be availed or are in the process of being offered on cloud. Led by Azure and Office 
365, the IC and PBP businesses are expanding aggressively.   
 

 
 
 
 
 
 
 
 

 
Today Microsoft can be viewed as an exciting startup which has 

the backing of Microsoft. 
 
 

Business Transformation 
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Highlights for 2018 

• Commercial cloud; Office 365, Azure, 
Dynamics 365, revenue increased 56% to 
$23.2 Bn. 

• Windows OEM revenue increased 5%, driven by 
OEM Pro revenue growth of 11%. 

• Office Commercial and Consumer revenue 
increased 11%, driven by Office 365 

• Windows Commercial revenue increased 12%, 
driven by an increased volume of multi-year 
agreements. 

• LinkedIn contributed revenue of $5.3 billion. • Gaming revenue increased 14%, driven by Xbox 
software and services revenue growth of 20%. 

• Dynamics revenue increased 13%, driven by 
Dynamics 365. 

• Microsoft Surface revenue increased 16%. 

• Enterprise Services revenue increased 5%. • Search advertising revenue increased 16%. 

 
 

 
 
 
 
 
 
 
 
 
 

 
The MPC business is a stable and mature unit growing at a 
modest growth (as compared to other units). The company 
started out with the Windows OS and still has the lion’s 
share in the OS market. As seen here, Windows is still the 
most used OS worldwide. The IC units and the PBP units are 
growing aggressively. As seen in the graphs, companies are 
quickly adopting to Azure. Microsoft is growing at a faster 
speed than its biggest rival in the cloud business, AWS, its 
biggest rival in the space. AWS may have the largest market 
share in the space, but Azure has a much faster growth rate 
making it the biggest force to reckon with. Both Amazon 

and Google are its major competitor in the cloud space. However, unlike them, Microsoft has been in the 
business of office software since its inception. Most companies have their systems and data in Microsoft’s office 
environment and therefore it’s much feasible for them to shift to the Azure platform. Azure has presence in 54 
regions; more than any cloud provider. 90% of Fortune 500 companies trust azure.  
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Acquisitions Spree 
In the last three years, Microsoft has acquired around 30 companies in varied fields. Couple that with strategic 
alliances and partnerships, Microsoft has diversified its portfolio in cloud, AI, Machine Learning, Gaming, 
Networking, Open Source Development, Infrastructure, Healthcare, Retail, and many more fields. 

Two of its biggest acquisitions in the recent 
years have been Linkedin and GitHub. The 
GitHub acquisition was for around USD 7.5 
Bn and Microsoft paid more than 30X 
GitHub’s revenue. For Linkedin it paid more 
than 7X Linkedin’s revenue. With GitHub, it 
created a software database which it can 
leverage to improve its product community. 
If GitHub is managed in a right way, the 
goodwill from development community will 
increase tremendously. 
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Partnerships Spree 

 
 
Wide Moats 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
SWOT Analysis 

 
 
 
 
 
 
 
 
 

• Five-year agreement to leverage a broad base of cloud, AI and IoT solutions for enterprise-wide use. 
• Walmart will transform thousands internal applications on Microsoft’s cloud services; namely Azure. 
• Formed a special team named 4.co dedicated to improve customer and supplier engagements. 

Walmart 

• GE and Microsoft are teaming up to offer Industrial IoT services together. 
• GE will integrate and standardize its Predix platform on Azure. GE will also tap into Microsoft’s 

technology stack for its monitoring and diagnostics centers, internal manufacturing and services. 
GE 

• Announced the Open Data Initiative to mitigate the problems of data silos. 
• Will create a platform to share data across different applications to better analyze customer 

demographics. 
• Seamless data  transfer will enhance customer experience. 

Adobe & SAP 

• Signed an MoU with Xiaomi to build AI driven electronics. 
• Provide cloud computing products to develop upgraded phones, laptops, and smart devices 
• Microsoft gains exposure to the Asian markets 

Xiaomi 

• Migrating hundreds of applications on Microsoft’s cloud. 
• Will build and centralize its data platform Azure. 
• Also deploying Microsoft 365 for its employees 

GAP 

Acceleration in Cloud Services 
growth 
• Rapidly growing cloud services 
• Low switching costs compared to 

competitors 
• Integration of legacy software on 

cloud 

Diversified Clientele 
• Presence in all the major sectors 
• Increasing penetration in cloud 

and AI via acquisitions and 
partnerships 

Legacy Software Company 
• One of the most recognized 

brands worldwide 
• Global presence in more than 

190 countries 

Dominant Market Share among 
Operating Systems and Office 
Tools 
• Largest share in OS systems 
• OS on cloud 
• Major data in Office, client loyalty, 

reluctance to switch 

Wide Moats 
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PORTER 5 Forces Analysis 

Quarterly Earnings Analysis and FY19 Expectations 

 
Microsoft has been showing consistent 
growth in revenue and earnings, quarter 
on quarter. Azure is expected to grow at 
~50% for FY 2019 and ~60% for FY 2020. 
The margins for commercial cloud are 
expected to be ~65% for both FY19 and 
FY20.  
   
 

 
Sales and Profitability Analysis 

 

Q1 2019 Financials 
 

YoY Growth 

Revenues: $ 29.08Bn 18.5% 

Productivity and Business Process $ 9.77Bn 18.6% 

Intelligent Cloud $ 8.57Bn 23.8% 

More Personal Computing $ 10.75Bn 14.6% 

EPS $ 1.14 35.7% 
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Industry Comparison 
 
 
 
 
 
 
 
 
 
 
 
Microsoft Earnings Analysis and Forecast  

 
The earnings and cashflows from 2019 onwards are estimated figures based on revenue estimates as provided 
in the appendix 
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Microsoft Earnings Analysis and Forecast  
 
 
 
 
 
 
 
 
As per the estimates we estimate the stock has an intrinsic value of USD 140.66. There is an upside 
potential of about 28.38%. We have given a 50/50 weightage to EBITDA Multiple and DCF Valuation 
methods.   
 
Expected Returns on Investment 
 
  

Expected Return on Equity: 13.74%  
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Risk Analysis 
Microsoft has both systematic and unsystematic risks. The main systematic risks are Forex risks and Interest 
rates risks. Microsoft has ~50% of its revenues coming from international markets. Therefore Forex and Interest 
Rate Volatility can pose significant threat in adverse circumstances. For 2018, hypothetical implications of ~10% 
reduction in forex rates would have negatively impacted Microsoft’s revenues by about USD 2.1Bn, whereas a 
100 basis points hypothetical increase in US Treasury interest rates would have a negative impact of about USD 
2.7 Bn. These two risks are the main threats of systematic risks for Microsoft. Coming to unsystematic risks, 
higher weightage in risk contributions can be attributed to the potential un-realization/loss in value for the 
recently made acquisitions; led by Linkedin and GitHub, and other newer partnerships with the companies 
mentioned above. Another threat to the revenues comes from the internal oppositions the company faces for 
different government contracts.  

 
ESG and CSR 
Ranking Digital Rights Corporate Accountability Index 

• In 2018, Microsoft ranked second overall on the Ranking Digital Rights Corporate Accountability Index. 
FTSE Russell (FTSE4Good Index) 

• In 2018, Microsoft was included in the FTSE4Good Index, an equity index series designed to facilitate 
investment in companies that meet globally recognized corporate responsibility standards. 

Vigeo-Eiris (Euronext Index) 
• In 2018, Vigeo Eiris included Microsoft in the Euronext World 120 and Euronext US 50 indexes. Vigeo 

Eiris measures the risks and performances of companies in 41 sectors on 38 ESG issues. 
ISS Environmental and Social QualityScore 

• In 2018, Microsoft received a #1 rating for both Environment and Social scores within the ISS E&S 
QualityScore which measures corporate performance on over 200 factors. 

CDP (Carbon Disclosure Project) 
• For the fourth year in a row, the Carbon Disclosure Project included Microsoft in its Climate A List for 

climate performance leadership. 
MSCI ESG Ratings 

• In 2017, MSCI Ratings awarded Microsoft a AAA rating—the highest rating available to organization. 
MSCI Ratings provides institutional investors with a more comprehensive ESG integration solution. 

 
Other Activities 
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 In 2018, all Surface computers achieved EPEAT Gold environmental performance ratings in the US for 
their environmentally friendly design. 

 61 technology companies joined Microsoft in signing Cybersecurity Tech Accord 
 12 million young people provided with computer science learning experience 
 $3 billion was spent for minority, disabled, and veterans in FY18 
 $1.4 billion in software and service was donated to nonprofits around the world 
 Signed a 315 MW project in Virginia to purchase clean energy 
 Microsoft cloud services are up to 93 percent more energy efficient and up to 98 percent more carbon 

efficient than their on-premises offerings 
 Microsoft converted 200 million images into a national land cover map to protect land and watersheds, 

enable better disaster prediction and response, and fight deforestation. 
 Reduced the weight of product packaging by 20 percent, and decreased packaging related greenhouse 

gas emissions by 29 percent. 
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Appendices 
Appendix A 
  
 
 
 
 
 
 
 
 
 
 
 
Appendix B 
For every Dollar of Microsoft’s services rendered by its clients, the clients generated more than nine dollars in 
revenue, thus taking Microsoft’s clients revenue to about 1 Trillion USD a year. 

 
Appendix C 
 
 
 
 
 
 
 
 
 
 
 

A Trillion  
A Year 
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Appendix D 
 Discounted Cash Flows Calculations 

 
Appendix E 

Perpetual Growth Method vs Terminal EBITDA Method 
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Appendix F 

Sensitivity Analysis  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Appendix G 

GAAP Reporting 
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Appendix H 

Justified PE Calculation 
 
 
 
 
 
 
 
 
 
Appendix I 

Product Pricing Chart 
 

 

Justified PE has been a dependable model to determine the 
intrinsic value of the stock. Derived from the Gordon Growth 
model, Justified PE comes in particularly useful for companies, 
which have a consistent dividend history.  
Justified PE = DPRt1 
                        (ke – g)  
 (OR) 
Dividend Payout Ratio for next year 
(Cost of Equity – Dividend Growth Rate) 


