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- of 1,100,000 shares of Common Stock are being sold by the Company. An additiorai 110,000
chares of Common Stock may be sold by the Selling Stockholders pursuant to the Underwriters’ over-

allotment option.

Pricr to this ofering, there has been no public market for the Common Stock of the Company. See
“Underwriting” for information rezarding the factors considered in determiming the initial public cifenng

price.

This effering invoives i high degree of risk. Prospective investors sbould carefally cousider the
informatios set forth under “Investment Considergtions.”

THESE SECURITIES HAVE NOT BEEN APPROVED OR DiSAPPROVED BY THE
SECURITIES AND EXCHANGE COMMISSION NOR HAS THE COMMISSICON
PASSED UPON THE ACCURACY OR ADEQUACY OF THIS PROSPECTUS.
ANY REPRESENTATION TO THE CONTRARY IS A CRIMINAL OFFENSE.

B B { Price to Underwriting | Proceads e
. Pubtic Discount (1) i Compaay )

T N R $9.00 5.65 | 8835

e T R N T A T o e $9,900,000 $715,000 ! $9,185,000

(1) The Company and the Seiling Stockholders have agreed to indemnify the Underwriters against certain
iiabiiities. including liabilities under the Securities Act of 1933. See “Underwriting.”

(2) Before deducting expenses of the offering, estimated at $850.000, payable by the Company.

(3) The Selling Stockholders have granted to the Underwnters 2 30-day option to purchase up to i10.000
additional shares to cover over-allotments, if any. The Company will not receive any proceeds from the
sale of chares by the Selling Stockholders. If all such shares are purchased, the Total Price to Pubiic and
Underwriting Disconnt wiil be 510,8%0,000 and $786,500, respectively, and the proceeds to the Selling
Stockholders will be $918,500. See “*Principal and Seliing Stockholders™ and “Underwriting."

The Common Stock is offered by the several Underwriters subject to prior sale when, as and if dalivered
i0 and azcepted by them, subject tc the right to reject orders in whole or in part. It is expected that delivery
of the certificates for Common Stock will be made cn or about June 30, 1583.

William Blair & Company

The aate of this Prospectus is June 23, 1988
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SUMMARY OF PROSPECTUS

The following summary is qualified in its entirety by the more detailed information and financial data appearing
elsewhere in this Prospectus. Unless otherwise indicaited, all information in this Prospectus assumes that the
Underwriters® over-allotment option is not exercised. See “‘Underwriting. "

THE COMPANY

Mindscape publishes a broad line of microcomputer software progucts for the consumer zad education
markets. Consumer market software, which accounted for approximately 82% of the Company’s 1987 revenues,
includes entertainment, home education and productivity titles developed for use on major microcomputer
hardware formats. These products are sold under the Mindscape label or under the lower priced Thunder Mountain
label. Education market software includes curriculum, productivity and administrative titles {or sale primarily to
schools, as well as other educational institutions. During 1987, the Company published over 130 consumer markes
and over 170 education market titles, with no one title representing more than 7% of revenues. The Compary
believes that its large number of revenue producing titles and the diversity of its product categories, hardware
formats and pricing are critical elements to Mindscape’s historical and future success in the comsurner and

education microcomputer sofiware markets.

Shares Offered ..... RS s TR bk ot ST Ry s e S 1,100,000 shares of Common Stock
Shares Outstanding Afterthe Offering .. .........ccciiiiinnnnn.. 3,457,500 shares of Coraman Stock

- SR - et s e S S N IS b S Reduction of outstanding indebtedness
NASDIAQ SYIIE o cnnndmmmimainnsfn vn matun s beasnefase nae MIND

SUMMARY FINANCIAL DATA®Y)
(in thousands, except per share dats)

For the
Mosths For the Three
Fh!t". For the Year Ended Months Ended
Inception to December 31, Mareh 31,
December 31, 4
lm__ 1588 1986 2 1S ous
Income Statement Data:
TARL TEVEDIIES: ¢ v b ars ad i o vime nki SeGTe i 45 S Sideik 3 993 54,923 $9,215 520,414 $3,486 35013
Ctoss profit (Bo88) ..xisssvevin s saesd s (4,729) (751) 3,019 10,616 1,683 2513
Income (loss) fromoperations ................counnn (10,826) (7,665) (3,604) 2,403 v)  (159)
NEL 10COME (JO88) . o-vios cwvmmmasamasn wie > e (5.414) (3,877) (2,301) 1.839  (i25) (39¢6)
Pro forma net income (Joss)3) . . o v veviniiennnnenans — -_— Pes 027 (125)  (254)
Pro forma net income (loss) per share(3) .............. —_ —_ —— 42 (05) (10)

At Marck 31, 1988
Actenl  As Adjusted(s)

Balance Sheet Data:

Working Capiial (EREIEREY) . <o vsianmviusm e sme S0 55 T SRR GRsa Sam 5ol neos S (447) § 7,888

TFOTRURSEEES: 151055100 vmmiease s 8 o R T 408508 o T i o GLIEE G170 A 2 19,235 19,235

TOERY AP . ois i o5 st s o v e iR s s ma b o v oielbre s P el i et 5 13.06% 3,675
1,467 10,858

(1) Summary financial data for the five months ended December 31, 1984 and the years ended December 31, 1985
and 1986 are that of a predecessor and are not comparable to that of the Company. Ses “Background™ and
“Selected Financial Data.” Net income (loss) reflects the election to be taxed as an S corporation on April 30,
1987.

(2) Reflects the unaudited, pro forma income statement data of the Company as if the predecessor had been
acquired by the Company on January 1, 1987. Ses “Background™ and *‘Selected Financial Daa.™

(3) Refiects a provision for income taxes as if the Company had been taxed 2s a C corporation for the entire period
presented. See “S Corporation Dividends™and “Selected Financial Data."

(4) Reflecis the sale of 1,100,000 shares, the reduction of indebtedness and the contribution of 51,056,594 of

stockholder notes to equity.
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THE COMPANY

Mindscape publishes a broad line of microcomputer software products {or the consumer and education
markets. Consumer market software, which accounted for approximately 82% of the Company's 1987
revenues, includes entertainment, home education and productivity titles developed for use on major
microcomputer hardware formats. These products are sold under the Mindscape label or under the lower
priced Thunder Mountain label. Education market software includes curriculum, productivity and
administrative titles for sale primarily to schools, as weil as other educationa! institutions. Mindscape
education market software includes products for kindergarten through college, with the majority of sales to
the middle grades and junior high schools. During 1987, the Company published over 150 consumer market
and over 170 educstion market titles, with no one title representing more than 7% of revenues. The Company
believes that its large number of revenve producing titles and the diversity of its product categories, hardware
formats and pricing are critical elements to Mindscape’s historical and future success in the consumer and
education microcomputer software markets. '

Mindscape consumer market software is sold through speciaity retail outlets and mass merchandisers
principally in the United States and Canada. Retailers purchase the Company's consumer software from
Mindscape’s twelve-person direct sales force, as well as from distributors and independent sales
representatives. Sales to the education market are made directly to educational institutions in the United
Sti.tes and Canada through a four-person direct sales force, as well as through distributors, dealers, direct
mail and selected “master teachers.”

Mindscape’s executive offices are located at 3444 Dundee Road, Northbrook, Illinois 60062, and its
telephone number is (312) 480-7667. As used herein, the terms “Company” and “Mindscape” refer to
Mindscape Inc., unless the context otherwise indicates. All information in this Prospectus gives effect to 2
2.3-for-1 split of shares of Common Stock effected May 18, 1988, unless otherwise indicated.

BACEGROUND

During 1981 and 1982, Scott, Foresma.: and Company, a subsidiary of SFN Companies, Inc. (“SFN"),
established an electronic publishing group which developed non-curriculum specific educational software for
sale to educationsl institutions as complementary products to its textbooks. In 1983, SFN decided to expand
its markets by selling educational software to the consumer market. John R. Purcell, SFN's Chairman and
Chief Executive Officer, hired Roger M. Buoy as President and Chief Executive Officer of Mindscape, Inc. in

Ortober, 1983 to further develop and execute its business plan.

Mindscape, Inc. received significant financiai support from SFN from 1its incorporation on March 17,
1983 through January 16, 1987. The Company’s initial strategy of selling only consumer oriented educational
software was supplemented shostly after the Company’s inception to include the development and sa'e of
consumer entertainment and productivity software, as well as the development and sale of educat.onal
software directly to the institutional education market.

As part of the restructuring and sale of SFN during 1986 and 1987, John R. Purcell and Roger M. Buoy
acquired Mindscape, Inc. on January 16, 1987 for a total of $8.6 million, inciuding $3 million in cash and the
assumption of $5.6 million of Mindscape’s liabilities. SFIN retained all net operating loss carryforwards
generated by Mindscape through December 31, 1986. In addition, SFN’s successor purchased 1,000 shares
of the Company’s Preferred Stock which were redeemed on April 30, 1987.

INVESTMENT CONSIDERATIONS

Potential investors should carefully consider the following information when evaluating the Company
and its business.

Limited Operating History

Mindscape's predecessor commenced the sale of product in August, 1984. Although the Company was
profitable in 1987, no assurance can be given that the Company will be profitable in the future. The Company
was not profitable in the first quarter of 1988 and does not expect to be profitable in the second quarter as &
result of slower revenue growth than was experienced in the first quarter of 1988, increased generai and
administrative expenses attributable to professional services, and management’s decision to incur greater near
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term expenses, primarily in selling and ma.keting, to position the Company for future sales growth. See
“Management’s Discussion and Analysis of Results of Operations and Financial Condition."

Need For Additional Working Capitsal

The net proceeds realized from the sale of shares offered hereby will be applied to the repayment of
indebtedness. See “Use of Proceeds.” While the Company anticipates that its working capital requirements
for the remainder of 1988 will not generally exceed its cash from operations and its availability under its
Bank Loan Agreement, Mr. Purcell has agreed to make available $2.5 millicn of working capital financing
(the “Purcell Line™) until the earlier of (i) a refinancing of the mortgage loan secured by the Company’s
headquarters facility or its Bank Loan Agreement, producing $2.5 million of additional cash or borrowing
capacity, or (ii) December 31, 1988. At June 16, 1988, the Company had borrowed $1 million under the
Purcell Line arnd had $400,000 of unutilized capacity under the Bank Loan Agreement. See “Financing
Arrangements” and ‘““Management’s Discussion and Analysis of Resuits of Operations and Financial

Condition—Capital Resources and Liquidity.”

New Products and Consumer Demand

Consumer software products tend to have relatively short lifecycles, and therefore, the Comipany depends
on the introduction of successful new products to replace the declining revenues of older products. In
addition, relatively long lead times for the development of new products make the Company vulnerable to
changes in consumer software and hardware preferences. See “Business—Consumer Market.”

Competition

The education and consumer software markets are highly competitive. The Comp iny competes both in
the acquisition of new products and the marketing of existing products against companies with greater
finzncial resources, including manufacturers of microcomputers. See “Business—Competition.”

Mintendo
During 1988 and 1989, the Company intends to publish and distribute scftware products for the

Nintendo Entertainment System. As of March 31, 1988, the Company had capitalized approximately
$700,000 in license fees and conversion costs for Nintendo products and anticipates additional costs of
approximately $210,000 for products under development. Further costs will be incurred as additional titles
are developed. Orders with the supplier of Nintendo cartridges must be prepaid and are non-cancellable. A
shortage of microchips for the production of Nintendo soitware cartridges, a significant decline in consumer
demand cr an oversupply of software cartridges in the market would materially impair the Company’s ability
to recover license fess, conversion costs and production expenses. Sez “Business—Nintendo.”
Seasonality

Sales of consumer software, which accounted for approximately 82% of the Company's revenue in 1987,
are concentrated in the third and fourth quarters of the year. The seasonality of sales may cause operating
results and working capital requirements to vary significantly from quarter to_quarter. See “Management’s
Discussion and Analysis of Results of Operaticns and Financial Condition-—Quarterly Data and
Seasonality.”
Reliance on Key Personnel

The Company’s success will depend to a large degree on its ability to retain the services of its key
management personnel, including its President and Chief Executive Officer, Roger M. Buoy. The loss of Mr.
Buoy’s services could have a material adverse effect on the Company’s position in the microcomputer software
industry and on its new product development efforts. There is no employment agreement between Mr. Buoy
and the Company. See “Business—Personnel.”

Control by Management
After the offering and assuming the Underwriters' over-allotment option is exercised in full, the present

directors and executive officers of Mindscape will beneficially own approximately 60.8% of the outstanding
Common Stock of Mindscape and will be abie to elect all of the Company’s directors and control management
policy. The present directors and executive officers may be able to effect certain corporate transactions such
as a sale of substantually all of the Company's assets or a merger, including a merger that may be considered
a “‘going private transaction,” without the concurrence of minority stockhoiders. Sez “Principal and Selling

Stockholders.”



Pledged Assets, Dividend Restrictions and Financial Covenants

Mindscape has pledged substantially all of its assets as security pursrant to its financing arrangements.
It is anticipated that substantiaily all of the net proceeds of the offering will be used to repay outstanding
indebtedness. The Company expects to incur additional indebtedness in 1988 to finance operations. Certain
provisions of the Company's financing arrangements prohibit the payment of dividends on Mindscapc's
Common Stock and subject it to financial performance requirements. See “Financing Arrangements” and

“Use of Proceeds.”

{sdustry Information
No definitive source of mformation exists regarding the microcomputer hardware and software
indusiries. Various independent research companies as well as industry associations collect and publish data

which are sometimes inconsistent.

Absence of Public Market

Prior to the offering, there has been no public market for Mindscape’s Common Stock and there can be
no assurance that an active trading market will develop. The offering price has been determined through
negotiations between the Company, the Selling Stockholders and the Underwriters and may not be indicative
of the market price for the Common Stock after the offering. See “Underwriting.” This offering will subject
new investors to substantial and immediate dilution. See “Dilution.™

S CORPORATION DIVIDENDS

Since May 1, 1987, the Company has been treated as an S corporation for income tax purposes. As a
result, earnings of the Company have been taxed directly to the Company's stockholders rather than to the
Company. In February, 1988, the Company paid a dividend of $1,868,100 to its stockholders. Concurrently,
the stockholders loaned funds in the same aggregate amount to the Company in the form of $719,219 of 8%
senior subordinated notes due June 14, 1988 (the **1988 Notes™) and $1,148,881 of 7%4 % subordinated nctes
due January 1, 1991 (the “1991 Notes™). See Notes 3 and 4 of Notes to the December 31, 1987 Financial
Statements of the Company. After fuil repayment of the 1988 Notes and partial repayment of the 1991 Noies,
the outstanding principal amouat of the 1991 Notes on May 15, 1988 was $1,056,594. Messrs. Purcell and
Buoy will contribute the principal amount of the 1991 Notes to the equity of the Company upon the closing
of the sale of the shares offered hereby. The Company’s S corporation election will be terminatcd
simultaneously with the closing of the sale of shares offered hereby. Pursuant to an agreement by and among
the Company and its current S corporation stockholders (the “Tax Agreement’), an allocable portion of the
Company'’s taxable income (or loss) for the full year ending December 31, 1988 will be treated, for income
{ax purposes, as S corporation income (or loss), which will be taxable to the Company's current S corporation
stcckholders, and the remainder of such total taxable income (or loss) will be treated as C corporation income
(or loss), which will be directly taxable to the Company. Such allocation will be made based upon the number
of days during 1988 that the Company qualifies as an S corporation and as a C corporation, respectively. The
Tax Agreement also provides, among other things, that (a) the Company will pay, in cash, on or before April
15, 1989, each current S corporation stockholder an amount equal to 32% of such stockholder’s respective
share of the Company's S corporation income for 1988 and (b) that the Compaay and ths current S
corporation siockholders will treat, for all tax purposes, any payments made to the current S corporzticn
stockholders pursuant to the Tax Agreement as distributions of money by Mindscape with respect to their
stock. ™o purchaser of the shares offered hereby will be entitled to any such payments made pursuant to the
Tax Agreement. For pericds after 1988, the Company will be taxed as a C corporztion for income tax
purposes. The Company has a tax loss carryforward which expires in the year 2002 of approximately $286,650
relating to the period from January 1, 1987, to April 30, 1987 which is available to offset its taxabie income
as a C corporation. See Note 3 to Notes to the December 31, 1987 Fiaancial Statements of the Company.

DIVIDEND POLICY

The Company does not intend to pay dividends for the foreseeable future. Earnings, if any, and other
cash resources of the Company will be used to further reduce indebtedness and to continue the development
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and expansion of the Company’s business. Under the terms of its bank loan agreement, the Company is
restricted from paying dividends, other than stock dividends. See “Financing Arrangements.”

DILUTION

The net tangible book value (tangitle assets less liabilities) of Mindscape at March 31, 1988, after giving
effect to the exercise of stock options for 17,250 shares ¢xercisable prior to December 31, 1988 at a weighted
average «..ercise price of 3.65, was $1,390,106 or §.59 per share. After taking into account the contribution of
the 1991 Notes of $1,056,594 and the completion of the offering, the pro forma net tangible book value of
Mindscape would have been $10,781,700 or $3.10 per share after deduction of underwriting and estimated
offering expenses of $1,565,000. The following table illustrates as of March 31, 1988 the immediate per share

dilution to purchasers of shares in this offering:

PUBHE OHERAE PRICETT) o oo vnmnnmn i emmmm s i an e eeis weisme e s i $9.00
Net tangible book value at March 31, 1988 ........................ $ .59
Contribution of the 1991 Notes... . vsvi v ax snesins sxsmummis wesvs 44
Increase attributable to new investors(2) .. ....cvviiiii i, 2.07

Pro forma net tangible book value afteroffering .................. ... 3.10

$5.90

DHIGHON 10 BEW INMVESTOLS - vii o svcmminn vosiomin candlese s o a s s & e s aekiss

(1) Before deduction of the underwriting discount and estimated offering expenses payable by the Comipany.
(2) After deduction of the underwriting discount and estimated offering expenses payable by the Company.

The following table summarizes at March 31, 1988 the differences in the average amounts received by
the Company for shares of Common Stock owned by existing stockholders and 17,250 of the 69,000 shares
subject to options and those purchased by new investors in this offering:

Shares Purchased from
the Compeny Total Consideration Average

Price
Number Percentage Amount Percentage Per Share
Existing Stockholders. . ................... 2,374,750 68.3% § 2,605,344 20.8%  $1.10
New InVestors (1) « e v eeeeeeeennnnns 1,100,000 317 9,900,000  79.2 9.00
TOMAL & s BB b i e s N i 3,474,750 100%  $12,505,344 100%

(1) Before deduction of the estimated offering expenses and underwriting discount payable by the Company.
Assumes no exercise of the Underwriters’ over-allotment option.

FINANCING ARRANGEMENTS

Pursuant to the terms of 2 foan agreement (the “Bank Loan Agreement”), dated as of May 12, 1988,
Mindscape may borrow up to $13,000,00C. The outstanding principal amount of loans under this agresment
may not exceed the sum of (1) 65% of eligible receivables and the lesser of 259 of eligible inventory or
§1,000,000, plus (ii) prior to August 15, 1988, 51,560,000, plus (iii) $7,000,000 pursuant to guaranties from
each of Messrs. Purcell and Buoy (the “Guaranties”). The Guaranties will terminate upon receipt by
Mindscape of net proceeds of at least §7,000,000 of equity or subordinated debt financing. The Company
expects that the Bank Loan Agresment will permit maximum borrowings of approximately $6,000,000 after
the closing of the offering made hereby based on present and anticipated levels of inventory and receivables.
Loans bear interest at the rate of 1%2% over the prime rate. The aggregate outstanding amount of such loans
was $11,880,000 at June 16, 1988, secured by substantially all of Mindscape’s assets other than its
headquarters building, which was pledged to secure a mortgage loan. Mindscape intends to borrow additional
amounts from time to time under the Bank Loan Agreement. See “Mzanagement's Discussion and Analysis
of Results of Operations and Financial Condition—Capital Resources and Liquidity.”
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The Bank Loan Agreement restricts Mindscape’s ability to incur or guaranty indebtedness, incur liens,
pay dividends, lease property or purchase stock or substantially all of the assets of another entity. In addition,
the Bank Loan Agreement requires Mindscape to maintain tangible net worth, as defined therein, of
$1,900,000 until September 30, 1988, of $3,900,000 from October 1, 1988 until December 30, 1988, of
$6,000,000 as of December 31, 1988, and of $5,000,000 after December 31, 1988. The Bank Loan Agreement
terminates on April 30, 1990. See Note 6 of Notes to the March 31, 1988 Condensed Financial Statements of

the Company.

In January, 1987, Messrs. Purcell and Buoy loaned §1,000,000 to Mindscape te finance operations,
evidenced by promissory notes that bear interest of 7%4% per annum and mature on January [, 1991. In
February, 1988, Messrs. Purcell and Buoy loaned io Mindscape an additional amount, evidenced by the 1991
Notes. Messrs. Purcell and Buoy will contribute the outstanding $1,056,594 principal amount of s 1991
MNotes to the equity of the Company upon the closing of the sale of the shares offered hereby. See ~S

Corporation Dividends.”

Mindscape acquired its Northbrook headquarters facility subject to the obligations under an existing
mortgage lcan and assignment of rents to Connecticut Mutual Life Insurance Company. Th: mortgage and
assignment of rents secure indebtedness which bears interest at the rate of 10.75% per annum and at March
31, 1988 bad an outstanding principal balance of $1,494,671. The final principal payment of sich loan, in the
amount of $1,226,971, is due on April 1, 1996. The Company is currently reviewing propcsals to refinance
the mortgage ioan and in connection with such refinancing expects to incur additional indebtedness of up 1o
$4,000,000. The Company presently expects to use any such proceeds to repay indebtedness on its bank loan.

Mr. Purcell has agreed to make available tc the Company $2,500,000 of working capital financing
pursuant to a 9% % demand note subordinated under the Bank Loan Agreement. Mr. Purcell has agreed not
to demand payment of the note until the earlier of (i) 2 refinancing of the mortgage loan on thc Company’s
headquarters building which produces at least $2,500,000 of additional cash, (ii) a refinancing of the Bank
Loan Agreesnent which produces at least $2,500,000 of additional borrowing capacity or (iif) December 31,
1988. At June 16, 1988, the Company had borrowed $1,000,000 under the Purcell Line.

USE OF PROCEEDS

Based on a public offering price of $9.00 per share, Mindscape will receiv= net proceeds of approximsiely
32,335,000 frorm the sale of 1,100,000 shares of Common Stock offered hereby, after deduction of the
underwriting discount and estimated expenses. Such proceeds will be used to repay a portion of Mindscape’s
bank incebtedness, due April 30, 1990. The indebtedness to be repaid had an effective rate of interest at June
1%, 1988 of 10%49% and was incurred on May 12, 1988 for the purpose, in part, of repaying $3,018,018 of
indebtedness to Mr. Purcell and $6,714,000 of indebtedness under a previous bank loan agreement, all of
which had been incurred to fund working capital requirements. Upon receipt of the proceeds from the sale of
the shares of Cornmon Etock offered hereby, the Guaranties piovided by Messrs. Purcell and Buoy under the
Bank Loan Agreement will terminate. The Company expects that none of the proceeds from the offering wiil
oe available for working capital purposes. As of June 16, 1988, $11,880,000 was outstanding under the Bank
Loan Agreement. See “Financing Arrangements,” “‘Capitalization” and “Certain Transactions."



CAPITALIZATION

The following table sets forth the short-term debt and capitalization of the Company at May 15, 1988
and as adjusted to zive effect to the sale of the shares of Common Stock offered hereby resulting in esttmated
net proceeds of approximately $8,335,000, the application of such net proceeds 1o repay bank indebtedness
as described under “Use of Proceeds™ and the contribution of the 1991 Notes to equity 2s described under “S
Corporation Dividends.”

Sday 18, 1952
Actmal As Adivezed
(i thousands)
Short-term Jdebt:(1)
Current portion of mnortgagenotepayable.............oiiiiiiiiiiiia.., $ 20 5§ 20
Total short-term debt . . ... .. . it ittt e ietrierannnnnn s 26 § 20
Long-term debt:(*) :
Notespayabletobank ............oiiiiiiiiiiie viiiieniiiiirannann. $ 9,790 § 1455
TN BORRIEDY s o i ms s e o A o A ST S 1,056 —
SEOCKBOIET DOIES PAYEBIC & c-v 505 s svdi s s n e S P v o0 s O ARES Wik pam it 1,000 1,000
N R I RYIIIIE . 5510500 s i o e R R A RS R i 1.474 1474
TORLIONE-IEIM GABBL 4 i iswivnivninvs i immasns seeh vesvmevasvesses s i 13,320 3,929

Stockholders’ equity:
Common stock, $.00001 par vnluc* 4,600,000 shares authorized, 2.357 500 shares

outstanding, 3,457,500 sharesas adjusted(3) . ....... . ...l iiiiiiL.. — =
Capitalin excess of Par VRIVEZNEY  oosio i s siate o35 w500 winiaivis ofe 570 0SS Sanainivi a7 57 1.537 10,661
Retained earnings (deficit) at March 31, 1988(4) ........................... {70) 197
Total StockBOIdErs” qUity - .. . o ses v dusesesanion e be vies s i s 1,467 10,858
Total Capitalization e v o ois visie s, Sl s i s i miore, mib 4 o8 = bm s oem s $14,787 514,787

(1) See “Financing Arrangements” and Notes 2 and 6 of Notes to the March 31, 1988 Condensed Financial
Statements of the Company for additional information concerning indebtedness.

(2) See *S Corporation Dividends” for information regarding the contribution of the 1991 Notes to equity.
(3) Does not include 115,000 shares of Common Stock reserved for issuance pursuvant to the Company’s
Stock Option Plan for Key Employees.

(4) The excess of distributions to stockholders over the cumulative S corporation income of $267,005 has
been reclassified from deficit to capital in excess of par value in the “As Adjusted” column.



SELECTED FINANCIAL DATA

The selected financial data for the yzars ended December 31, 1986 and 1985 have been derived from the
audited financial statements of a predecessor and are not compsrable to the information of the Company
because such data are presented on such predecessor’s historical cost basis. Such selected financial data should
be read in conjunction with the financial statements of the predecessor #nd the report of Arthur Andersen &
Co., independent public accountants, thereon included clsewhere herein. The selected financial data for such
predecessor for the five months ended December 31, 1984 are unaudired; however, in the opinion of
management, such unaudited data include 2!l adjustments (consisting only of normal recurring accruals) that
it considered necessary for a fair presentation. The selectad financia! data for the year ended December 31,
1987 and the three months ended March 31, 1987 are shown on ~» unaudited, pro forma combined basis.
The selected financial data for the year ended December 31, 1987 snould be read in conjunction with the
financial statements (. the Company and the report of Arthur Young & Company, certified public
accountants, thereon included elsewhere herein. The selected financial data for the three months ended March
31, 1988 and 1987 arc unsudited; however in the opinion of management, such unaudited data include alil
sdjustments (consisting only of normal recurring accruals) that the Company considers necessary for a .air
presentation. The results for the three months ended March 31, 1988 are not indicative of the results which
may be expected for the full year. See “Management’s Discussion and Analysis of Results of Operations and

Financial Condition—Quarterly Data and Seasonality.”

For the
omlmomdemie g lmte sl
December 31, . :
1984 1928 1986 1987(1) 1987(1) 1988
(pro forme)  (pro forma)
(in thomsumda, except shere nnd per share dats)
Income Statement Data: :
Revenues:
Mot S8le8 5 a5 aed s madaoting s 797 £4741 S 8,705 $19,194 $£3,336 £4,830
Distribution income ......... — — 133 744 48 105
IRBEY INCOME - v siniss v o5 166 - 182 377 476 102 78
Total reverues .. .......... 993 4,923 9,213 20,414 3,486 5,013
Costofgoodssold............. 5,722 5,674 6,196 9,798 1,803 2,500
Gross profit (loss) ......... (4,729) (751) 3,019 10,616 1,683 2,513
Selling and marketing expenses . . 4,834 4,718 4,325 6,017 1,256 2,114
General and administrative ex-
PRV . oo ocovmn iaiosmm wcarescacnc 1,263 _3.196 2,298 2,196 436 558
Income (loss) from opera-
HHOMS & vvoeiieeeenannnn (10,826) (7,665) (3,604) 2,403 (%) (159)
INteTest eXpense : oo s oi 112 166 1,045 536 116 243
Income (loss) before income
TR s asnrs s a5 essiedis (10,938) (7,831) {4,649) 1,867 (125) (402)
Provision (benefit) for income
CRBHIDY s s o savas e (5,524) (3,954) (2,348) 28 —_ (6)
Net income (loss) ......... $(5,414) $(3,877) %(2,301) 3§ 1,839 $ (125) g (396)

Pro Forma data(2):
Net income (loss) ......... ==
Net income (loss) per
share(4) ...oovvvnnnnnn. - i . 4203) (.05) (.10)

Weighted average shares(4) ... .. — - — 2,426,500 2,426,500 2,426,500

- — $ 1,027 $ (125). 5 (254)



At
At Docember 31, Rared 31,

1984 1588 1986 1957 963
(ka tiousamds)

Balsnce Sheet Data:

Working capital (deficiency) . . .........coovveevenn.. S (155) S 632 § S84 § 442 S (447)
TOUL BSBEES - - .+« e e e e e e e e e e 6220 6,148 8,954 19,709 19,235
SROTE-termm BOTTOWIDES « . v e vveennneeeeanneeenneens 9 17 579 6029 9,442
Long-term 88t . ... ..ot 1,531 1,521 1,500 3,481 3,624
o S ————— 1,557 2,746 3,570 1,863 1,467

M

)

&)

C))

In Jamuary 1987, Minds.ape Holdings Corporation (“Holdings’) was incorporated and on January 16,
1987, Mindscape, Inc. (predecessor) was acquired by Holdings through the merger of its wholly owned
subsidiary, Mindscape Acquisition Corporation, with and into Mindscape, Inc. with Mindscape, Inc.
being the surviving corporation. The selected financial data for the year ended December 31, 1987 and
the three months ended March 31, 1987 are shown on an unaudited, pro forma combined basis reflecting
the allocation of the purchase price to the fair value of assets and liabilities acquired as if the scquisition
had taken place as of January 1, 1987 and reflecting the appropriate pro forma sdjustments to the
predecessor’s results of operations for the period January 1, 1987 to January 16, 1987. Such pro forma
adjustments consist of a decrease in general and administrative expenses of $934 to reflect 2 reduction in
depreciation expense as a result of the purchase price allocation, an incresse in interest expense of $8,750
assuming that the debt incurred in the acquisition was outstanding as of January 1, 1987 and an
elimination of the provision for income taxes.

The Company was taxed as a C corporation for income tax purposes through April 30, 1987. Effeciive
May 1, 1987, the Company elecied to be taxed as an S corporstion, and therefore, generally federal and
certain state income taxes imposed on the Company’s income for the period subsequent to April 30,
1987 heve been the obligations of the individual stockholders. Pro forma data assumes that the Company
was taxed as & C corporation and refiects additional income taxes of $812,000 for the year ended
December 31, 1987 and an additional benefit for income taxes of $142,000 for the three months ended
March 31, 1988. No incoms tax benefit was recorded for the three months ended March 31, 1987 as the
Company could not carry back the net operating loss to prior periods. The Company has a tax loss
carryforward which expires in the year 2002 of approximately $286,000 relating to the period from
January 1, 1987 to April 30, 1987 which is available to offset future taxable income from a C corporation.
See Note 3 to Notes to the December 31, 1987 Financial Statements of the Company. For income tax
provision (benefit) data for the predecessor (0 the Company, see Note 6 to the Notes to Financial
Staterneuts for the yeors ended December 31, 1986 and 1985.

Assuming the contribution of the 1991 Notes to equity at the beginning of the period and that the offering
had occurred from time-to-time during 1987 to the extent that net procesds would have been necessary
to reduce outstanding indebtedness, pro forma net income per share for the year ended December 31,
1987 would have been $.39 based on & weighted average number of shares outstanding of 3,045,839.

Adjusted for the 1000 for-1 stock split effected on April 30, 1987 and the 2.3-for-1 split effected on May
18, 1988. Caiculated 2s if the 69,000 shares issusble upon future exercise of employee stock options had
been exercised at the beginning of the period and as if the 1,100,000 shares of Common Stock offered

hereby were not outstanding.
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MANAGEMENT'S DISCUSSION AND ANALYSIS OF
RESULTS OF OPERATIONS AND FINANCIAL CONDITION

Resalts of Operations

The following table shows. for the periods incicated, items incinded in Selected Financial Datz as a
percentage of (otal revenues and the percentage changes in the dollar amounts of such items compared to the

prior period.

Perceatage of Total Reveapss P““;‘%Wm Pm]
Three Moaths
i Three Moathe
Year Endod Ended 1936 1987 1988 wear
December 31, Marck 31, over aver Thres Msaihs
1985 1586 1987 1987 1983 19358 1986 1537
TOMRE TEVEIREE . 2w v i msmine v 4 1000% 100.0% 100.0% 100.0% 100.0% 872% 121.5% 4355
Cost of goods sold . ... ... RS 115.3 67.2 430 517 499 g.2 58.1 387
Grossprofit (losg) ..................... (15.3) 32.8 52.0 48.3 50.1 5 251.7 493
Seiling and marketing expenses ............ 95.8 469 295 360 422 (8.3) 391 683
General nd administrative expenses. ....... 44.6 249 10.3 12.5 11.1 4.6 (4.4) 280
Income (loss) from operations . .......... (155.7) (39.0) 11.7 (.2) (3.2) (53.0) @ -
IDteTest CAPENIC . cvo v eriiirs i anssinns 3.4 11.4 2.6 3.4 4.8 529.5 (49.6) 1095
Income (loss) before income taxes. ....... (159.1)  (50.4) 9.1 (36) (8U) (40.6) . (2218
Pro forma provision (benedit) for income
BRI 00 i i TR AN 4.1 —- (3.0 -
Pro formapet income (lo2s) .. .. ......... 5.0 (3.6) (5.0) {10333

*Calcuiation not meaningful.

First Quarter 1988 Compared to First Quarter 1987

Totzal revenues increased $1,527,000, or 43.8%, to $5,013,000 in the first quarter of 1988 compared 0
$3,486,000 in 1987. Consumer software sales contributed the majority of this increase. Educational sofiware
sales grew $278,000 over the first quarter of 1987. This increase is primarily the result of sales of prodect

titles acquired from other publishers.

Cost of goods sold declined to 49.9% of total revenues in 1988 from 51.7% in 1987. The resultag
improvement in gross margin is due primarily to cost savings in product packaging and labor, but is offset to
some extent by higher royalty rates. Royalty expense which is included in cost of goods sold totalled $847,116
and $511,665, or 16.9% and 14.7% of total revenues for 1988 and 1987, respectively. The incrzase in royaity
expenses as a percentage of total revenues is primarily attributable to a greater concentration of sales of
products licensed under a license agreement with a higher than average royalty rate. The Company does not
expect future royalty expenses to vary significantly, based upon known license arrangements and trends.

Selling and marketing expenses increased from 36.0% of total revenues in 1987 to 42.2% in 1988. This
resulted primarily from higher advertising and promotion expernse, as well as increased personnel and related
travel costs, incurred with a view to revenue generation in future quarters.

General and administrative expenses declined to 11.1% of total revenues in 1988 from 12.5% in 1987,
In total dollars, such expenses increased by $£122,000 from the first quarter of 1987 due primarily to increassd

staffing levels.
The Company’s loss from operations increased from 59,000 in 1987 to $159,000 in 1988. This increass
in 1988 is attributable to management’s decision to incur greater near term expenses, primarily in selling and

marketing, to position the Company for future sales growth. As a result of this decision, as well as slower
revenue growth than was experienced in the first quarter of 1988, and higher general and administrathe
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expenses attributable primarily to professional services, management expects to incur operating and net losses
during the second quarter of 1983 as well.

Interest expense increased from 3.4% of total revenues in 1987 to 4.8% in 1988. The increase is
attributable to higher working capital borrowings to fund the Company’s current and anticipated levels of

business.
Year Ended December 31, 1987 Compared to Year Ended December 31, 1986

Total revenues increased $11,199,000 in 1987 to 520,414,000, a 121.5% increase over 1986. This increase
is primarily a result of the successful introductions of new Mindscape label products, growth in the new,
lower priced Thunder Mountain label products and sales of educsation market products.

Cost of goods sold declined from 67.2% of total revenues in 1986 to 48.0% in 1987. This decrease
resulted from bringing product assembly in-house in mid-1987 and obtaining more favorable quantity pricing
on raw material purchases Rovalty expense which is included in cost of goods sold was $3,055,773 and
$1,665,613, or 15.0% and 13.1% of total revenues, for 1987 and 1986, respectively.

Selling and marketing expenses declined from 46.9% of total revenues in 1986 to 29.5% in 1987. The
dollar amount of selling and marketing expenses increased in 1987 by $1,692,000 to $6,017,000, as a result of

additional staffing and additional marketing expenses.

General and administrative expenses declined from 24.9% of total revenues in 1986 to 10.8% in 1987.
The decrease resuited from significantly higher sales and slightly lower general and administrative expenses.

The Company recorded operating income of 11.7% of total revenues in 1987 compared with an operating
loss in 1986 and prior periods. The increase in net sales volume, without a comparable increase in operating

costs, accounted for this operating profit.

Interest and income tax expenses are not comparable due to the acquisition of the preiecessor by the
Company.

Year Ended December 31, 1986 Compared to Year Ended December 31, 1985

Total revenues increased $4,292,000 in 1986 to £9,215,000, an 87.2% increase over 1985. This increase
is primarily a resuit of an expanded product line.

Cost of goods sold declined from 115.3% of total revenues in 1985 to 67.2% of total revenues in 1986.
This decrease is primarily the result of the standardization of packaging between products and the reduction
of printing costs as well as a reduction of write-offs of royaity advances. Royalty expense which is included
in cost of goods sold was $1,665,613 and $2,046,059, or 18.1% and 41.6% of total revenues, for 1986 and

1985, respectively.

Selling and marketing expenses declined from 95.8% of total revenues in 1985 to 46.9% in 1986. This
decresse is primarily attributable to a change in marketing direction and a concentration on media and point-
of-sale advertising.

General and administrative expenses declined from 44.6% of total revenues in 1985 to 24.9% in 1986.

This decresse is 2 result of significant net sales growth while general and administrative expenses remained
relatively constant.

The Company recorded an operating loss of $7,665,000 in 1985 compared to an operating loss of
53,604,000 in 1986. The decrease in the operating loss results from the growth in net sales volume without a

comparable increase in operating coets.
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Quarteriy Data and Seasonality

The following table presents the unaudited quarterly results for 1986 and 1987 and for the thres months
ended March 31, 1988. The quarterly results for the three months ended March 31, 1987 are prepared on a
pro forma combined basis reflecting the allocation of the purchase price to the fair value of assets and
liabilities acquired as if the acquisition had taken place as of January 1, 1987 and reflect the appropriate pro
forma adjustments to the results of operations of the predecessor for the period January 1, 1987 to January
16, 1987:

For the Three Months Ended
Septem- Decen- Septems- Decem-
March 31, Juse 30, ber3(, ber3i March3l, Junedd, ber20, ber3l, March3l,
1935 1986 1986 198< 1987 1987 1987 1987 1983
Total revenises . . -..ccovavsnaas $1.244 §1.746 52,608 $3,617 53,486 34,234 §5,183 $7.511 $5,0i3
Costofgoodssold ............. 860 1,220 1,671 2,445 1,803 1.992 2,549 3,454 2,500
Oross proft ... c-cnnesaaei 384 526 937 1,172 1,583 2,242 2,644 4,057 2.513
Selling and merketing expenses . . 803 666 1,064 1,792 1,256 1,287 1,378 2.096 2,114
Genernl and administrative ex-
PEISES covvvivivvsnansasssns 424 567 504 803 436 533 461 766 558
income (loss) from operations . . (843} (707) (631) (1.423) (9) 422 795 1,195 (159
Interest expense ............... 230 265 267 283 116 109 131 180 243
Income (loss) before income
TERES isiiomivialaiie widminmaii/i $(1,073) $ {972) € (898) $(1,706) (125) 33 664 1,015 (402)
Pro forma provision (benefit) for
INCOME LAXES c .o e vnrannnns _ 9% 295 450 (148)
Pro forma net income (loss) ... 5 (1259 5 218§ 169 5 565 S (254)

Mindscape’s sales are highly seasonal, with consumer sales concentrated in the third and fourth quarters
and education market sales concentrated in the second and third quarters. In 1986 and 1987, respectively,
fourth quarter total revenues accounted for 39.2% and 36.8% of Mindsc ipe’s annual revenues.

Capital Resources and Liquidity

The Company’s Bank Loan Agreement permits up to 513,000,000 in borrowings based on (1) the levels
of inventory and receivables, plus (ii) prior to August 15, 1983. $1,5C0,000, plus (iii) $7,000,000 pursuznt to
Guaranties from each of Messrs. Purcell and Buoy. Upon the closing of the offering made hereby, the
Gusarantes by Messrs. Purcell and Buoy will terminate. The Company expects that the Bank Loan
Agreement will permit maximum borrowings of approximately $6,000,000 after the closing of the offering
made hereby based on present and anticipated levels of inventory and receivebles. See “Financing
Armangements.”

The Company’s working capital borrowings are highest in the third and fourth quarters, as the level of
inventory and accounts receivable increase for the holiday selling seascn. Due to the seasonal nature of the
Company’s business, the cash flow from revenues recorded in the fourth quarter is generally reslized in the

first quarter.

In January 1988, the Company reorganized its accounts receivable department to enhance collection
efforis. For the twelve months ended May 31, 1988, the average age of receivables was 78 days as compared
to 84 days for the twelve months ended at December 31, 1987. Accounts rsceivable written off for 1987
aggregated approximately $95,000, and for the three months ended March 31, 1988 aggregated approximately

$128,000.

From time to time the Company pays third parties advance license fees and amounts for future inventory
purchases to assure availability of product. Such payments aggregated approximately 3300,000 in 1987 and
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$1,800,000 during the period January 1, 1988 through June 20, 1988. In addition, the Company has long-term
purchase commitments for approximately $3,300,000 of inventory over the next twgo and one-half years.

The Company is licensed to publish product titles for the Nintenan Sntertainment System. Under the
agreement with Nintendo, raw materials are ordered from overseas supphers through the use of bank letters
of credit. Because the time from placing an order to receiving the materials and shipping the finished product
is significantly longer than with other Mindscape products, working capital financing needs will increase once
the Company begins placing orders for Nintendo products. See *Business—Nintendo."

While the Company anticipates that its vorking capital requirements for the remainder of 1988 wiil not
generally exceed its cash from operations and its availability under its Bank Loan Agreement, Mr. Purceil
has agreed to ruake available additional working capital financing until Decemt-2r 31, 1988 st the latesi under
the Purcell Line. At June 16, 1988, the Company had borrowed 31,000,000 under the Purczll Line. See
“Financing Arrangements.” The Company believes that after termination of the Purcell Line, the anticipated
refinancing of its headquarters facility mortgage loan, or a refinancing of the Bank Loan Agreement, will
provide adequate working capital financing. No assurance can be given, however, that either of these will be

consummated.

BUSINESS

Mindscape publishes a broad line of microcomputer software products for the consumer and education
markets. Consumer market software, which accounted for approximately 82% of the Company’s 1987
revenues, includes entertainment, home education and productivity titles developed for use on major
microcomputer hardware formats. These products are sold under the Mindscape label or under the lower
priced Thunder Mountain label. Education market software includes curriculum, productivity and
administrative tities for sale primarily to schools, as well as other educational institutions. During 1987, the
Company published over 150 consumer market and over 170 education market titles, with no cne title
representing more than 7% of revenues. The Company believes that its large number of revenue producing
titles and the diversity of its product categories, hardware formats and pricing are critical elements to
Mindscape's historical and future success in the consumer and education microcomputer software markets.

Industry

The market for consumer and education microcomputer software has experienced substantial growth in
recent years. The consumer market includes home and other non-business markets, while the education
market includes elementary schools, secondary schools and, to a lesser degree, colleges and other educationa!
instituticns. The following table details est'mates of the industry-wide growth of software sales in these
markets from 1985 through 1987:

Industry Retail Sales For the Year Ended December 31,

1985 1986 1987
Consumier Markettl) <. . «vswmawssamsmvms o £285,000,000 $350,000,000 $505,000,0G0
Industry Retail Sales For the 12 Months Ended June 30,
1985 1966 1987
Education Market(2) . . .. oiovovi e ovive s $135,000,000 $150,000,000 $170,000,000

Source: (1) Software Publishers Associatic:
(2) Ta'mis, Inc., for grades kindergarien through 12

Mindscape believes that growth of microcomputer software sales is the result of increased
microcomputer ownership, the development of increasingly sophisticated, user-friendly sofiware, and the
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emergence of various retail distribution channels. The following table details the industry-wide growth in
installed units and the penetration of microcomputers in the consumer and education markets between 1985

and 1987:
Industry Duta For the Year Ended December 31,

1585 1996 1987
Consumer Market(1)
IRl DA« v smmiemommosagsem 6 s msimsinss 13,120,000 16,735,000 20,563,000
Household Penetration . ..........cocvvennunn 149, 17% 20%
Education Market(2) -
Installed Unilly " ccoumsmsa smnsssy g o 792,000 1,050,000 1,253,000
Sehool Penetrafion. .o simsvmnns viiaaas o 91% 94 % 95%

Source: (1) Link Resources Corp.
(2) Qualiry Education Data, Inc. for grades kindergarten through 12

As microcomputer penetration in the consumer market has increased, publishers of software products
have developed a large number of programs with greater capabilities, more sophisticated applications and
more creative graphics. The Company believes that entertzinment products represent the largest segment of
consumer market sales, with home education and productivity products representing important, but smaller
segments.

Increasing consumer demand and the expanded offering of microcomputer software products have
stimulated the development of a variety of retail distribution channels. Initially sold through computer
hardware outlets, microcomputer software is now also sold by mass merchandisers (often in specialized
software departments), book store chains, toy store chains, software specialty stores and various independent
reiail stores. Software specialty store chains have experienced significant growth over the last few years, which
Mindscape believes has increased the availability and consumer awareness of microcomputer software

products.

Consumer Market
Mindscape’s strategy for the consumer market is to offer a broad product line covering multiple product
categories, microcomputer hardware formats and price points.

The Company’s consumer software products are concentrated primarily in the entertainment category,
but also include titles in the home education and productivity categories. Entertainment software is itself a
broad category encompassing adventure/fantasy, aciion/arcade, sports and simulations/strategy titles. Home
education/productivity titles include products to prepare students for standardized scholastic achievement
tests and graphic design products, among others. The following table details the Company’s revenues in the

various consumer product categories:

For the Year Ended December 31,
1985 1986 1987
ADVENTure/FRBESY . . i vvavive voi iains Sieviaass $1,398,000 $2,852,000 § 3,662,000
AcCHON/Arcade. . ...cvvmenrinnenrnereaeenaannns 258,000 1,230,000 6,088,000
DDOPEE v s 5o o ittt R S 0170 e —_— 296,000 2,174,000
Simulations/SHeRY . . os vos i svsvasisaeeis ive 208,000 1,555,000 2,090,000
Hormne Education/Productivity .. ....ovvvvvnvnennan 2,292,000 2,364,000 2,819,000
FO < oomnans sntie IVERETEC R BV SRS 34,156,000 $8,297,000 $16,833,000

Mindscape's recent emphasis on action/arcade products results in part from its rdatidnship with one
licensor, from which the Company licensed seven products in 1987 for two- and three-year terms. The
Company expects to continue to ofier a large selection of action/arcade titles in 1988 and beyond but is also

developing and acquiring products to expand its offerings in other categories.
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Because software written for one hardware format cannot run on microcomputers with alternate formats
and because several different hardware formats have significant ownership bases, the Company develops its
consumer software for most major microcomputer systems. Conversion of an existing title from one format
(e.g., IBM) to another (e.g., Macintosh) normally takes {rom four tc nine months and generally costs from
$15,000 to $40,000, depending on the complexity of the program. The Company often introduces a title in
one format and then follows with other formats over periods of up to two years.

A product’s initial success is often closely related to its initial hardware format. Because of the Jead time
necessary to convert software from one hardware format (o another, a significant change in consumer
hardware preference could have material adverse consequenices on sales of the Company’s vroducts.

In 1987, sales of the Comapany’s consumer products were spread over the foilowing hardware formats:
34% for Commodore 64/128; 22% for IBM and IBM compatibles; 12% for Apple Ile/c/GS; 12% for
Macintosh; 99 for Amiga; 9% for Atari ST/XE/XL; and 2% for other formats. The large percentage oi’
sales to Commodore 64/128 users reflects the Company's sirength in the action/arcade product segment,
which historically have been targeted to Commodore-owners. Although Mindscape showed streng szales to
IBM users in 1987, the percentage of IBM software sold was not commensurate with IBM's cuirenr
household penetration. Consequently, the Company’'s current product development efforts place greater

emphasis on the IBM format.

Products

The Company markets its consumer products under two labels: Mindscape and Thunder Mouniain.
Retail prices of Mindscape label products generally range from $29 to $50, while retail prices of Thunder
Mountein label preducts tyypically are less than §15. At March 31, 1988, the Company offered 65 Mindscape
label titles and 75 Thunder Mountain label titles, most of which were offered for use on multiple hardware
formats. While many Mindscape titles have enjoyed considerable recognirion and sales volume success, the
Company is not dependent on one or a few “hit” titles. During 1987, no single Mindscape title represented

more than 7% of total Company revenues.

Mindscape Label. Mindscape label products are first-run titles developed for use on a broad range of
microcomputer hardware formats. The Company publishes Mindscape label titles in all the principal
entertainment and home education/productivity product categories. The following table details the breadth
of Mindscape label titles:

Number of Titles  Number of Tities
Published During  Introduced Daring

1987 1987
AVERUTEFantasY s v om ans s s e SR niem SReEE e s 5 14 3
ACHON/ATCEHAL . ....vevrvennnsnnresanssyssonsnessonsoss 16 12
SPIOTES i o imt, 7o & s SIS BUAE 40 EOASSRUTRNS NHEAIAIT 5 WA aiani 6% 4 3
SIMUIAtONS/SILALERY « s+ v s vawsoni sl sdose e s ¥4 v nms i s 9 2
Home Education/Productivity . ......... .cuiiirinnnnnnn.. 50 9
TO] o ionunn vamens SVpee R e i wavss DaEThsE s 93 29

In 1988, the Company plans to introduce 27 new Mindscape lzbel titles, which will be released on an
average of two hardware fcrmats each. In addition, the Company wiil convert approximately 26 titles
introduced in previous years to new hardware formats. This results in an anticipated Mindscape label product
development effort of approximately 75 individual software products in 1928. The Company may introduce
more Mindscape label products than anticipated or may, for a variety of reasons, not actually proceed with
all the products and/or conversions currently planned.
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The following describes Mindscape label product categories and representative titles:

» Adventure/Fantasy: Adventures, through graphics and narrative, recount the quests of fictional
characters. Fantasy products go one step further by permitting players to manipulate variables to
create a character in the adventure. Products in this category include Shadowgate, Infiltrator and Deja

V.

* Action/Arcade: Action titles arc fast moving games which typically require hand/eye coordination.
Arcade games are computer versions of games popularized in coin-operated arcades. Action and
arcade products include Gaunrlet, Paperboy, Bop'n Wrestle and Xevious.

o Sports: Titics include Superstar Ice Hockey and Superstar Soccer. These two products allow a player
to choose a role as & team member playing the game, &3 a coach developing game tactics and strategies,

or as a general manager drafting and trading players to build = franchise.

s Simulations/Strategy: Products in this category orovide intellectual and graphic entertainment. These
products include Balance of Power and Harrier Combat Simulator.

= Home Education/Productivity: Home education products include scholastic test preparation titles,
such as The Perfect Score, which helps prepare students for the SAT. Productivity titles include
*Craphic Works 1.1, a deskiop publishing program, which allows users to edit and procuce graphics

from scanned high-resolution images.

Thunder Mountain Label. The Company offers re-released titles from the Mindscape lzbel and other
publishers, classic arcade titles and lower priced first-run titles under its Thunder Mountain lahel. Mindscape
believ=s that segmenting its products by price and brand name allows it to achieve greater retail store

penetration and presence.

Thunder Mountain entertainment titles include popular first-rurn action/arcade products such as Top
Gur and Rambo, strategy products such as Cyrus Chess, and re-relzased arcade classics such as Pole Position.
Thunder Mountain home educaticn/productivity titles include 4 Mission in Our Solar System and the Tink

Tonk series, which were former Mindscape label products, as well as Songwriter.

The following table detaiis the breadth of Thunder Mountain label offerings, including re-released
Mindscape label products:
Nombher of Titles Number of Titles

Published inroduced

Duaring 1987 During 1987
AdVENTUre/FaItRSY .o vvivesivems e sins vaw sliias s sesaie s e 6 —
ACHONSAICAIR . s p Ssiniismsesos % SRydansni usvaseiavsizs 18 15
SPTERE s o st A AT R B e e Ve M RS o 2 ]
SInulEOonS/SERIEEY oo d wunvasesmini S sess e 12 T
Home Education/Productivity . ... ..ottt iiiiinnnnannnn 29 2
TORL s s ripeanma s s AR e S R TR SRV e 5_8_ 25

The Company currently plans to release 25 Thunder Mountain label titles in 1988 on an average of two
hardware formats each, for a total of approximately 50 individual software products. The Company may
introduce more Thunder Mountain labe! products than anticipated or may, for a variety of reasons, not
actually proceed with all the products and/or conversions currently planned.
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Acguisition and Development
Mindscape continually seeks new products and product sources. Products are generally acquired in one
of four ways:
# acquiring products under deveiopment from independent authors;
# licensing rights to names or characters popularized in other media and creating appropriate software;

s distributing products from other publishers; and
» developing original products in-house.

Negotiating agreements with authors. The majority of Mindscape's products are licensed from individual
authors (e.g., Balance of Power from Chris Crawford), from sms!l development companies (e.g., Deju #u from
Icom Simulations), or from other publishing companies (e.g., Harrier Combat Simulator from Mirrorsoft

Lid).

These arrangements generally provide for a non-refundable cash advance to the suthor to be offset
against future royalty payments based on a percentage of net revenues, License ierms range generally from
two years to the life of the copyright. Licenses are generally terminable by sither party upon a material breach
re:naining uncured for more than 60 days. In a marketplace where the predominant product lifecycle is 18-24
months, Mindscape feels that the duration of its agresments is more than adequate. Aithough some products
are contracted for a single machine format, in most cases Mindscape has the exclusive right to develop and/or

market zdditional machine formats.

Mindscape’s ten-person Product Development group works closely with product sources and monitors
the development of each product, which includes documentation and packaging, as well 2s the software itself.
Assisting throughout the development process is Mindscape’s seven-person, Technical/Programming staff,
which helps resolve technical problems as they occur and which is responsible for internally developing or
contracting outside vendors to develop conversions of selected titles to alternate hardware formats. Mindscape

aiso maintains a seven-person Quality Assurance staff.

Licensing known properties. Mindscape believes that software utilizing well-known names or titles from
other entertsinment media has 2 competitive edge since name recognition, at both the distribution and
consumer levels, is immediate and therefore encourages sales. Accordingly, Mindscape has acquired home
computer rights to books (Stephen King’s The Miss, Dick Francis’ High Stakes), to movies (Indiana Jones
and the Temple of Doom, Top Gun) and to arcade games (Paperboy, Pac Man).

The licensor typically receives a non-refundable cash advance to be offset against future royzalty payments
based on a percentage of net revenues. These royalties are often in addition to royalties paid to the
independent author or developer. License terms for licenses of known properties generally range from two to
five years. Licenses of known properties are generzslly terminable by either party upon a material breach
remaining uncured for more than 30 days.

Distribution relationships. Through distribution relationships, Mindscape seeks products which
complement its own product line and which further the Company’s position as a broad-bssed consumer
software publisher. In 1987, distribution of software published by third parties accounted for 3.5% of total
revenues. The two year term of one distribution agreement with Cinemaware Corporsation (“Cinemaware”),
which accounted for all 1987 distribution income, expired in April, 1988 and was not renewed when
Cinemaware began a direct sale program. Mindscape has entersd into several new distribution agresments,
but nevertheless anticipates lower distribution income in 1988. Pursuant to one such agreement with Sega of
Americs, Inc., the Company is the exclusive distributor of microcomputer formats of Sega sofiware in the
United States and Canads. Sega products primarily include arcade titles and will be sold as part of the
Mindscape-label product line. Revenues from the Sega distribution arrangement will be recorded as nat sales,
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not distribution income, since the product will be placed in the Company’s inventory. The Company and
Sega have also agreed to use their best efforts to conclude a similar agreement for titles to be sold under the
Thunder Mountain label, although no assurance can be given that such an agreement will be consummated.

Internal development. In 1988, Mindscape intends to publish its first internally-designed entertainment
product. Although the Compeany plans to enhance its iuternal development capability in 1988, it also plans
to intensify its search for third-party software sources. Mindscape recognizas the value of working with
authors, development groups and other publishing houses since such outside sources serve both to balance
the product line and to spur creative growth and innovation.

Marketing and Distribution
The Company’s consumer market software is sold through specialty retail outlets and mass
werchandisers principally in the United States and Canada. Software specialty stores selling the Company s
software inciude Babbage’s, Egghead Software, Electronics Boutique and the software specialty divisions of
B. Dalton and Waldenbooks. Mass mexchandicers selling the Company’s software include Toys “R™ Us,
Wherehouse Entertainment, Sears and Lechmere.

- Retailers purchase the Company’s consumer software from independent distributors and the Cormpany’s
direct sales force. Sales to independent distributers accounced for 56% of the Company’s 1987 coasumer

market revenues.

The Company’s direct sales force employs eight salespersons with responsibility for Mindscape Isbe!
products and four salespersons with responsibility for Thunder Mountain label products. The Company’s
direct sales force sells to more than 29 distributors and 87 retail accounts. The sales force is also responsible
for servicing major retail specialty outlets which purchase from distributors. In addition, the sales force
supervises two independent Mindscape label sales representatives and nine independent Thunder Mountain
label sales representatives. The Company believes that sales to software specialty stores by the Company’s
sales force will increase as a percent of total Company revenue as software specialty stores increase their

market penetration.

The Company uses a variety of tactics to promote retziler participation and consumer sales. In 1988,
promotion events will include three nationally advertised sweepstakes, poin.-of-sale floor displays, counter
cards, on-pack offers and posters. In 1988, the Company introduced the “Powerplayers Club” to bzi'i
consumer loyalty among the action/arcade game enthbusiasts. To supplement its own advertising and
promotion activities, the Company offers cooperative advertising and special promotion ailowances at the

retail level.

The Company’s returned goods policy requires that retailers and distributors returning Mindscape label
products offset the retum with a 2-for-1 order (82.00 of purchased product for every $1.00 of returned
product). On Thunder Mountain label products the order requirement is 3-for-1.

The Company participates in over a dozen industry and end-user trade shows each year, including the
Consumer Electronics Show at which the Company promotes its full line of consumer software to retail
merchants and sponsors 2 major industry media event. In addition, Mindscape aggressively promotes editorial
reviews of products in national computer hardwzre and software publications.

Edveation Market

Mindscape publishes over 170 titles for the education market. Product offerings include curmiculum
related programs and sofiware productivity tools intended for student use, as well as administrative programs
intended for teacher use. Products are available for kindergarien through college but are targeted primarily

to grades three through nine,
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The Apple II family of computers has historically dominated the education market. As a result, most of
Mindscape’s education titles are designed for Apple II systems. To respond to a growing demand for IBM
and 1BM-compatible products. Mindscape is converting its top revenue-producing titles which are not already
available for IBM microcomputers o the MS-DOS hardware format.

Products

Mindscape's education products fall into three broad categories: curriculum, productivity and
administrative programs. Curriculum related programs, such as Success with Marh, Success with Algebra and
Reading Workshep, supplement instruction in the basic disciplines: mathematics, reading, language arts,
social studies, physical and biological sciences, and foreign languages. Productivity tools are designed for
student use, but do not correlate 10 specific curricular areas, and include word processing and database
software. Administrative programs, designed to help teachers manage their classrooms, inclnde: Crossword
Magic. which allows teachers 1o create crossword puzzles for worksheets, quizzes ana tests for 2 variety of
subjects; Gradebook Plus, which helps teachers computerize their gradebook functions; and Principal’s
Assistant, which provides an easy mechanism for developing award and other recognition certificates.

In addition to products dcvéloped specifically for educational use, Mindscape sells special packages of
some of its consumer titles to schools. These crossover consumer titles, ke Mindscape's rther education

products, are typically packaged with 2 teacher’s guide and back-up disk.

Acguisition and Development
The Company’s broad product line and the relatively long lifecycle of education products have reduced
Mindscape’s need to continually acquire new programs for the education market. Consequently, in 1988,
Mindscape is focusing on completing and introducing previously-unreleased titles waich were acquired in
1986 and 1587 from Educational Patterns, Inc. and Holt, Rinchart and Winston, Inc.

In 1987, Mindscape was one of four publishers chosen by the State of California from a field of seventy-
five to develop curricuium programs for school use. Under this project, Caliiornia will advance one-half of
Mindscape’s proposed costs to develop a mathernatics problem-solving series for grades kindergarien through
six. California’s advances are recoverable out of proceeds, if any, from Mindscape’s sales in other states. In
addition to software, the project encompasses print materials, manipulatives and au optional videodisk. If
successfully :ompleted, management believes that Mindscape will be one of the first companies to offer

interactive videodisk products in the education market.

Marketing and Distribution
Mindscape markets its education products through a staff of four salespersons, all of whom have
advanced degrees in education. In addition to this staff, Mindscape relies on direct mail, distributors, dealers,
and “master teachers™ to sell its education products. Master teachers distribute product information in less
populous market areas in exchange for compiimentary products. In 1987, one independent distributor,
Softkat, Inc. accounted for approximately 35% of the Company’s educational revenues. Loss of this customer
would result in significantly reduced sales in the education market in the near term.

In addition to standard education product packages which include a teacher’s guide and back-up disk,
Mindscape offers site licensing and networking versions cf selected products. Site licenses, which tend to be
limited .o products that are past the peak of their sales, allow schools to obtain a master disk and the right to
make copies for use at individual computer stations. Networked versions of curriculum programs allow the
use of one specially-designed, copy protected master disk on a networked system of computer terminals.

Mindscape regularly participates in major national and state educational conferences, as well as in
educational workshops sponsored by tr:z major hardware companies. Mindscape works closefy with Apple
Computer, Tandy and IBM, to :oordinate its product development and marketing wi*h new hardware
introductions. In addition, Mindsc.pe enhances its reiationship with its customer base by offering value added
special services such as user-guides, a toll-free hotline to answer teachers’ questions about Mindscape

programs and teacher training seminars.
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Niatendo

Mindscape is licensed to produce and distribrte up to ten new titles for the Nintendo Entertaiament
System. The Nintendo Entertainment System connects to rnost television sets and plays video zame
cartridges. The Nintendo product is well esiablished in Japan, and was more recently introduced in the United
States. The Company believes that in 1987 approximately 3,000,000 hardware uni*s and appreximately
15,000,000 software units were sold in the United States.

Mindscape has developed two new Nintendo titles, /ndiaiic Jones and the Temple of Doom and Paperboy,
and is currently developing four .dditional titles for introduction in late 1988 or early 1989. Introduction of
any of these tities will depend on an adequate supply of microcomputer chips used in the n.anvfacture of
Niatendo software cartridges.

As of March 31, 1988, the Company had capitalized approximate ; $700.000 in license fets and
conversion costs for Nintendo products and anticipatas additional conversion costs of approximately $210,000
for products under development. Further costs will be incurred as additional titles are develoved. Orders with
the supplier of *ntendo cartridges must be prepaid and are non-cancellable.

Mindscape regards this license arrangement as an attractive opportunity to exploit the current populasity
of the Nintendo Entertainment System. Three factors, however, make this a speculative venture. A shortage
of microchips used in the manufacture of Nintendo software cartridges couid substantially impair the
Company’s ability to procure an adequate supply of Nintendo cartridges rom its supplier before year-end. In
addition, the market for Nintendo cartridges may become saturated if Nintendo licenses too many publishers
or manufactures too many cartridges. Mindscape believes that as of March 31, 1988, Nintendo had licensed
more than 30 publishers in the United Stares. Finally, the short life span of similar products marketed in the
past raises the possibility of a quick and substantial decline in demand for Nintendo cartridges. No Nintendo
products have been ordered or sold by Mindscape and no assurance can be given that Mindscape will receive
any Nintendo cartridges prior to 1989. The Company is not hiring additional personnel or planning to
dedicate capital resources to Nintendo after 1989 unless the then-prevailing market conditions warrant.

Manufacturing

Al! of the diskettes sold by the Company are produced by independent companies, from rnaster programs
supplied by the Company. Packaging is designed by the Company. Printing of the user manual and packaging
and the related materials are produced to the Company’s specifications by outside sources. Components
consisting of diskettes, instruction manuals, labels and packaging are assembled by Mindscape employees at
its Wheeling warehouse, and finished goods are stored at and distributed through its Northbrook facility.

To date the Company has not experienced any material difficulties or delays ir manufacturing of
components from its outside vendors. The Company has numerous sources for product components, and has
no reason to believe it will experience any material problems with availability from vendors.

Nintendo products are developed by the Company and a master program is shipped to Japan for
manufacture on software cartridges compatible with the Nintendo Entertainment Systemn hardware unit. Due
to a shortage in the availability of memory related microchips, the Company has been informed by Nintendo
that receipt of initial orders of software cartridges will be delayed and that the number of software cariridges
shipped to the Company will be reduced from early 1988 indications. The Company believes it will receive
shipment of its /ndianu Jones and the Temple of Doom and Paperboy products in the fourth quarter of 1985.
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Competition

The consumer and education microcomputer software markets are highly competitive. In the consumer
market, the Company competes doth in the acquisitior of new products from authors and in the marketing
and sale of its existing products. Comperition in the acowsition cf products is based principally upon royalty
terms tc authors, marketing capability and the relationships betwesn the authors and the Company.
Competition in the sale of products is based principally upon preduct quality, hardware compatibility and
software pricing.

Competition in the sale of ¢ducation market products is based primarily on the breadth of product,
product quality, purchase options, preview policies (which allow teachers to review software prior to actual

purchase) and return policies.

The consumer and education software markets attract hundreds of authors and publishers, many of
which produce only a limited number of products in small niche markets. The Company’s competitors
vary in size from small companies with limited resources to large corporations, including manufacturers of
microcomputers, with substantially greater financial and management resources than the Company and with
the technical ability to develop and financial ability to acquire products similar to those oifered by the

Company.

Copy Protection

Most of Mindscape's products are protected against unauthorized reprodaction with software copy
protection. No assurance can be given, however, that ¢>py protection will prevent unauthorized copying
and/or distribution of Mindscape’s software products.

Trademarks

The names “Mindscupe’” and “Thunder Mountain™ are used extensively in the Company's business and
its right to them continues so long as it uses them. Nintendo® and Nintendo Entertainment System® are

trademarks of Nintendo of Amenca Inc.

Personzel

As of March 31, 1988, the Company had 130 employees. Mindscape's success is largely dependent on
its ability to attract and retain qualified employees. Competition for eniplo® ses is intense in the software
industry. To date, the Company believes it has been successful in its efforts to recruit qualified employess,
but there is no assurance that it will continue to be successful in the future. None of the Company’s employees
are subject to collective bargaining or employment agreements. The Company believes its relations with its

employess are good.

Property

Mindscape owns 2 41,400 square foot facility in Northbrook, Illinois, which includes the Company's
corporate headquarters, a warchouse of 10,500 square feet for storage and distribution of finished product
and 2,269 square feet of space leased to a third party tenant. L1 addition, the Company leases a 27,028 square
foot warchouse in Wheeling, Iilinois for a remaining term of two years. Mindscape also leases 972 square feet
of office space in Minneapolis, Minnesota. The Company owns a condominium in Northbrook, Illinois, which
is used by Mr. Buoy.
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MANAGEMENT

Directors and Officers
The directors, officers and other key personnel of the Conipany are as follows:
Name Age Position
John R. Purceil 56 Chairman® and Director
Roger M. Buoy 42 President and Chief Executive Officer* and Director
Peter G. Diamandis 56 Nominee for Director
Richerd T. Morgan 51 Nominee for Director
Roger T. Young 41 Executive Vice President and Treasurer®
Linda J. Gosser-Mzurer 39 Yice President——Finance and Secretary®
Kathleen M. Harley 42 Vice President, Educational Productst}
Robert C. Ingersoll 45 Vice President of Marketing, Consumer Productst
Dennis A. O'Malley 40 Vice President of Sales, Consumer Prodgnuctst
-obn 8. Nichols 48 Vice President, Art and Innovation, Consumer Productst
Sandm M. Schneider 32 Vice President and Creative Director, Consumer Productst
Robert P. Pasquale 42 Director of Associated Compzniest
Robert J. Dahm 49 Director of Personnelt

¢ Executive officers.
1 Divisional, not corporate, officers.

Joun R. PUurceLL. Mr. Purcell has been Chairman and za director of Mindscape since january, 1987.
From Movember, 1982 to December, 1986, Mr. Purcell was Chairman, President and Chief Executive Officer
of SFN Compsnies Inc. Mr. Purcdl is also a director of Omnicora Group, inc. and Bausch & Lomb, Inc.
Mr. Purcell served as Executive Vice President of CBS, Inc., responsible for publishing and toy operations,
from March, 1977 to July, 1981 and as Senios Vice President of Gannett Co., Inc., responsible for firaucial

and business operations, from September, 1968 to February, 1977.

Rocenr M. Buoy. Mr. Buoy has been a director and President and Chief Executive Officer of Mindscape
since Ociober, 1983, From December, 1981 to September, 1983 Mr. Buoy was an Executive Vice President
of Scholastic, Inc., an educations! publishing company, with responsibility for the software publishing group.
From February, 1971 to December, 1981, Mr. Buoy worked at Arthur Young & Comapany in beth New York
and Sydney, Australia and became 2 partner in 1977.

PETER G. DIAMANDIS. Mr. Dizmandis lus been nominated to become a director of Mindscape. Since
October, 1987, Mr. Dismandis s served as President and Chief Executive Officer of Diamandis
Communicstions, Inc. From September, 1983 to October, 1987, he was President of CBS Magazines, a
division of CBS Inc. From February, 1982 10 September, 1983, Mr. Diamandis served as Vice President.
Group Publisher, Women'’s Magazine Group, CBS Magazines, and Publisher, Woman s Day. Mr. Diamandzs
is also Vice Chair of the Magarine Publishers Association and a director of The Publishers Information

Bureau.

RicHARD T. MORGAN. Mr. Morgan has been nominated to become a director of Mindscape. Since
Jenuary, 1687, Mr. Morgan has been President and Chief Executive Officer of Scott, For=sman aad Company,
a wholly owned subsidiary of Time Inc. From January, 1984 to January, 1987, Mr. Morgan served in various
capacities ai SFN, including President of Scott, Foresman and Company, Senior Vice President of SFN and
Vice President of SFN. Since April, 1987, Mr. Morgan has also been Vice President of Time Inc. From
February, 1979 until he joined SFN, Mr. Morgan was Executive Vice President and President of the School
Division of Macmillan Publishing Company. Mr. Morgan is 2lso a director of Scott, Foresman and Company,
Canada Publishing Company, Book Industry Study Group, Evanston Hospital and Book-of-the-Month Club,
and Chairmaun of the Asscciation of American Publishers.
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ROGER T. YOUNG. Mr. Young joined Mindscape on April 4, 1988 as Executive Vice President and was
elected Treasurer in May, 1988. From August, 1983 until he joined Mindscape, Mr. Young served as Vice
President and General Manager of CSS, the software distribution divisiori of Chas. Levy Companies. From
Janvary, 1977 to August, 1983, he was a financial manager for Chas. Levy Companies.

LINDA J. GosseR-MAURER. Ms. Gosser-Maurer joined Mindscape in June, 1984 as Coatrolier, became
Vice Presidert, Finance and Operations in March, 1986 and became Vice President—Finance and Secretary
in January, 1987. From June, 1979 until she joined Mindscape, Ms. Gosser-Maurer served as Controlier of
the Industrial Chemicals Divisicr of International Minerals and Chemicals Corporation. From April, 1972
to June, 197S, Ms. Gosser-Maurer held a number of positions at American Hospital Supply Corporation,
including Director of Accounting and Reporting at the American Critical Care Division.

KATELEEN M. HURLEY. Ms. Hurley has served as Vice President, Educational Products of Mindscape
since May, 1986. From April, 1984 until she joined Mindscape, Ms. Hurley was Vice President,

Microcomputer Software for Grolier Electronic Publishing. From February, 1983 to April, 1984, Ms. Hurley
was Vice President of Marketing for Intentional Educations, Inc. In addition, Ms. Hurley has four and one-

half years experience as a special education tescher.

ROBERT C. INGERSOLL. Mr. Ingersoll has been Vize President of Marketing, Consumer Products since
May, 1687. From July, 1986 1o May, 1987, Mr. Ingersoll served &s a consultant for several microcomputer
software firms. From March, 1982 until July, 1986, Mr. Ingersoll was Chairman of Metropolitan Computers
d/b/a Computerland of Chicago. From May, 1982 to September, 1984, Mr. Ingersoil was a Senior Vice
President and Vice President of Bozell & Jacobs Advertising,

DENNIS A. O'WALLEY. Mr. O’Malley has served as Vice President of Sales, Consumer Products since
May, 1987. From July, 1985 to May, 1987, Mr. O'Malley was Vice Pr=sident of Sales for Softstyles, Inc,, &
developer of printer utility sofiware. From November, 1984 (o June, 1985, Mr. O'Mallev was the Midwest
Regional Sales Manager for Commocore Business Machines. From January, 1984 to July, 1984, Mr.
O’Malley was Director of National Accounts for Atari, Iz-. From August, 1983 to December, 1983, Mr.
O’'Malley was Manager of Nationai Accounts for CBS Electronics.

Joun S. NIcHOLS. Mr. Nichols joined Mindscape in June, 1984 as art director and became Vice
Fresident, Art and Innovation in January, 1987. From September, 1981 to Jancary, 1984, Mr. Nichols served
as art director for Pizza Time Theatre. In addition, Mr. Nichols has served as sm art director at Walt Disney

World and Greit America.

SANDRA M. SCHNEIDER. Ms. Schneider has served as Vice President and Creative Director, Consumer
Preducts since March, 1986. From December, 1984 to February, 1986, she served as Directer of Product
Development at Mindscape, and from May, 1984 to Decciaber, 1984, Ms. Schneider was Mindscape's
Manager of Product Development. Frcm April, 1980 to May, 1984, Ms. Schneider was a Courseware
Development Specialist and Courseware Development Supervisor at Scott, Foresman and Company,
Electronic Publishing Division.

ROBERT P. PASQUALE. Mr. Pasquaie has been Director of the Associated Companies program fcr
Mindscape’s Consumer Products since Decemcer, 1987. From November, 1983 until he joined Mindscape,
Mr. Pasquale was the Midwest Regioncl Mansger for Electronic Arts, Inc., a software publisher.

ROBERT J. DanM. Mr. Dahm joined Mindscape in May, 1984 as Director of Human Resources. From
May, 1580 until he joined Mindscape, Mr. Dahm served as Manager of Employee Relaiions and Manager of
Corporate Recruiting for Universal Oil Products, Inc.

Direciors will be elecied at the annual stockholders meeting to serve until the election and qualification
of successors. Vacancies and newly created directorships may be filled by & majority of directors. The
Company intends to establish an Audit Committes of the Board >f Directors consisting of non-employee
directors to he elected immediately Lrior to the closing of the shares offered hereby. Mindscape expects to
pay directors, otner than salaried employees, an annual fee of $10,000. Corporate officers 2re chosen by and

serve at the discretion of the Boaro of Directors.
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Executive Compensation
The following table sets forth the aggregate cash compensation paid or accrued by Mindscape to each of
the executive officers of the Company and to all executive officers as a group for services rendered by such
officers in 1987.
Namz of Individual
Caca

o Nussber of
Dorsons bn Geomp Capacity Compensation
John R. Purcell Chairman —
Roger M. Buoy President and Chief Execuiive Officer $165,000
Linda J. Gosser-Maurer Vice President—Finance and Secretary 30,500
All executive officers as a :

group (4 persons)® 245,5001

*Includes one person who is no longer an executive officer of Mindscape and received no compensation

in 1987.
tExcludes certain personal benefits aggregating less than $24,550.

Stock Option Plan for Key Employees

Under the Company’s Stock Option Plan for Key Employees, an aggregate of 115,000 shares of Common
Stock may bLe issued to selected key employees purszant to either incentive stock options or nonstatutory
stock options granted at the discretion of and on terms specified by the Company’s Stock Option Comimittes.
Options granted pursuant to the plan become exercisable in installments of 25%, 35% and 40%, upon ihe
first, second and third anniversaries of the grant date, respectively. Incentive stock options may not be
exercisable by any employee in an amount exceeding $100,000 in any year. The exercise price of options
pursuant to the'plan may not be less than fair market value on the grant date. Incentive stock options granted
under the plan cease to be exercisable within ten years after the grant date. Nonstatutory stock options
granted under the plan cease to be exercisable within ten years and one day after the grant date. Options may
not be granted under the plan to any employee owning more than 10% of the combined voting power of ail
classes of Mindscape stock. Options for 69,000 shares were awarded under the plan at an average exercie
price of $.65 per share, including options on 17,250 shares to Ms. Gosser-Maurer. No options became

exercisable or were exercised by any of the Company’s employees in 1987.

Profit Sharing Plan

Under Mindscape’s profit sharing plan, employees of Mindscape over the age of 19, with one year of
full-tirne service may defer from 1% to 109 of their annuzl compeusation as Salary Deferral Contributions
and 10% of their annual compensatior. as Retirement Savings Contributions pursuant to Section 401(k) of
the Iaternal Revenue Code, subject to certain limitations. Emplcyee contributions are matched by Mindscape
in an amount equal to 10% of Salary Deferral Contributions to a maximum of 6% of compensation. The
plan permits Mindscape to make additional discretionary profit sharing contributions which are allocated
among all eligible empioyees who have completed 1,000 hours of service during the plan year. Allocations of
prefit sharing contributions are made pro rata in proportion to eligible employees’ annual compensation.
Employees ate 100% vested at all times in their Salary Deferrai Contributions and Retirement Savings
Contributions. Matching contributions and profit sharing contributions made by Mindscape vest 20% per
year beginning with date of hire. The table under Executive Compensation includes all amounts contributed
by executive officers under the plan in 1987, but excludes the portion of the Company’s contributions which
vested during 1987, in the amounts of §528 and $313 for Mr. Buoy and Ms. Gosser-Maurer, respectively.

CERTAIN TRANSACTIONS

Since Januvary 16, 1987, Mindscape has borrowed from Messrs. Purcell and Buoy to meet operating
expenses and working capital requirements, which borrowings are evidenced by promissory notes (the
“Notes”). The largest aggregate principal amount outstanding under the Notes at any time was $6,053,118.
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As of May 12, 1988, Notes in an aggregate principal amount of 85,371,524 had been repaid. The outstandmg
Notes at May 15, 1988, in an aggregate principal amount of $2,056,594, bear interest at 7% % and mature
on January 1, 1991. Messrs. Purcell and Buoy will contribute an outstanding principal amount of $1,056,534
of these Notes to the equity of Mindscape immediately prior to the completion of the offering made hereby.
On June 16, 1988, the Company borrcwed an additional $1,000,000 and may borrow up to $2,500,000 froen
Mr. Purcell pursuant to the Purcell Line. The Purcell Line bears interest at 92 %. See “S Corporanton
Dividends™ and “Financing Arrangements.”

Messrs. Purcell and Buoy provided joint and several guaranties for the full amount of Mindscape™s
$7,000,000 line of credit under Mindscape’s bank loan arrangement that expired May 12, 1988. Messrs.
Purceil and Buoy provide joint and several guaranties of up to $7,000,000 of Mindscape's indebtedness under
Mindscape's Bank Loan Agreement. [t is expected that the guaranties will be released immediately followmg
the closing of the sale of the shares offered hereby. See “Financing Arrangements.”

Messrs. Purcell and Buoy own approximately 70% of YPA Holdings Pty. Ltd.,, an Austrakesn
corporation (“YPA"), which is engaged in the distribution of microcomputer software in Australia. Tn 1923,
Mindscape began selling products to YPA for distribution in Australia on terms comparable to thosc >ffered
to its former Australian distributor. For the period frcm January 1, 1988 through Apnl 30, 1988, Mindscape
sales to YPA were apprcximately $118,800. In addition, through April 30, 1938, Mindscape loaned zn
aggregate of $85,000 to YPA on a demand basis bearing interest at 8.0% per annum to fund YPA’s workmg
caoital needs. The Company has been advised that YPA has agreed to promptly repay this loan. All futere
transactions, including loan transactions, with officers, directors and affiliates of the Company will be o
terms no less favorable to the Company than are otherwise availabie from unaffiliated third parties and wall
be approved by a majority of disinterested, independent, outside directors.

The Company and its S corporatjon stockholders have entered into the Tax Agreement allocating the
Company’s total taxable income (or loss) for 1988. See “S Corporation Dividends.”

PRINCIPAL AND SELLING STOCKHOLDERS
The following table sets forth as of May 15, 1988 and as adjusted to reflect the sale of shares assuming
the over-allotment option is exercised in full and the issuance of 17,250 of the 69,000 shares subject to options,
the amount and percentage of outstanding shares of Common Stock beneficially owned by each director, 2l
directors and officers of the Company as a group, each beneficial owner of five percent or more of the
Company's Common Stock and each stockholder offering shares as part of the over-allotment option pursuast

to this Prospectus.

Shares
Beweficially Ownad
After Offering
Full Exercise
“xerc
Shares msm of the
Beneficially Owned P to thi Orver-Aliotment
Prior to Offering Over-Altbnsnt Option
Name Number Perceat Option Number Percese
John R PUFBE CIMRNBY cimcisiimmn ssis sreoriisss son o 1,421,400 59.9% 55,000 1,366,400 39.3%
Roger Buoy (1 M4AX5) «scvssvensissawmiees sae 798,100 33.6% 55,000 743,100 21.4%
All Officers and Directors as a Group (4 per-
SONSY(Y) wisivrnwnin wvuis s s s sia e s s 2,223,812 93.6% 110,000 2,113,812 60.8%

(1) The address of each of the directors and officers of Mindscape is 3444 Dundee Road, Northbrook, Illinois

60062.
(2) Director and Chairman. S2¢ “Management—Directcrs and Officers.™
(3) Excludes an aggregate of 92,000 shares owned by Mr. Purcell's four chiidren, as to which Mr. Purcell

disclaims beneficial ownership.
(4} Director, President and Chief Executive Officer. See “Management—Directors and Officers.™
(5) Excludes 46,000 shares held by Mr. Buoy's wife in trust for their two children, as to which Mr. Buoy

disclaims beneficial ownership.
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Stockholders’ Agreement

Pursuant to the Mindscape inc. Amended and Restated Stockholders’ Agreement (the *“*Stockholders’
Agreement”) dated as of January i, 1988, among Mindscape and the existing stockholders (the
“Stockholders™), each Stockholder has granted to the others a right of first refusal with respect to the transfer
of any or all of his or her shares of Common Stock and the right to sell a pro rata portion of any shares of
Common Stock for which an offer to purchase has been received. The Stockholders’ Agreement further
provides that, subject to certain exceptions, upon the death of a Stockholder, Mindscape will repurchase such
Stockholder’s Common Stock, and that no Stockholder shail participate in the formation, control.
management or operation of a competing scftware publisher for a two-year pericd ending after the date on
which he or she ceases to be 2 Stockholder of Mindscape. The Stockholders’ Agreement will terminate upon
the earlier of the death of either Mr. Purcell or Mr. Buoy or two years after the effectiveness of a registration
statement regarding Common Stock of Mindscape. Mindscape and the existing Stockholders will,
immediately prior to the closing of the offering, amend the Stockholders’ Agreement to delete Mindscape's
obligation to repurchase Common Stock upon the death of a Stockholder.

DESCRIPTION OF CAPITAL STOCK

Mindscape’s authorized capital stock consists of 4,600,000 shares of Common Stock, par value $.0000!
per share, of which 2.357,500 shares were issued and outstanding on May 15, 1988. Ali outstanding Common
Stock is fully paid and non-assessable. Each holder of shares of Common Stock is entitled to one vote for
each share owned on all matters to be voted on by stockholders, including election of directors. The Common
Stock is .ot subject to any preemption or registration rights. The Common Stock is neither redeemable
nor convertible. Sulject to the restrictions of the Bank Loan Agreement, holders of Common Stock are
entitled to such dividends as may be declared from time-to-time by the Board of Directors of Mindscape. See
“Dividend Policy” and *“‘Financing Arrangements.” In the event of a liquidation, dissolution or winding-up
of Mindscape, the holders of Common Stock are entitled to share equally and ratably in the assets of
Mindscape, if any, remaining after the payment of all debts and liabilities of Mindscape. The transfer agent
and registrar for the Common Stock is Continental Illinois National Bank and Trust Company of Chicago.
Mindscape has eiected not to be governed by the anti-takeover provisions of Section 203 of the Delaware
General Corporation Law. The Company has no authorized preferred stock. Shares of preferred stock

redeemed in 1987 were subsequently cancelled.

SHARES ELIGIBLE FOR FUTURE SALE

No shares of Mindscape will be eligible for sale pursuant to Rule 144 prior to January 16, 1989.
Mindscape is unable to predict the effect of future sales of Commeon Stock on the public market. Sales of
substantial amounts of such shares on the public market could adversely affect prevailing market prices.

Pursuant to Rule 144 under the Securities Act of 1933, as amended (the *“Act"), a person who has
beneficially owned “‘restricted” securnities for at least two years, including a person who may be deemed an
“affiliate” of Mindscape as the term “affiliate” is efined under the Act, is entitled to sell in “brokers™
transactions or to market makers, within any three-month period, 2 number of shares that does not exceed
the greater of 1% of the outstanding shares of Mindscape’s Common Stock (34,575 shares, after the sale of
the shares offered hereby) or the average weekly trading volume of Mindscape’s Common Stock during the
four calendar weeks preceding the filing of the notice required by Rule 144. A person who is not deemed an
“affiliate” of Mindscape and who has beneficially owned his shares for at least three years would be entitled
to sell such shares under Ruie 144 without regard to the volume limitations described above. Sales under
Rule 144 are also subject to other requircments. The foregoing summary of Rule 144 is not intended to be a

complete description thereof.

The Selling Stockholders have agreed that they will not, without the consent of the Representative,
publicly sell shares of Common Stock, except pursuznt to the Underwriters’ over-allotment option, for a

peniod of 180 days from the date of this Prospectus.
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UNDERWRITING

The Underwriters named below, for whom Willam Blair & Company is acting as Representative, have
severally agreed, subject to the terms and conditions of the Underwriting Agreement, to purchase from the
Company thic aggregate number of shares of Common Siock (excluding the over-allotment shares) set forth

opposite their names below:

Number of
b oot

Witlinm: Blair & COMPanY v i «v oeawivdas da o (660556 Aiev 05603 vaame s 710,000
Alex. Brovwn & Sons Incorporated. . .. c.covsvar v s snvenos vuses s sumas 13,000
Pillan; Read & Co. 186 oo ivans 4a 60 Wasas sy s e i s e sy i s 18.000
Donaldson, Lufkin & Jenrette Securities Corporation................. 18,000
Hambrecht & Quist Incorporated - . ....coissswmswsnonems vie. mews 18,000
MOnIpOmeEry SEEUTIES ¢ < oo v v i inssvin s ol mo dieTvin pives s 18,000
Prudential-Bache Capital Funding .......cccovvvemcniniiiiinieesan . 18,000
Robertson, Colman & Sephens .. .. cawvesvisimsvisesivnsai s smaiams s 18,000
RN TN oo cas i i o SRS R R W e A B AT 12,000
J. C. Bradford & Co., Incorporated . . ............... R L T 12,000
Dain Bosworth Incorporated ........ ... ..., 12,000
Ladenburg, Thalmana & Co. INC. .vwssvnwins smean s s s smmswseeiss 12,000
Oppenheimer & Coi; Inc. . ivviavsvssimssisavivs SN iR MR e 12,000
Piper, Jaffray & Hopwood Incorporated...... TG T B 12,000
The Robinson-Humphrey Company, Inc.. .........coiiiiiiiinn.... 12,000
Tucker, Anthony & R.L. Day, Inc....... SRR RS B S 12,600
Robert W. Baird & Co. Incorporated .......covviieininnnnneennnnnn 8,000
Sanford C. Bernstein & Co., Inc........ R S o A R 5 §,000
Bhimt Ellis & Lot INC: i cisiasnasms i Caais e s ssdsmes 8,000
Cable, Howse & Ragen INCOTPOTELED. .« cosivre e siwviamnie ssinsiis waess 8,000
Thie CRiCA0 COTDORBION - : v vvuimns syssass s easssme s svve snases 8,000
First Albany COrporation . ... ....uvveuounenneneennaenennennennnns 8,000
Fizst of: Michightt COPPORBLON .« v vcsssmmus v amivm s wwmss o8 wwvias wis 8,002
Furman Selz Mager Dietz & Birney Incorporated........ ........... 8,000
Howard, Weil, Labouisse, Friedrichs, Incorporated .................. 8,000
Janney Montgomery ScottInc. ........coiiiiiiiiiiiii i 8,000
Johnson, Lane, Space, Smith & Co......ccviinniiinniiiiiinnnnna. 8,000
The MUWaukee Co. ..o oottt it ittt it e e ieas et sasnnenns 8,00C
Nesaham & Cobpany, 106, « uovanmmasssisiivanonvens seis s i 3,000
[NEUDE PR 8 IIBETNIG 20510 m.cinnnnss s issmn s st S Mt SRt 8,000
Stifel, Nicolaus & Company, Incorporated . ..............ccvinnan... 8,000
Sutro& Co. Incorporated . ... .oiiii it e 8,000
Clzary Gull Reiland McDevitt & Collopy Inc. ...................... 4,000
First Analysis Securities Corp. . ivivv e s v iais e ma s me sas mos 4,000
Oatnll 8 CBRPIY. THR -« mn wsnmm v s om i as s ismb ok SR 5o 4,000
HaVES EOTHIN, I8B, ..o vinasdoin cinan sissue i s eis s o 4,000
McClees Investments, INC. . ... .cooviiiiineiieiiiiiineiiieannnnnns 4,000
O BEENEIS NETTIETRES BI5GB 4,000
Parker/Hunter Incorporated ..o i« viis i im s v o ¥is nmns me s e 4,000
Rodman & Renshaw, Inc. . ... ... ittt iiiiaannn 4,000
Steiner DEmon@ & €0, N8 «waivvaioorames s svssems onshsess e 4,000
Herbert B. White & €O, v viii ittt it i it ci i ittt e et senannns 4,000
TOHAL -« o6 wiimmmn w5 B swess e o SaE e R s e b Saaas 1,100,C00



The nature of the Underwriters’ obligations under the Underwriting Agreement is such that all shares
of Common Stock being offered, excluding shares covered by the over-allotment option granted to the

Underwriters, must be purchased *¥ any are purchased.

The Company and the Selling Stockhciders have been advised by the Representative that the several
Underwriters propose to offer the shares 1o the public mitially 2t the public offering price set forth on the
cover page of this Prospectus, and to certain de.leis at such price less a concession not in excess of 5.35 per
share. The Underwriters may zllow, and such dealers may reallow, = concession not in excess of $.25 per
share on sales 10 other dealers. The initizl public offering price and concess:ons and realiowances to dealers

may be changed by the Representative.

The Selling Stockholders have granied to the Underwriters an option, exercisable within 30 days after
the date of this Prospectus, to purchase up to an additional 110.000 shares of Common Stock to cover over-
allotments at the same price per share to be paid by the Underwriters for the other shares offered hereby. If
the Underwriters purchase eny such additional shares pursuant to this option, each of the Underwriters will
be committed ‘o purchase any such additional shares in approximately the same proportion as set forth in
the above table. The Underwriters may purchase such shares only to cover over-allotments, if any, in
connection with the offering being made hereby. If the optior is exercised, shares will be purchased from the
Selling Stockhollers in equal amounts.

Prior to this offering there has not been an established market for the Common Stock of the Company.
The initial public offering price has been determinsd by negetiations among the Company, the Selling
Stockholders and the Representative. The mejor factors considered in determining the public offering price
of the Common Stock were prevailing market conditions, the market prices relative to earnings, cash flow
and assets for publicly traded common stocks of comparable companies, the sales and earnings of the
Company and comparable companies in recent periods, the Company’s carnings potential, the Company’s
position in the industry, and the Company’s business prospects,

The Representative has infcrmed the Company and the Seliing Stockholders that it does not expect ‘he
Underwriters to make sales to discretionary accounts.

The Company and the persons named under *“Principal and Selling Stockholders™ have agreed that, for
a period of 180 days after the date of this Prospectus, they wili not offer, sell or otherwise dispos= of any

shares of the Company’s Commeon Stock, except with respect to private sales, existing stock options or bona
fide gifts subject to the same limitation on resale, without the prior written consent of the Representative.

The Underwriting Agreement provides that the Company and the Selling Stockholders will indemnify
the several Unuerwriters against certain liabilities, including lizbilities under the Act, or will contribute to

payments which may be made in respect thereof.

LEGAL OPINIONS

The validity of the Common Stock offered hereby will be passed upon for the Ccmpany and the Selling
Stockholders by Latham & Watkins and for the Underwriters by McDermort, Will & Emery.

EXPERTS

The financial statements and schedules of the Company at Deceraber 31, 1987 and for the period January
13, 1987 to December 31, 1987, and the statement of operations of the predecessor for the period January 1,
1987 to January 16, 1987, appearing in this Prospectus and Registration Statement -have been examined by
Arthur Young & Company, certified public accountants, as set forth in their reports appearing clsewhere
herein and in the Registration Statement, and are included herein in reliance upon such reports and upon the

authority of said firm as experts in auditing and accounting.

30



The balance sheets of Mindscape, Inc. (a predecessor to the Company) as of December 31, 1986 and
1985, and the related statements of operations, sharehoider’s equity and cash flows for the years then ended.
included in this Prospectus and Registration Statement have been examined by Arthur Andersen & Co.,
independent public accountants, as indicated in their report with respect thereto, and are included herein in
reliance upon such report and upon the authority of said firin as experts in giving said report.

ADDITIONAL INFORMATION

A Registration Statement on Form S-1 relating to the Common Stock offered hereby has been filed by
Mindscape with the Securities and Exchange Commission, Washington, D.C. This Prospectus does not
contain all of the information set forth in the Registration Statement and the exhibits and schedules thereto.
For further information with respect to Mindscape and the Commeon Stock offered hereby, reference is made
to such Registration Statement, exhibits and schedules. Statements contained in this Prospectus as to the
contents of 8 contract or other document referred to are not necessarily complete, and in esch instance
reference is made to the copy of such contract or other document filed as 2n exhibit to the Registration
Statement. The Registration Statement may be inspected without charge at the Commission’s principal offices
at 450 Fifth Strest, Washington, D.C. 20549, and copies of 2il or any part thereof may be obtained from the
Commission upon the payment of certain fees prescribed by the Commission.

Mindscape intends to furnish to its stockhoiders annual reports containing audited financial statements
certified by an independent accounting firm, and quarterly reports containing unaudited financial information
for the first three quarters of each fiscal year.
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The Board of Directors and Stockholders
Mindscape Inc.

We have examined the accompanying balance sheet of Mindscape Inc. at December 31, 1987 and the
related statements of operations (before pro forma adjustments), stockholders’ equity and cash flows for the
period from January 13, 1987 (inception) to December 31, 1987. We have also examined the statement of
operations (before pro forma adjustments) of the predecessor of Mindscape Inc. for the period January 1,
1987 to January 16, 1987. Our examinations were made in accordance with generally accepted auditing
standards and, accordingly, included sucn tests of the accounting records and such other auditing procedures

as we considered necessary in the circumstances.

In our opinion, the statements mentioned zbove present fuirly (1) the financial positon of Mindscape
Inc. at December 31, 1987, and the results of operations (before pro forma adjustments) and cash flows for
the period from January 13, 1987 to December 31, 1987, in conformity with generally accepted accounting
principles and (2) the results of operations (before pro ferma adjustme.its) of the predecessor to Mindscape
Inc. for the period January 1, 1987 to January 16, 1987, in conformity with generally accepted accounting
principles applied on a basis consistent with that of the year ended December 31, 1986.

Arthur Young & Company

Chicago, Illinois

March 25, 1988, except as to the
subsequent events note as to which the
date is May 18, 1988
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MINDSCAPE INC,

BALANCE SHEET
December 31, 1987

ASSETS

Current assets:

D s R T S e R BT A i W R i R B R A B B $ 109,072
ACCONNIS TECRIVEDIE, MIBE ... cnivains cummmmmsam oo syeiuss sk ayuyaiaiiss s 5 e, o s s s 8,5G7,815
Inventories .: .. .vieivninii R SR e s SR A R R T R e 3,855,635
o003V Ly g« A2 1 T PR 1,242,669
Other CUTIRAL 888880 o i o s viie s Sy R B e A B s T e B S e R e - 591,253

T OtA] CUITENE ASSEES & v v vt e et e e et e e e e et e e e e e e e aemaneanaennns 14,707,446

Property, piant and equipment, at ccst:

' ERTIEE =i ooe i e TS e oo B T e A T N o o 0 o cms b e i st o SRS v 340,900
Butldong wnd MRPrOVEIMIINES: - « < oucvemmmns s o Lismms s RaREIR #4547 2,284,748
i SR i T RS A I P N T R e e A S GRS A S 954,921
Furnitire and fiRlUres . ..ottt e e e e e e e e s 267,105

' 3,847,654
Less accumulated depreciation and amortization . ... ...viiiii it i i 196,062
3,651,592
ROVARY RAVRIIEEN - - == n5 .m0 5 e bt e b a8 s B By S LR 8 BB RSBt o iy A s 998,695
OICE QBREAE o vr50ciesramisens. pratiorarioro Bissans o1 wm1eis oieesis e ypriaTaiis o iwreis:5s s (71 s se i 40 ST e e o0 351,692
$19,709,428

LIABILITIES AND STOCKEHOLDERS®' EQUITY

Current liabilities:

Noterpavabletobanks, oo ciawsmicbne i ptR i eb an e R TE e A B S e LA R b ... 6,010,000
BEOKOVETATREIT . <o sionsiom oo s s w5 s s essslien 415 e ose i 0 erise o e e i s 865 165
Accounts payable.................. S R A B e S R R R B e S By Sy 3,406,374
Accrued Habilities .. oouiiit i i i e e . 1,074,090
Divident PRYRBIE oo o« oo s En SREEEE 9% FERVEREERITN IR S0 £l VR SRR 1,868,100
ROVEIY OBURBEGRY. . . 500000 oot S50 S nimn EAms B8 6 anb e i 5 sh s TH e &b 1,022,602
Current portion of long-term debt ............ 8 R T R B SR A S R 19,439

Totdl Corrent BRBIGIES: ;o5 vcs o inie iramiedin sisiaiiie 57 a5 S i A i S S8 % - e sikesia 14,245,770

Long-term debt, less current maturities (including $2,000,000 payable to stockholders)...... 3.480,745

Other 1oRg-tErm NABEIIEIBE <« ix suimissma st w006 R0m a6 15 S SR S 41 5258 o s R : 100,009

Stockholders’ equity:

Common stock, $0.00001 par value, 4,600,000 shares authorized, 2,357,500 shares issued
T T N e Y 24
Capital in excess Of PAr VAIUE . ..o ccvvvrronrivenrooreronnesssvasnsannesssnsossee 1,537,476
RETBACH CRTRIAGE - - oo mvvn vswmewmws ssmanios v/ e e S o s s 5 5 s e = e 325,413
Total stockholders’ squity: .. iz iicasss sxamsasivn sas Y Y TR - 1,862,913

§12,709,428

See accompanying notes.
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MINDSCAPE INC,

STATEMENT OF OPERATIONS

Selling and marketingexpenses .............ciiiiiiiiaaa.,

Provision fOr IICOME tAKES . .« oo e sinssissesssss ss s soussasies

Fro forma data (unaudited) (Note 10)
Net income (Joss) asreported . ....oooviiinnnnnninnnnn - S,
Pro forma adjusiments
BB CRITOR -+ o rrvrnios s 1 S AR SR SRS RS R B R
General and administrative exXpenses .. ......ccvvevecnnea..
Provision (benefit) for income taxes . ...........ovvuennnann

Pro fotine net ICOME DM .- viiivinaniinseei sdasnsisanes s b

Pro forma net inccme (loss) per share
Besed on 2,426,500 shares outstanding giving effect to the 69,000
shares issuable upon future exercise of employee stock options ..

See accompanying notes.

Jeauary 1, 1887 Jeneary 13, 1987
t
gffnry ‘;ﬁ, 1987 Dmbsmsl. 1537
(Fredecsssor) (Coaspamy)
$ 264,582 18,929,464
9,475 734,437
3,808 471,836
277,865 20,135,737
176,075 9,622,388
337,893 5,679,557
_} 04,321 2,092,048
618,289 17,393,993
(340,424) 2,741,744
__ 6939 920,035
(347,363) 2,221,709
. __27.736
5(347,363)- 2,193,973
$(347,263) 2,193,973
8,750
(924)
_(i56,928) 968,990
_(149,112) __ 968,990
5(198,251) _1,224,983
i (.08) N .50



MINDSCAPE INC,

STATEMENT OF STOCKHOLDERS' EQUITY
Pericd from January 13, 1987 to December 31, 1387

Capital in

Preferved stock Commea siock exrans ok Retained
Skexes Par valce Sheares Par value par value esrmings Trtal

Capitalization ........... 1,600 § 10 2,300,00C 523 $1,519,967 $1,52C,000
Preferred stock dividend . . (460) (460)
Redemption of preferred

stock .o caassiaEE s (1,000) (10) (19,990) (20,000)
Issuance of commcn

L10s o S e 57,500 1 37,499 37,500
Netincome . .......c.vnn 2,193,973 2,193,973
Common stock dividend .. (1,868,100) (1,868,103)

— — 2,357,500 $24 $1,537,476 § 325,413 $§1,862,913

See accompanying notes.
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MINDSCAPE INC.

STATEMENT OF CASH FLOWS
Pericd from January 13, 1987 to December 31, 1987

Increase (decrease) in cash
Cash flows from operating activities:
R e LI —— $ 2,193,973
Adjustments to recouncile ret income to net cash used in operating activities:
Depreciation and aMOTHZAUN . . . . s covsesrescvossssssnsssssnases S 257,473
Provision for losses on accounts receivable and sales returms and
SIOWRNCEE o s T T s T T o T e e s e e 233,916
Cheange in assets a.nd hab:hues net of effects of acquisition:
Increase inaccounts receivable ..........ii i iiiiiiiiiiaeaeaa (6,373,397)
Icreate in INVERTONES .« wsmasvsmiss v e o ssm s irsesie i 12,358,675)
Increase in royalty advances. .. ......cociiiiiniiii i, (645,007)
Increase in Other CUITEDL RSSLLS . .. v cvvevr suvsossoresssssesssas (553,886)
Increase in Other AssetS ... ..o iitintenernnnacesonnasanacanns (280,672)
Increase in accounts payable and bank overdraft................. 3,239,467
Decresse in accrued liabilities and royalty obligations ............ (533,040)
Increase in other Mabilities .................covenun.n. e i 89,339
TR RAVIRERBOE « <0 000w iz o o o o B A B9 ) RS T (6.924,476)
Net cash used in operating activities . ... ....vovoovvvnncnannanns (4,730,503)
Cash fiows from investing activities:
Property, plant and equipment 2dditions .............c.iiiiiiiiiiiaan (1,121,594)
Payment for purchase of Mindscape, Inc............ccciiiiiiiinnnnn, (3,006,904)
Net cash used in investing 8CTVItIES .......civvivrennnnaannn (4,128,498)
Cash flows from financing activities:
Net borrowings under line-ofcradit .......... ... ... .. ... e 6,010,000
Proceeds from issuance of stockbolder notes payable ................... 3,375,000
Payments under mortgags payable ....... ...l SRR (18,576)
Payments of stockhe'der notes payable . ... ..ot (1,375,000)
Fay-hents oF Other 1otes PRYABIE <. v scmi-vvmoims s amsmmmis e e sorss (560,291)
Proceeds from issuance of preferred stock ...l 20,000
Redenption of preferretd St0ek ... .« v o.ox v amnsone wnvine ss vmensnmmeeness (20,000)
Pavment of preferred stock dividerds . . ..........coiiiiiiiiiiiianea. (460)
Proceeds from issuance of commonstock. ... ... .. i, 1,537,500
Net cish provided by financing activities ..................... 8,968,073
Net increase in cash and balance atendofperiod .. ... ......covviiinnnn... S 109,072

Cssh paid for interest during the period was $422,366.

The Compsany purchased ail of the capital stock of Mindscape, Inc. for $3,006,904. In connection with the
acquisition, lisbilities were assumed ss follows:

Purchase price allocated to the fair value of assets acquired........... $8,558,52G
Cashpaid forthecapital s1ock . . . oo ooviieiieiiiiiiineeeinannnn 3,006,904
Liabilities @sSUIDE < cuvvnsian se smmime e iiEE wE Rl SRERE SRR e $5,551,616

Sec accompanying notes.
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MINDSCAPE INC.
NOTES TO FINANCIAL STATEMENTS

1, Summary of significant accounting policies
Basis of presentation—

On January 13, 1987, Mindscape Hcldings Corporation (“Holdings™) was incorporated and had no
significant operations until January 16, 1987. On January 16, 1387, Mindscape, Inc. (predecessor) was
acquired by Holdings through the merger of its wholly owned subsidiary, Mindscape Acquisition Corporation
("MAC"), with and into Mindscape, Inc. with Mindscape, Inc. being the surviving corporation. All of the
outstanding common stock of Mindscape, Inc. wliich was owned by SFN Partners, L.P., was converted into
the right to receive $3,006,904 in cash. On April 30, 1987, Holdings and Mindscape, Inc. were merged and
Holdiags, the surviving corporation, changed its name to Mindscape Inc. (*Mindscape” or the “Company™).
The acquisition has been accounted for as a purchase and, accordingly, the Company allocated the purchase
cost to the assets acquired and liabilities assumed based on their estimated fair value in accordance with

Accounting Principles Board Opinicn No. 16 as follows:

CUTTENt ASBBLS: . vviwanwiiini o wvsaivass s T T R R T $5,082,996
Property, plant and equipment. c.cvcves sasivens s5naam s ot s s s 2,73C,164
Other assets ..... e U 745,360
Cuirrent abilities . oo i ssvisns saiss o $aEvas b 59es i (3,839,830)
Long term liabilities .............. .iiiiiiiiieiiiiiiii i (1,711,788)

The statement of operations for the predecessor for the period January 1, 1987 to January 16, 1987
included in the accompanying firancial statements has been prepared in conformity with the accounting
principles applied by the predecessor for the year ended December 31, 1986.

Unaudited pro forma revenues, operating income and net income for the year ended December 31, 1987
are $20,413,602, 32,402,254 and $1,838,794, respectively, assuming the acquisition had taken piace on
January 1, 1987 and reflecting the allocation of the purchase price to the fair value of assets and liabilities
zcquired and appropriate pro forma adjustments to the historical results of the predecessor to Mindscape. -

The pro forma adjustments to the historical results were not significant.

Acquisition—

In Marcn and May 1987, the Company purchased certain assets (primanly inveninry and product rights)
and assumed ceriain liabilities related to a line of software from Hclt, Rinehart and Winston, Inc. for
$300,000 in cash. The liabilities assumed consisted primarily of contractual obligations based on: the amount
of future net sales related to the product rights acquired.

Revenue recognition—

The Company records revenue, net of allowances for estimated sales returns and allowances, at the time
its products are shipped. Under a distribution agreement, the Company distributes a line of software products.
The Company receives a distribution fee which it records at the time these products are shipped.

Accounts receivabie—

Allowances netted against accounts receivable at Decen:ber 31, 1987 consist of 51,244,838 of estimated
sales returns and allowances and $140,675 of estimated uncollectible accounts. The Company's policy is
generally to allow its custorners to exchange undamaged product currently sold by the Company only if a
new order is placed for at least twice the value of returned product and generally to allow returns for defective

goods.
F-6



MINDSCAPE JNC.
NOTES TO FINANCIAL STATEMENTS—Cont azed

Inven:orie-—
Inventories, consisting of $1,899,708 of raw materials and $1,955,867 of finished goods. are stated at the
lower of cost or net realizable value, with cost determined on the first-in, first-cut method.

Royalties—

Royalty advances are paid by the Company at the time & licensing agreement is entered into with the
independ=i-t software developer and, accordingly, represent prepayments prior to the actual sale of the
product. Royalty advances are expensed based on actual net product sales. Royalty advances are classified as
current assets based upon estimated net product sales within the next year.

Other royaily payr~nts are acciued based cn net product sales. Royalty expense, including amounts
earned on royalty advances, totalled $3,010,125 for the period Jaruary 13, 1987 to December 31, 1987 and

$45,648 for the period January 1, 1987 tc January 16, 1987 (predecesso: ).

Property, plant cnu equipment-—
Property, plant and equipment are depreciated on the straight line basis over the estimated usefui lives
of the asseis which generally are 5 years for equipment, 10 years for furniture and fixtures and 40 years for
the building. Improvements tc ‘eased facilities are capitalized and amortized over the _horter of the life of

the asset or the remaining term of the lease. Property, plant 2nd equipment of the predecessor to Mindscape
was depreciatxd on the straight line basis over the estimated useful lives of the asseis which generally were

five years for equipment, furniture and fixtures and 15 years for buiiding and improvements.

Orther asseis—
The Company has capitalized $173,677 of software devclopment costs in accordance with Financial
Accounting Standards Board Statement No. 86 which are being amortized over the two year estimated life of

the related products.

Line of business—
The Company s in one line of business: puolishing a broad line of microcomputer software procucts for
the consumer and education markeis. Foreign salec are not sigrificant and all identifiable assets are located
in the United States. No single custome: accounted for more than 10% of total revenues.

2. Notes paysble to baak and loag-term debt

The Company has an unsecured revolving credit agreement with 2 bank. which provides for borrcwings
of up to $7.000,000 with interest at either the bank’s prime rate (8.75% at December 3!. 1987) or 2t a LIBOR
rate. The Company pays a commitment fee based on ¥ % of the unused borrowings. The credit agreement is
supported by the personal guarar ies of certain stockholders and expires on April 30, 1988.

Long-term debt consists of the foilowing:
Senior subordinated note payable to 2 stockholder, due January 1, 1989, 9.5% in-

LEIBSE v st e St B vt AT SRR B S TR e e e B e §1,000,000
Subordinated notes payable to stockholders, due January 1, 1991, 7.5% interest. .. .. 1,600,000
Mortgage, 10.75% interest, with monthly principal and interest payments of $i5,:87

and a balloon payment of $1,226,971 due Apnil 1, 1996, secured by land ana a

building with a net book value of $2,333 454 at December 31,1987 . ... ......... 1,500,184

3,500,184
19,439

eSS CUITETIl MAIUIIIIES & v v v v v v veie e e e e s rnsseenesnesessaansneeesaacaseees
$3,480,745
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MINDSCAPE INC.

NOTES TO FINANCIAL STATEMENTS—Continued

The Company expensed $131,854 of interest related to stockholders’ notes during the period ended
December 31, 1987.

During the first quarter of 1988, the Company borrowed an aggregate of 51,167,000 from two
stockholders in the form of demand notes at a 9.5% rate of interest.

The following is a summary of long-term debt as of December 31, 1987, which becomes due within each
of the next five years:

AR s e T e S e T PSS R R R S TR SR § 19,439

LR s oo e o 5o 1 A S G S S e 0o T i ) o e 1,024,340

V990 s s s R R e A AT A A S R e 27,096

RIFOY, 1 rcon s T 08588 S W T T A A 4 AT 1,030,156

JO9F: o mri i s S R S R R e e O S A e A L 33,546
3. Income taxes

As provided in the acquisition agreement, the Company included in its income tax refurns the tax loss
of the predecessor to Mindscape for the period January 1, 1987 to January 16, 1987. The Company was taxed
as a C corporation for income tax purposes for the period January 1, 1987 to April 30, 1987. The Company
has a tax loss carryforward which expires in 2002 of approximately $286,000 relating to this period which is
available to offset future taxable income from a C corporation. Effective May 1, 1987, the Company elected
to be taxed as an S corporation and, therefore, generally federal and certain state income taxes imposed on
the Company’s income for the period subsequent to April 30, 1987 are the obligations of the individual
stockhc ‘ders. The provision for income taxes in the statement of operations consists of Illinois replacement
taxes which are taxed at the corporate level. At December 31, 1987 approximately $128,636 exists of

undistributed income earned since the S corporation election.

4, Capital transactions

The Company was initially capitalized by the issuance, for cash, of 2,300,000 shares of common stock at
$.65 per share, 1,000 shares of preferred stock at $20.00 per share and issuance of subordinated notes totalling
$2,375,000. On April 30, 1987, the Company redeemed, at $20.00 per share, 2ll of the preferred stock that
had been issued when the Company was initially capitalized. On July 6, 1987, the Company issued an
additional 57,500 shares of common stock for cash at $.65 per share.

Th= Company declared a cash dividend to stockholders of record as of December 30, 1987. In February
1988, the Company paid the dividend of $1,868,100 to its stockholders. Concurrentiy. the stockholders loaned
the money to the Company in the form of $§719,219 of 8% senior subordinated notes due June 14, 1988 and

$1,148,881 of 7.5% senior subordinated notes due January 1, 1991.

5. Stock option plan

The Company has a stock option plan which provides for non-qualified and incentive stock options. The
Company has reserved 115,000 shares of common stock under the plan. On July 20, 1987, the Company
granted options to cartain emp'oyees to purchase an aggregate of 69,000 shares of common stock at an option
price ¢f 5.65 per share (estimated fair market value at date of grant) which are exercisable in three

installments beginning one year after date of grant.
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MINDSCAPE INC.
NOTES TO FINANCIAL STATEMENTS—Concluded

6. Rental commitments

The Company ieases, under operating leases, warehouse facilities, certain computer equipment and other
equipment. The folloving is the future minimum rental payments required under operating lesses which are
noncancelisble and have a remaining lease term of over one year:

Year ending December 31,

TIBE o 000w v ate s i o TP e A e $130,620
1989 cnismnnn vvmanms saae s e e e e v e e e v 130,620
FOUD o oo omimimmimmesimimmeminsy misinsas o wommst v ass 518 it 00 SIS0 4 v I AW 65,310
Total minimumm Jease PAYMIEHLS. . ccovvossvsvves se saivnsin is ssassinss $326,550

Total rental ex;.:cnsc for the Company for the pericd from January 13, 1987 to December 31, 1987 was
$82,303 and $3,184 for the predecessor for the period January 1, 1987 to January 16, 1987.

7. Commitments _

The Company has entered into various royalty contracts with software developers for substantially all
products sold. In the event the software developers comply with various conditions of these contracts, the
Company will be obligated to make royalty payimnents based on the dollar amount of net sales.

8. Retiremest plan

The Company sponsors 2 defined contribution retirement plan. Eligible employees can participate after
one year of service, including service prior to the merger. The plan providss that participants can contribute
specified percentages of their pre-tax cammings to the plan and the Company matches participants’
contributions up to certain specified limits. During the period Jenuzry 16, 1987 to December 31, 1987, the
Company expensed $71,526 for matching contributions to the plan.

9. Subseguesnt events

The stockholders passed a resolution on May 16, 1988 to effect a 2.3 to 1 common stock split as of May
18, 1988. Accordingly all share amounts in the financial statements have been restated to reflect this common
stock split, in addition to the 1000 to 1 common stock sphit effective as of April 30, 1987.

On May 12, 1988, the Company entered into 3 new revolving credit agreement with its bank which
expires on April 30, 1990 and provides for borrowings of up to $13,000,000 with interest at the bank's prime
rate plus 1%2%. The borrowings under this agreement may not exceed the sum of 1) ceriain qualifying
amounts of receivables and inventories, plus 2) prior to August 15, 1988, $1,500,000, plus 3) §7,000,000 which
is gnaranteed by certain stockholders. Substantially all of the Company’s assets are pledged as collateral under
the new revolving credit agreement, other thar its Northbrook facility which is pledged to secure the
mortgage loan. Concurrent with entering into this new agreement the Company repaid the $1,000,000 senior
subordinated note payabie to & stockholder due Januvary 1, 1989 along with certain other stockholder notes
payable issued subsequent to December 31, 1987, using borrowings under the new revolving credit agreement.

10. Pro Forma Data (Unsaudited)

Pro forma data is pressuted assuming the acquisition (see Note 1) had been completed on January 1,
1987 and includes an increase in interest expense assuming the debt incurred in the acquisition was
outstanding for the entire year and a decrease in general and adminisirative expenses to reflect a reduction in
depreciation expenss as a result of the purchase price allocation. In addition, a provision (benefit) for income
taxes has been provided at the effective combined federal znd state income tax rate to reflect income taxes as
if the Company was taxed as a C corporation.
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MINDSCAPE INC.

CONDENSED RALANCE SHEET

March 31, 1988
(Upaudited)
Aasnes
Current assets:
MR om0 25000 055 000 5 O 6 SO N M A T IR RS § 321,630
Aceounils TeDEIVABIE BB . .. s vecenie sis e s s Se s s ae TR SRR B ETY e 6,595,111
TOVERIONIER. sr st e e T T T AT R e B S ST T A oo S e e e e e 4,205,055
ROV UITRIREE < v v answvanne s o s Somam sy SEErE TS Saae s e SR s 1,901,289
Ot her COTPEI B v o v 0o voms oo om e aom S i At e w e s et B S ___ 573,956
Totalcurrent assets ............oc000nnn R N A SSRGS g 13,597,082
Propesty, plant o oXRupment, S OO . . . ..o o000 o0 8 oe s ses sy sssass bene 4,035,801
Less accumulated depreciation and amortization . . co..cvevvveriiicaneiaccttsecneroonaas 272,895
3,762,906
ROYRIY BAVEBTER 5 civo 00003 w0 e v s wriars 5 loss: 510 56n BGbos 0o 4 848 56 5 080w NN S LA 50y 4 BB 1,434,306
RN BEIEEE: o o s o @i o 0 B e 5 i S B e SRR R S R S e 441,239
19,235,453
LIABILITIES AND STOCKHOLDERS® EQUITY
Current liabilities: '
MNotes payeble (including $1,167,000 payable to stockholders) ......ocovviviinnnnnnn, $7,703,434
Banlkc oVeTdralt + s cona s in s B e e e G S T AR S R e R 657,630
ACCounIS PRVEBIE . . - .« oo m cons momannsaisie s s nmins sn s wis S s e e e e 2,635,261
A CTOOE TEIEIEE: | s o s o e SR e e o S o T o S o oot e 357,689
ROVally GOUBREINS <. nmssins coeassn s v eess BRaswive: vaeeens swe i is oo ns o 951,437
Current portion of long-term debt (including $1,719,219 payable to stockholders) ...... 1,738,608
TORLCUITEnt HAMBHER . oo o kv b e Pk s aws s s sa e Bavs 14,044,059
Long-;erm debt, less current maturities (including $2,148,881 payable to steckholders)...... 3,624,163
CRDET TODE DRI IR o o v 0 0. 0r0smmiro mia min wincmamsasi o it e S5 B AN 5 O 100,000
Stockholders’ equity:
Common stock, $0.00001 par value, 4,600,000 shares authorized, 2,357,500 shares issued
A0 CUDRIBRRING <« <+ v v winammdmmsar s S a TP AR S Y R FA e 24
Capital Inexcest of PAr VAIUL o ovivvviniinini snsinins i v vies i Lo vhb daeamas avasanins 1,537,476
ACCUTENEEE QI . o < v v om0 0 wimim im0 R S O I o S S0 W (70,229)
TRl SoCKBORIES B v  vcincavs v wisenm i ine s RS R TR TRk S e 1,467,271
§19,235,493

Sec accompanying notes.
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MINDSCAPE INC.
CONDENSED STATEMENT OF OPERATIONS

(Unsndited)
Pro Forass
Period from Period from Three Moutks Three Months
Japeary 1, 1837 Jenuary 13, 1987  Pro Forma Ended Ended
to Jameary 16, 1987 to March 31, 1987 Adjusiments Meareh 31, 1987 Morch 31, 1938
(Predecessor) (Cotmpany)
Revenues:
Netsales . . .ouivieviess § 264,582 3,071,495 3,335,077 4,830,531
Distribution imcome .... 9,475 38,798 48,273 104,913
Otherincome .......... 3,808 97,793 101,601 77,719
Total revenues . .... 277,865 3,208,086 3,485,951 5,013,163
Costs and expenses: '
Cost of goodssold ....... 176,075 1,626,901 1,802,976 2,499,610
Selling amd marketing ex-
PEBSEE o v a0 vianiis 337,893 918,316 1,256,209 2,113,796
General and administra-
tive expenses ........ 104,321 332,509 (934) 435,896 558,322
Total costs and ex-
. penses .......... 618,289 2,877,726 (934) 3,495,081 5,171,728
Income (loss) from opera- '

BORSE 55 ol os dasnanes Limas (340,424) 330,360 934 " (9,130) (158,565)
Interestexpense............ 6,939 : 100,245 8,750 115,934 243,077
Income (loss) before income

BRXCE o wavmurs wide wrwE o (347,363) 230,115 (7,816) (125,064) (401,642)
Provision (benefit) for income

ARES s cimsains  ssaaaas 101,020 (101,020) (6,0060)
Net income (1088)........... $(347,363) 129,095 93,204 (125,064) (395,642)
Pro forma data (Note 7)

Net income (loss) as re-
POTEE 4o sarrosmeise $(125,064) (395,642)
Provision (benedit) for in-
Come taxes .......... (141,937)
Pro forma net income (loss) . . $(125,064) (253,705)
Pro forma net income (loss)
per share
Based on 2,426,500 shares
outstand.ag giving ef-
fect 1o the 69,600
shares issuable upon
future exercise of em-
ployee stock options .. ) (.05) (.10)

See accompanying notes.
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MINDSCAPE INC.

CONDENSED STATEMENT OF STOCKHOLDERS® EQUITY

Three Mouths Ended March 31, 1988

(Unsudited)
Cagital in carsiags
Commaa Stock expees of (aecsaminted
Skares Par Valee por velue deficit) Totad
Balance at December 31, 1987 ... .. A 2,357,500 524 1,537,476 325,413 1,862,913
NEU IO - - =i 0 e A i A e 5 o o i mmrme . (395,642) (395,642)
.................. 2,357,500 $24 1,537,476  (70,229) 1,467,271

See accompanying notes.
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MINDSCAPE INC.

CONDENSED STATEMENT OF CASH FLOWS

(Unaudited)
Period January 13, 1987 Three Months Ended
to March 31, 1987 Mareh 31, 1968
Increase (decrease) in cash
Cash flows from operating activities:
T OIS . o Sere e mrwihu s e AT e s 2 $ 129,095 (395,642)
Adjustments to reconcile net incoms (loss) to net cash provid-
ed (used) in operating activiries:
Depreciation and amortization .........c.ccoviiiiianen 45,451 115,045
Provision for losses on accounts receivable and sales re-
tarns and allOWRHCES -« v ivviviisisioapnnisenwias 15,561 83,128
Change in assets and kabilities net of effects of acquisition:
{(Increase) decrease in accounts recsivable ........... (79,767) 2,227,576
Increnss iy MVENEOEESS - . o uusis wnisms msenin ss saamse (406,553) (349,421)
Increase in royaltyadvances ...................... (248,090) (1,093,228)
Ircrease in other current assets............ BN (66,739) (7 701)
Increaseinotherassets ..............c.cvvuvinnn. (2,779) (102,759)
Increase (decrease) m accounts payable and bank over-
........................................ 1,181,960 (978,648)
Increase (decrease) in accrued liabilities and royalty ob |
TRGRERONR . - wcssacocsosasiimnsio wiasosasioni e s b sasaihAL Y i s 254,969 (787,566)
Total BAJUSHIETIES « .+« v eome e eee e eneae e 694,016 (891,574)
Net cash provided (used) in operating activities . . . . 823,111 (1,287,216)
Cash flows from investing activities:
Property, plant and equipment additions. . ................ (339,679) (188,147)
Payment for purchase of Mindscape, Inc. ................. (3,006,904)
Net cash used in iavesting activities . ............. (3,346,583) (188,147)
Cash flows from financing activities:
Net borrowings under lineofcredit ...................... . 526,434
Froceeds from issuwnce of sharzholder notes payabie........ 2,375,000 3,035,100
Payments under mortgagepayable....................... (5,316) (5,512)
Payments of other notes payable. ....... ................ {416,271}
Proceeds from issuance of preferredstock . ................ 20,000
Paymentofdividends..............ccvvuuunrnnnnnannn. (1,868,100)
Proceeds from issuance of common stock .. ... .vviviin... 1.500,000
Net cash provided by financing activities.......... 3,473,413 1,687,921
Netincressein cash .... ...vccvreiiiniennnirreroneannnnnns 949,941 212,558
Cash balance at beginningof period . . . ........... oo, —_ 109,072
Cashbalance st eod of PeTIol . v s sivnomenias swvwn oos b v wis 3 949,941 321,630

Cash paid for interest during the period January 13, 1987 to Merch 31, 1987 was 340,293 and $198,312 fur
the three months ended March 31, 1988.

The Company purchased all of the capital stuck of Mindscape, Inc. for $3,006,904. In connection with the
acquisition, liabilities were assumed as iSllows:

Purchase price aliocated to the fair value of assets acquired ... ....................... $8,558,520
Cash paid 107 1he CRPITRE BROCK i i iaminwini 46,0 waa /0009 0.0 0155 918869899 we assrmcmsmnrs mis winins T 3,006,904
EBI e ASSOINEE s o = i G ed ers m mare e  E ran se torie bt  ae  a Fl A e $5,551,616

See sccompanying notes.
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MINDSCAPE INC.

NOTES TO CONDENSED FINANCIAL STATEMENTS
(Unaudited)

1. Basis of presentation
The accomparying condensed financial statements should be read in conjuncrion with the financial

statements of the Company fcr the period January 13, 1987 1o December 31, 1987. In the opinion of the
management, all adjustments (consisting of only normal recurring accruals) necessary for a fair presentation

have been included.

The statement of operaions for the three months ended March 31, 1987 is presented on a pro forma
combined basis reflecting the allocation of the purchase price to the fair value of assets and liabilities acquired
as if the acquisition had taken place on January 1, 1987 and reflecting the appropriate pro formu adjustments
to the predecessor’s results of operations for the period January 1, 1987 to January 1€, 1987. Such pro forma
adjustments consist of a decrease in general and administrative =xpenses of $934 to reflect a reduction in
depreciation expense as a result of the purchase price allocation, an increase in interest expense of $8,750
assuming that the debt incurred in the acquisition was outstanding as of January 1, 1987, and an elimination

of the provision for income taxes.

Z. Notes payable and long-term debt
At March 31, 1988, the Company had borrowed 36,536,434 under its unszcured revolving credit

agreement with a bank with interest at either the bank’s pnme rate (8.5% at March 31, 1988) or at a LIBOR
rate. !

During the first quarter of 1988, the Company borrcwed an aggregate of 31,167,000 ‘from two
ste~vholaers in the form of demand notes at a 9.5% rate of interest which remain outstanding at March 31,
1988. In April 1988, $167,000 of these notes was paid. In April 1988, the Company borrowed an aggregate
of $1,018,018 from a stockholder in the form of a demand note at a 9.5% inierest rate.

Long term debt consists of the following:
March 21,
1988

Senior subordinated notes payable to stockholders, due June 14, 1988, 8% interest .. $ 719,219
Senior subordinated note payable to a stockholder, due January 1, 1989, 9.5% inter-

B8E an o v e e e A SRR B GO SRES S GRS R e S e e e 1,000,000
Serior subordinated notes payable to stockholders, due January 1, 1991, 7.5%

IIEEREST! nusvenvmrirhi v e g eue e 4505 Lo RS g NN L 1 5 )59 9, G AR i W 1,148,881
Subordinated notes payable to stockholders, due January 1, 1991, 7.5% interest. .. .. 1,000,000

Mortgage, 10.75% interest, with monthly principal and interest payments of $15,187
and a balloon payment of $1,226,971 due Apnl 1, 1996, secured by land and a
building with a net book value of 32,189,683 at March 31, 1988 ..... .......... 1,494,671
5,362,771
1,738,608

$3,624,163

eSS CUITONL MIATUNIIIES & . it vttt e vt et et et e e e et e s e e e b e m e eetetae s e neennnsn

The Company expensed 567,772 of interest related to stockholders' notes during the three months ended
March 31, 1988 and $44,375 for the period January 13, 1987 to March 31, 1537.

J. Capital wansactions
The Company declared a cash dividend to stockholders of record as of December 30, 1937. In February

1988, the Comoany paid the divid>nd of 51,868,100 to its stockholders. Concurrently, the stockholders joaned
the money to the Company in the form of $719,219 of 8 senior subordinated notes due June 14, 1988 and
$1,148,881 of 72 % senior subordinated notes due January 1, 1991.

On January 27, 1983, the Company issued an additional 115,000 shares of common stock for cash at
3.65 per shzre. On May 17, 1988, this issuance was rescinded and, accordingly, the $75,000 of cash originally
received has been classified as accounts payable in the accompanying balance sheet.
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MINDSCAPE INC,

NOTES TO CONDENSED FINAMNCIAL STATEMENTS—Concluded
(Unaudited)

4. Related Party Tramsaction

The Company has loaned $75,000 to YPA Holdings PTY. Lta. {Y¥A), an Australian corporation, which
is owned 70% by the two majority stockholders uf the Company. The loan is payable or demand and bears
interest at an 8% rate. The Company recorded net sales to YPA of approximateiy $116,800 during the three
months ended March 31, 1988 on terms comparable to those offered to cne other independent distributor.

5. Income Taxes

As provided in the original acquisition agreement, the Company included in its income tax returns the
tax loss of the predecessor to the Company for the period January 1, 1987 to January 16, 1987. The Company
was taxed as a C corporation for income tax purposes for the period Januvary 1, 1987 to Apri) 30, 1987.
Effective May 1, 1987, the Company elected to be taxed as an S corporation.

For income tax purposes, the Company did not have any taxable income for the three meaths ended
March 31, 1987 (nor for the four months ended Apnl 30, 1987) and has a net operating loss carryforward
which expires in 2002 relating to this period which is available to offset future taxable income from a2 C
corporation. No benefit for income taxes was recorded in the pro forma results for the three months ended
March 31, 1987 as the Company could not carrvback the net operating loss to prior periods. The benefit for
income taxes for the three months ended Marcn 31, 1983 consists of Illinois replacement taxes which are
taxed at the corporate level and can be carried back to 1987. At March 31, 1988, $267,005 of distributions
have been made 1n £xcess of income earned since the S corporation eiection.

6. Subsequent Events

The stoci:holders passed a resolution on May 16, 1988 to effect 2 2 3 to 1 common stock split as cf May
18, 1988. Accordirgly, ail share amounts in the financial statements have been restated to reflect thus common
stock split, in accition to the 1GU0 to 1 commeon stock split efiective as of April 30, 1987.

In April 1988, the Company prepaid the §719,219 of 8% senior subordinated notes due June 14, 1923
and $92,287 of 7.5G. senior suborainated notes due January 1, 1991 which had been issued in February 1983,
On May 12, 1988, the Company entered into a new revolving credit agreement {credit agreenient) with its
bank which expires on April 30, 1990 and provides for borrowings of up to $13,000,000 with interest at the
bank’s prime rate plus 1% %. The borrowings under this agreement may not exceed the sum of 1) cerizin
qualifying amounts of receivables and inventories, plus 2) prior to Avgust 15, 1988, $1,500,000, plus 3)
$7,000,000 which is guaranteed by certain stockholders. Substantially all of the Company’s assets are pledged
as collateral under the credit agreement, other than its Northbrook facility which is pledged to secure the
mortgage loan. Concurrent with entering into this new agreement the Company repaid the 52,018,018
outstanding demand notes payable to a stoc<holder and the $1,000,000 senior subordinated note payzble (0 a
stcckholder due January 1, 1989, using borrowings under the new revolving credit agreement.

The credit agreement restricts the Company's ability to incur or guaranty indebtedness, incur hens, pay
dividends, lease property or purchase stock or substantially all of the assets of another entity. In addition, the
agreement requires the Company to maintain tangible net worth, as defined therein, of $1,900,000 until
September 30, 1988, of $3,900,000 from October 1, 1988 until December 30, 1988, of $6,000,000 on December
31, 1988, and of $5,000,000 after December 31, 1988.

7. Pro Forma Data

No income tax benefit was recorded for the pro forma three months ended March 31, 1987 as the
Company could not carry back the net operating loss to prior periods. A benefit for income taxes {or the
three months ended March 31, 1988 was recorded to reflect the carryback of the loss to 1987 as if the

Company was taxed as a C corporation.
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REPORT OF INDEPENDENT PUULIC ACCOUNTANIS

To the Shareholder =¥
Miinascape, Inc.:

We have examined the balance sheets of MINDSCAPE, INC. (a Delaware corporation and a wholly
owned subsidiary of SF Partners, L.P. (formeriy SFN Companies, Inc.)) as of December 31, 1986 and 1985,
and the related statements of operations, shareholder’s equity and cash flows for the years then ended. Our
examinations were made in accordance with generaily accepted auditing standards and, accordingly, included
such tests of the accounting records anc such other auditing procedures as we considersd necessary :n the

circumstances.

In our opinion, the financia! statements referred to above present fairly the financial position of
Mindscape, Inc. as of December 31, 1986 and 1985, and the results of its operations (before the pro forma
tax adjustment) and its cash fiows for the years then ended, :n conformity with generally accepted accounting
principles applied on a consistent basis.

ARTHUR ANDERSEN & CO.

Chicago, Illinois,
May 4, 1938.



MINDSCAPE, INC,
(PREDECESSOR COMPANY)
BALANCE SHEETS
December 31, 21935 and 1985

ASSETS 1986 1985
Current assets
Cath . .iiannnaesiin A R S ISR KR NS NN 1 R SRR S — 5§ 55236
Accounts receivable, net (NOte 2) ....ooviiniiniiiiiiiiiiieaanenns 2,348,042 1,640,788
Inventories (NOTE 1) ... ...iiiiirimieaeeeeaenaaaeaanaeannecaaasnnn 1,196,960 810,713
Royalty sdvances QNOE 1) . .o v avisvasvvonssvrsesins dasasnioncansssns e 676,805 —
ONNET CUTTCIE RIS . . v oo winorpoimmimsas s wideom o B ek b i s 3 44,994 5,672
Total CRrrant SISEEE - o os 50 snves psibsvrs v veins s v Tss e 4,266,801 2,512,409
Property, plant and equipment, at cost (Note 3):
BRI v cvininsisammnsd's o e e de o SRS i e SR o e e e 400,950 400,950
Building and ImMprovements .. ......coiiiiiiiaeiiiiia i 2,605,110 2,605,110
POrHTEe S BREMIEE v vtor i rorormosiaeiss et s s o s o G ¥ At ST h i 464,350 464,350
ERUDINEL .- . oo nmns B w65 S0 A o 0 S0 6 3 S N B T WO RS 618,580 579,179
i 4,088,990 4,049,589
Less—Accumulated depreciation . .........ovviiiiiiiiiaetiaiiiianaan 877,921 414,298
. 3,211,069 3,635,291
Royalty aoveancss (NOBE I) .. s o v owi s i iniswai ovbs sia ian sises sale wos s 720,555 —
Other poncurvent assety (NOe 1) i i vinsvmuspainai nvsint v svasams  deweis 9o 755,742 —
38,954,167 36,147,700
LIABILITIES AND SHAREHOLDER'S EQUITY
Current liabilities:
DD DERREREE +. o o somm e 0m 70 m  mmm A  c  pm $1,191,4i3 § 623,220
NOtes DaVANE TNOBE B - ..« caviviismasiommminivas v e v as o dm e ess i 560,391 —
ASSORTEE PEVABIE » & 5w iy o155 S0 AP S R S R S E IR R e 355,801 412,218
Accrued liabilities (Note 1).......ovvimniiiiii ittt iiiiiiaannan 835,516 306,384
Rovalty JUHEROoNE (IIE TJ - o o« is vivsimnsnas vawie s wmsesiimiewomon v i 721,877 521,803
Current maturities of long-termdebt (Note 4) ........ ... ... .ooinnn. 18,360 16,677
Total CHITEDE BADMREIES: . s onvnvnivanion s miaw i s v s daeman s 3,683,358 1,880,302
Long-term debt, less current maturities (Ncie 4) .. ... iiia... 1,500,400 1,521,201
Rioyalty ObEEAInSE (NOE T) - cosucumv smmiusesa v eaies s b aupees 200,000 —
Shareholder’s equity:
Capital stock, $1 par value, 1,000,000 and 1,000 shares authorized at Decem-
ber 31, 1986 and 1985, respectively; 1,000 shares issued and outstanding . . 1,000 1,000
AdAHICEE] PRI CRPUMRY <.« v coivisn e wiomossinin siarmseation S 6 S 6w @RS 5 (5.896,995) (5,896,995)
RBEE BRI . .o o cms o s D S e T N s (7,617,419) (3,393,589)
Intercompany payable to SFN (Note 8) ...... R T 17.083,2_3_ 12,035,781
Tokal SBRTELOMIBE T BRI . ovs o v wss B PR S §S ST SRS 3,570,409 2,746,197

58,954,167 $6,147,7C0

See accompanying notss te financial statements.
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LIINDSCAPE, INC,
(PREDECESSOR COMPANY)
STATEMEN S OF OPERATIONS
FCR THE YEARS ENIPED DECEMBER 31, 1986 AND 1985

19856 1988
Revenues:
Net Sales . ..ottt it e e $ 8,704,881 § 4,741,018
Distribution income (NOte 1) . -« s cvinvvmnsanas vi vas s sbes eus waveevis 133,090 —
RN MICOUIIE - - -..clco mimins e momsm i b S S s b i e %, 55 SRR A R 376,711 181,713
T OB EEVEIIUIER o55:5-5 o705 7000001 000 S8 A AT 5 S B8 T A SRR 9,214,682 4,922 731
Costs and expenses:
OB, O GOE BB i s i st 05830 RSB T4 9 i 6,196,278 5,674 036
Selling and marketing eXpenses ...........cccvierieiieioniacceaiaan 4,325,202 4,718,164
General and administrative expenses.........c.cvcevvenreveerornanes 2,296,714 2,195,660
TRl couts And EXPEIBES . = - ..u.4.43 oo i 5 s i wins o Sa v a0 0 66 sT0in 12,318,294 12,587,860
Loss from operations. ...... T R, R R R SR RN AR A S (3,603,612) (7,665,129)
Interest expense (NOte B) . cvaq v i cvons va susmsni ws Svvas oo Do we vaws o' 1,045,308 166,226
Loss before income taxes ............. (el e S Sl selioll, slase s (4,648,920) (7,83%1,355)
Income 3% Beelil (IRE 6) . sinvnas s s i e s Rl TS A 2,347,705 3,954,33:
Net loss before pro forma tax adjustment..... T (2,301,215) (3,876,521)
Pro forma tax adjustment (unaudited) (Note 6)............. S e B R (2.347,705) (3,954,824)
Pro:forma nrt-10sS (anautdited) s o3 i i sitna amms b sy nabns s s avss 7 5(4,648,920) $(7,831,353)

See accompanying notes to financial statements.
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MINDSCAPE, INC,
(PREDECESSOR COMPANY)
STATEMEDN TS OF SHAREHOLDER'S EQUITY

FOR THE YEARS ENDED DECEMBER 31, 1986 AND 1585

Additional
Cagital Prid-In Betained intercompany
Sseck Cagital Deficic Paysble to SFN Total
Balance, January 1, 1985 .............. $1,000 $ —  §(5,414,063) § 6,970,445 $1,557,382
Recapitalization for Leveraged Buyout of

g 0 00 R (RN S o S (5,896,995) 5,896,995 —
Net Loss (before pro forma tax adjustment)

R 8) - cinnmimsininavaas yhass 5@ (3,876,521) (3,876,521)
Net Intercompany Activity....... 5,065,336 5,065,336
Balance, December 31, 1985............ 1.000  (5,896,993) (3,393,589) 12,035,781 2,746,197
Net Loss (before pro forma tax adjustment)

INE B oo icamism inaieiie (2.301,215) (2,301,215)
Deemed Dividend to SFN (Note 8)...... (1,922,615) 1,922,615 —
Net Intercompany Activity........ §ooee o 3,125,427 3,125,427
Balance, December 31, 1986........ -... S1000 §(5896,995) :.7.617,419) $17,083,823 $3,570,405

See accompanying notes to financial staiemenis.
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MINDSCAPE, INC,
(PREDECESSOR COMPANY)
STATEMENTS OF CASH FLOWS

FOR THE YEARS ENDED DECEMBER 31, i986 AND 1985

Incresse (decresse) i cash

Cash flows from operating activities:
Net loss (before pro forma tax adjustment)
Adjustments to reconcile net loss (before pro forma tax adjustment) to net
cash used in operating activitics:
Depreciation and amortization
Loss on sale of property, plant and equipment
Provision for losses on accounts receivable and sales returns and allow-

D R R R - I B RS R N

....................

Change in assets and liabilities:
(Increase) in accounts receivable, net
(Increase) decrease in inventories
(Increase) decrease in royalty advances
(Increase) decrease in othercurrent assets ... .............couunn
(Increase) in other noncurrent assets
Increzse in bank overdraft
1BEDEESE I DOYES PAVABIE .. ivnna womesiim s @R RS
(Decrease) in accounts payable
Increase (decrease) in accrued liabilities.......... -
Increase (decrease) in royalty obligations.......................

Total AT /v o0 wuiesiaivmmvies wimees mpds Su o s seravems & esves &
Net cash used in operating activities. .. .......oieiinninnenn
 »sh flows from investing activities:

Capital expenditiires . . .. .vvvvtiiietinienn teei e
Payment for acquisition of product line
Proceeds from: Sale of BsSetS i o« . os 680 5 Sams s S5 8500 5iie s S sems
Net cash (used in) provided by investing activities

Cash flows from financing activities:
Payments under morrgage payable

Intercompany payable 1o SEN o suenvmin vwess s e a5 s am v mams o
Deemed dividend

Net cash provided by financing activities

------------------------

..................................

..................................

................................................

.........................................

Net increase (decrease) in cash
Canl 5 DERNNEAR OO YEED ;o oovsomnic annma vt e by Sa e s ek
Cash at end Of YERI . . ..ot ittt ittt ettt et et

Cash paid during the vear for interest

...................................

See accompanying notes to financial statements.
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1986 1988
$(2,301,215) $(3,876,521)
479,283 480,313
4,461 183,832
1,302,616 622,717
(2,009,870)  (1,495,579)
(297,375) 20,179
(1,097,360) 290,140
(40,162) 158,317
(19,159) | —
568,193 127,969
560,391 .
(56,417) (796,862
$29,132  (235,517)
400,074  (354,566)
323,807  (995.4%5)
(1,977,408) (4,869,976)
(52.233)  (21€,010)
(1,131,904) -
e 40,000
(1,184,137) (176,010
(19,118) (2,587)
5,048,042 5,065,336
(1,922,615) s
3,106,309 5,062,749
(55,236) 16,763
55,238 38,473
5 — 5 55236

S 178,208

§ 166,226




MINDSCAPE, INC.
(PREDECESSCOR COMPANY)
NOTES TO FINANCIAL STATEMENTS
December 31, 1986 and 1983

(1) Summary of Significant Accounting Policies:

Basis of Presentation—

Mindscape, Inc. (MS) is 2 wholly owned subsidiary of SFN Partners, L.P. (LP) (formerly SFN
Companies, Inc.) (GFN). MS manufactures and distributes consumer and educational software products.
Sales to iwo customers during 1986 accounted for 15.2% and 10.4% of net sales and during 1985 accounted
for 10.7% and 10.6% of net sales. '

On January 30, 1985, stockholders of SFN approved a leveraged buyout proposal (the “Merger”)
whereby SFN would be acquired by SFN Holding Company (through New SFN Corp.), a2 newly formed
corporation owned by venture banking affiliates of E.M. Warburg, Pincus & Co., Inc.; Drexel Burnham
Lambert Incorporated; Hallmark Cards, Incorporated; and members of SFN's senior management. The
acquisition was consummated on February 1, 1985, through the Merger of New SFN Corp. with and into
the surviving corporation, SFN.

This transaction was treated as if SFN was a new entity ~ccounted for under the purchase method.
Accordingly, the purchase price was allocated to the assets and liabilities of SFN based en their estimated
fair values at February I, 1985.

Because MS commenced operations in August, 1984, the allocation of the purchase price in connection
with the above-mentioned merger had no impact on the valuations of the assets and liabilities of MS.

On January 16, 1987, LP sold the stock of MS to Mindscape Holding Co. (MSH) for $3,006,904 in cash
and LP purchased $20,000 of MSH preferred stock. MSH is 100% owned by the Chief Executive Cfficer
(**CEO™) of LP and the President and CEO of MS. As part of the sale agreement, LP funded MS checks
presented for payment on or before January 16, 1987, and was entitled to the cash received on or before

January 16, 1987.

Acquisition—
On December 21, 1986, MS purchased a line of educational software products for $1,131,904. The assets
acquired inciuded £743,032 of product rights which are included in other noncurrent assets, to be amortized

over the anticipatad remaining useful life of two years.

Revenue Recognition—

MS records revenue at the time it~ products are shipped. MS generzally allows its customers to return
undamaged products for credit against future purchases. Under a distribucion agreement entered into during
1586, MS distributes a line of software producis. MS receives & distribution fee which it records at the time
tlese products are shipped. Included in accrued liabilities at December 31, 1986, is $331,799, representing
amounts to be collected by MC and which are due to the softwarc developer under the distribution agreement.

Advertising Exper ses— _
Advertising exoenses are included in selling and marketing expenses and amounted to $545,180 and
$1,289,531 in 1936 and 1985, respectively.

Inventories—
Inventories, consisting of $468,407 and $354,265 of raw matenials and $728,553 and $456,448 of finished
goods at December 3:, 1926 and 1985, respectively, are stated at the lower of cost or net realizable value.
with cost determined on the first-in, first-out method.
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MINDSCAPE, INC.
(PREDECESSOR COMPANY)
NOTES TO FINANCIAL STATEMENTS—Continued
December 31, 1986 and 1985

Royalties—

Royalty advances represent prepayments made to iadependent software developers prior to the actual
sale of the product. Royalty advances are expensed as the actual product is sold or if no product is
forthcoming. Royulty expenses, including amounts ¢carned by developers on the royalty advances, totaled
$1,665,613 and $2,046,059 for the years ended December 3!, 1986 and 1985, respectively.

(2) Accounts Receivable:
Accounts receivable is shown net of reserves for doubtfu!l accounts and szles returns and allowances.

The following is an analysis of the reserves:
Sales

Doubtful Returns and

Accounts Allowances Total
Reserves at January 1, 1985. sz vaivais sam vnnana s st $ 10,843 S 132,265 S5 143,108
Provision for doubtful accounts charged to income ........ 374,354 374,354
Accounts written off, net ... ..ot (16,021) (16,021)
Additional provision for sales returns and allowances, net .. 248,363 248,363
Reserves at December 31, 1985. .. ... ... . .. 369,176 380,628 749,804
Provision for doubtful accounts charged to income ........ 493,430 493,430
ACCOUNtS WItten OfF, MOt - « . e v vveeaneeeneanaeannnnnnn (362,850) (362.850)
Additional provision for szles returns and allowances, net .. 809,186 809,186
Reservesal December' 3L, 19865 svwsnne svniwnias s 6 $499,756 351,189,814 51,689,570

(3) Property, Plant and Equipraent:
Property, plant and equipment are depreciated on the straight-line basis over the estimated useful lives
of the assets which generally are five years for equipraent, furniture and fixtures and 15 years for building

and improvements.

The details of the property, plant and equipment accounts are shown below at cost.

Balasce at Retirements
Beginning of Additions or Sales at Balesnace at
Year at Cost Coat g Other End of Year
For the year ended December 31, 1985:
EAR 5 o oo s s s, siaii s s s sinas § 400,950 § — h) - S — § 409,950
Building and improvements ........... 2,754,743 31,911 — (181,54%) 2,605,110
Furniture and fixtures ................ 601,922 5,709 -— (143,231) 464,350
EQUIPIERE :wesmammns o wasms s 824,208 1?8,399 276,516 (146,903) 579,179
ORI s vrisswisonenssensranesinis wmnas simcniss $4,581,823 S8215,010 S$276,516 5(471,728) $4,049,589
For the year ended December 31, 1986:
Land .5 o cxsmass v danss 9 geees sawsy § 400950 3 — < s ) - S 400,950
Building and improvements ...... ce... 2,605,110 - - - 2,605,110
Fumiture and AXTUreS .. oo omewm e s 464,350 —_— _ —_— 464,350
Equipment: .- ovsss vavses isaga 579,179 52,233 12,832 — 618,580
] 5751 ¢ | L S SNy $4,049,589 S 52,233 % 12,832 § — 54,088,990
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MINDSCAPE, INC,
(PREDECESSOR COMPANY)
NOTES 70 FINANCIAL STATEMENTS—Continued
December 31, 1986 and 1985

The details of the accumulated depreciation of property, plant and equipment accounts are shown below.

Balance at Retirements Balance =t
Beginning  Charged to  or Sales st End of
of Year _Expelue Cost Other Year

For the year ended December 31, 1985:
Building and improvements .............. $181,391 $§170,054 S — 5(181,544) $£169,901
Furniture and fixtures .............. .... 131,776 129,091 — (143,281) 117,586
BNt oo peves s svvsess 140,226 181,170 47,682 (146,905) 126,811
Total: cinspsvnsmsiney seass Giassan $453,393 $480,315 547,682 5(471,728) $414,298

For the year ended December 31, 1986:
Building and improvements .............. §169,901 3201471 § — s — §371,372
Furniture and AXTREeS .. oonwevs mommi s 117,586 110,400 — - 227,986
BBt o vouoves s s s ayoss yEas 126,811 160,123 8,371 —_ 278,563
$ — $877,921

§414,298 5471,994 § 8,371

The Other column represents the reciassification of accumulated depreciation balances following the
leveraged buyoui of SFN in 1985 (see Note 1).

(4) Debt:

MS makes monthly principal and interest pavments of $i5,187 on a mortgage with a final balloon
payment of $1,226,971 due on April 1. 1996. MS pays interest of 10.75%. This mortgage is secured by land
and buildings with a net book value of 52,634,588 on December 31, 1986.

The following is a summary of long-term debt as of December 31, 1986, which becomes due within each

of the next five years:

RGBT cone o b sz ionse svms: ikeas oy i nom soeransir pinos Gm e by 1'8.360
LOBE s T ETe T S o T ST e e S el 21,859
1989 =t e e I e S I e 24,346
BI85 50 5 e S S e S B S Hlorimis 27,050
B99T <o i R R e R S S E B 2 30,156
1992 and Thereafter oo v memnn dauns et « 1,396,943

SUBIOTAl o ore tm S s STl ST T 1,518,760
Less—current maturities ...........c.ooou.n... 12,360

Total o con s S5 T e Y et S_‘500400

In addition MS has notes payable relating to the parchase of educational software products. Gne note
for $325,000, at 10%, i1s due June 30, 1987, and the other note is for $235,391, of which 583,333 is due on
April 21. 1987. The remainder is due as additional inventory is ordered. MS’s intention is to order additional

inventory during 1987.

F-23



MINDSCAPE, INC.
. (PREDECESSOR COMPANY)
NOTES TO FINANCIAL STATEMENTS—Concluded
December 31. 1986 and 1985
(5) Rental Commitments:

MS leases, under operating leases, a telephone system. certain computer equipment and other equipment.
The following is the future minimum rental payments required under operating leases which are

noncanceilable and have a remaining lease term of over one year:
Year ending December 31,

O8] cvnicingine s ipw e e sn praie s $29,220
RN S 0 I e 2 000 s B S B 23,737
OB .c.iicsiiv wsacnion i amaamia i . iS5 e 5,010
Total minimum lease payments ................. £57,967

Total rental expense for 1986 and 1985 was 332,636 and 328,541, respectively.

(6) Income Taxes:

MS was a part of SFN which filed a consolidated income tax return. Losses utilizable by the consolidated
SFN Group have been benefited on the statements of operations; however, no formal tax shanng agreement
existed between the companies. Income taxes on the balance sheet are included 1n the intercompiny account
with SFN. The statements of operations reflect an unaudited pro forma tax adjustment to indicate the effect
on income if MS had not been a part of a consolidated group.

(7) Royalty Obligations:

MS has entered into various royalty contracts with software developers for substantially all products
sold. MS is contractually obligated to make royalty pay~ -~ts under certain of thes: contracts which are not
dependent on future product sales. These amounts are  ‘orded as royalty obligations in the accompanying
balance sheets. In addition, in the event the software devzlopers comply with various conditions of these
contracts, MS's future obligation to make certain other royalty payments is ccniingent on the amount of

future net sales.

(8) Related-Party Transactions:
The accompanying statements of operations include certain expenses for services provided by SFN and
allocated to MS, such as legal, accounting and tax fees, employee benefits, insurance ana other directly

allocable costs.

In addition to such expenses noted above, in the year ended December 31, 1986, SFN allocated other
nondirect corporzte expenses on a discretionary basis to MS. The after-tax amount of these charges was
$1,922,615. Since these exvenses are not directly artributable to MS and man»gzement believes that such
amounts would not huave been incurred on a separate entity basis and will not be incurred in the future, such
expenses have been excluded from the staternent of operations and are reflected in retained deficit as a deemed

dividend.
During 1986, SFN chargod MS interest at SFN's borrowing rate on MS's equity balance (defined as
capital stock, paid in capiral, retained deficit and the intercompany account;. Intercompany interest expense

of $867,000 is included in the 1986 statement of operations. This interest represented 12..% of the average
equity balance of 56,874,662 in 1986. No such interest charge was ircurred in 1985. The average equity

balance 1in 1985 was $8,260,162.
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