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Tandem reported second fiscal quarter 
March) earnings of .0 17 
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4/~S/'11 

per share, .. decline of 3270 from the $0 25 r.ported a year ago Revenue 
grew 8.47., wh1ch was h1gher than our estimate oT a 5-67. oaln O~sp1te 
this higher r~venue, d1scounting and lncrea~.d operating expenses kept 
pre_sure on TOM's op_r.ting margin, result1ng in EPS that were in 11ne 
with our $0 17 estimate For the six months earninO_ were $0.23, a 
decl1ne or 577- Trom the SO . 53 reco 
rded a year .go Uhil. this report 
appears relatively d1sappotnting. we are neY.rth.le~. ra1sing our 



r~tln9 rro~ neutral to moderately attract1ve underlying this more 
positive position are the following points 

• Demand for TOM'S products appears better than our orLg!nal 
forecast . With better than one-third o( product sales coming rro~ 
flnanci.l service& at the end of fiacal 1990, we were concerned about 
whether TOM would realize growth of more than 2-57. In fiscal 1991 
However, d •• and over the first half has been at the high end of this 
range with the second quarter better than the flr&t, and the trend 
looks encouraging Communications and ~anuracturlng are doing well and 
even financial services appears relatively stable, although it Is 
declining as a percent of total given the hIgher growth reported In 
other areas. 

• Demand from the communlcatlons sector should be helped by TOM's 
recent reseller agreement with Motorola. During the March quarter, TOM 
entered into a five-year, $500 million reseller agreement with 
Motorola, who will deplOY TOM product. in its cellular infrastructure 
Included under the agreement are CLX and 52 processors, non-stop SQL 
database and Slgnallin9 System 1 (551) lnterface software, Whlch i5 
provided by TOM's subsidiary TTSI . This contract should help to boost 
co~munications to 20-227. of product revenue in fiscal 19~2 from about 
157. currently, and will help to reduce TOM's exposure to financlal 
servlces 

* New products should not only stimulate demand but also enhance 
TOM'. product sales marQin From a high of 13-147. A few years ago, 
TOM's gross ~argin on product sales sllpped to 617. ln the March 
quarter AdmlttedlY, there were a couple of unusual ractors that 
depressed this measure like discounting and Inventory wrlte-offs 
However. 300-400 basis points have stl1l been lost relative to a few 
years ago New RISC-based systems. due out late this fiscal year, 
should improve product margins by allowing TOM to dramatically increase 
prlce/performance wlthout having to resort to uslng the price side or 
the equatlon ~. have long felt that TOM was among only. few 
tradltional computer systems companles able to bring the benefits of 
RISC to thelr traditlonal customer. without meaningful 
dlslocation-somethlng that will be demonstrated with TAnde~'5 new 
MIPS-based syste~s 
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• The high ratio of operating exp.n.es/revenu~ continues to be .n 
issue, but better de •• nd and/or a higher top-11ne m~rOin will reduce 
the 1~port.nce over the next six to 12 months. In the March quarter. 
operating expenses consumed SO 5S of every revenue dollar ~anagement 

has b.en focusing on reducing this percentage over the 1 •• t year and 
partiCUlarly over the last six months, but 11ttle real progress has 
been made. A year ago operating expenses consumed SO.56 of every 
revenue dollar. Thi. is out of line wlth other computer systems 
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comp~nl.5 ~nd 15 oenerally incon.lstent with trends 1n the industry 
Consequently, it 1& something TOM manage •• nt will have to address at 
some pOint. Nevertheless. better demand rrom key end-markets l1ke 
communications coupled with the .rfects of new hIgh-end products 
(within terms of beIng a demand stimulus and a marQln enhancer) reduces 
the criticality of th1s expense issue over the next six to 12 months 

• In our view, TOM's valuatIon 15 relattvely mod •• t, providing an 
investment opportunity over the next Vear . TOM's shares are trading at 
25 t1mes our fIscal 1991 EPS estimate of .0 65 but only about 17 t1mes 

our fIscal 1992 estImate or Sl.00 Furthermore, our fi.cal 1992 number 
may be low given the improved level o~ dem~nd currently, the new 
rel~t10n.hip with MOT ~nd expected new products. Looked at on other 
tr~dltlon~l measures the shares also appear somewh~t undervalued, 
tr~ding at 1.4 time. book value, 0 8 times revenue and 7.5 times cash 
flow . Based on this assessment, we h~ve raised our rating to moderately 
attractive fro~ neutral with a one-year target price Of .'5. 

SECOND aUARTER RESULTS 

TOM reported second flscal quarter EPS of .0 17, a decline of 327. 
from the '0.25 earned a year ago Uhile the results were disappointing 
on a y.~r-ov.r-year basis, they were generally in 11ne with our 
expectations, which had been for earning. of SO 17 on revenue of '470 
ml1lion Reported revenue actually came in at .489 4 mililon, which was 
4,. ~bove our forecast and 8,. over a ye~r ago, however, margin pressure 
was evident Key points about the quarter include the fallowing' 

1) Revenue of '48',4 million was made up of .394 1 million in 
product sal •• (807. of total; up 6.67. yea~ over year) and '95.3 mllllon 
in service (20,. of total; up 16.87. year over year) 

Z) Geographically, the U S repre.ented 4670 of total, Europe 3Z7o 
and Intercontinental Z~7o. 

3) Product revenue by application is broken down 1n Chart 

(Graphical M~terial Omitted Chart 1 - Tand.~ Computers Product Sales 8y 
Market 2Q '91] 

41 Cost or revenue grew 227. year over year, or nearly three times 
the rate or revenue growth Both components (cost of product sales and 
cost of services) .xpanded faster than revenue , However. product C05t& 
incr •••• d nearly four times faster than product sal.s .nd this was the 
primary f~ctor dr1vinQ down the GPM The incre.se 1n cost of product 
s.les rel.t.d to a higher level of discounting under. trade-in 
progr.m, some curr.ncy hedging costs and inv.ntory reserves for older 
products (VLX and CLX 700 proces&ors) The GPM on product sales was 
67 17., down from 71 9,. a year ago and 707. 1n the prior quarter Cost of 
services grew 18 27. year over year comp.red with. 16 87. increase 1n 
service revenue, and the GPM slipped from 34 970 to 3~ I? . 
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5) operating expenses were 54 6% of revenue ana grew 6.37. year over 
y.~r . This compares with 55 . 77. and doUble-dlgit growth a year ago, 
reflecting some measure of cost control However, if investors consider 
one aspect of TOM to be disturbing it 1s the high level of spending 1n 
this area, particUlarly with respect to selling/marketing Admittedly, 
there are prObably some accounting ClAssification 1S5Ue& that explain 
what TDM includes 1n the cost of revenue and operating expense I1nes, 
but th1s does not come close to fully addressing the historically low 
operating profit ~argln that TOM has reported In the March quarter R&D 
was well controlled. being essentially flat year over year and down 3% 
sequentially Unfortunately, th~ S~&A lin. grew by nearly '9 million 
sequentially and '16 million or Bt. year over year. SG&A was supposed to 
be about flat sequentially 50~e of the factors at work here includ~d 
higher selling commissions on the higher volume and additional currency 
hedging costs . 

6) opera~ln9 prof1~ of '29.7 ~ililon was aown 317. year TO year ana 
represenTed 6.17. of revenue co.pared WiTh 9 . S7. laST year . Oth~r expense 
or S1 . 4 .iliion made pretax profit $~8 3 m1l110n or 5 8% of revenue, a 
decline of 337. from last year . 

7) Net 1ncome was $1B.0 million or SO 17 a share compared wiTh 
$26 8 ml1l10n or $0.25 a share in 19'0 The share count fell 27. in the 
quarTer to 107.3 mil110n For the six months, neT Income was $25 
m11lion or SO 23 compared wlth $57 6 mlillon or '0.53 a year ago 

8) TOM's balance sheet re.ains solid with debt/1nvesTed caplTal of 
127. Inventory and receivables both fell in the quarTer and re.ain in 
gOOd shape at 32 and 78 days' sales. respectlvely. Stated book value 15 
$11 58 while Tangible book value is abOUT '9 . 50 

NEW CLX 800 SERIES EXTENDS TOM'S OFFERING 

Although TOM aCTually STarted Shlpp1ng CLX 800 processors back in 
the December quarter. the product was offic1ally Introduced 1n January 
The 800 ser1es differs from its predecessor, The 700 series. in a few 
key aspects 

• It extends the upper limit of perfor_ance as measured by 
TransacTlon per second (TPS) by 200X. Tn@ CLX 700 series had An upper 
p@rform~nc@ limit of 30 TP5 while the 800 series top_ out at 9a TPS. 

• IT @xT@nd5 the mAximum numoer of processors per system by 1007. , 
from .ighT to 16. which 1s 1mportAn~ for custom@rs seeking A scalable 
arChitecture 

• It incre •• es the MAXiMUM .mount of _ain memory 3007., from 128 
.e9abytes to 512 me9Abytes, whiCh 15 1mportant for custo.ers seekin9 to 
perform larger applicaTions, partiCUlarly database applications. 
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• It 1mprove. the p~lc~/perrorm~nc~ by about 107. as ev1denced by 
the prIce per TPS, which fell rro~ .11,600 to .'0,500 on the CLX 700 

Admittedly, the entry pOInt for the 800 serle. IS nearly 407-
h1gher than the co~parable entry point for the 700 series t$lZ5,OOO 
versus $89.000), however, lower end Models of the 700 series will 
survive to address this n •• d. At the high end, a 16 processor (model 
888) will cost nearly $1 million, which 15 almost thr.e times what the 
high end of the 700 serIes cost. Part of this IS the prIce increase per 
processor, which has risen to reflect the higher performance (407-
higher price for 657- more power) and part reflects the larger number of 
processors per system at the hiOh end of the 800 s.ries (16 versus 
eight in the 700 series) 
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The lower four models of the 800 serie. (820, 840, 860 and 880) 
have all been shipping since year-end while the upper four models (882, 
884, 886 and 888) are scheduled for Shipment in the September quarter 
of 1991 In the March quarter, TO~ wrote down some of its inventory of 
the 700 series as well as the VLX to reflect the impact of the 800 
series Higher end models of the VLX will still have so~e life as entry 
points into the cyclone and for those applications that require more 
than 92 TPS capability, but this will be a Shrinking opportunity. 

The real Challenge for TOM is to use the C~X to fight orf the 
growing incursion of new players into the OLTP market, since most of 
these entrants are targeting the market from 10 to 100 TPS Included 
are Well-established companies like DEC and Hewlett-Packard as well as 
newer entrants like Sequent, Pyramid and Sequoia Most of these players 
are marketing "high availability~ as opposed to actual fault-tolerant 
systems arguing that tcday's teChnology has reduced the prObability of 
failure to insignifiCant levels. Their approach 1. to focus on 
price/performance and, increasingly, they are moving toward 
incorporation of RISC teChnology to really drive the performance side 
of the equation. As eVidence, Pyramid lust announced its S series based 
on MIPS R3000 RISC processor, which can be scaled up to 12 

TOM is not aSleep at the SWitch It is planning RISe-based systems 
of its own for late this year and, lik. Pyramid, th.y will be based on 
MIPS' RISC technOlogy. Howe¥er, TOM 1~ expected to bring this 
teChnology tn at the high .nd, sp.clflcAlly Ag_inst IBM, and then scale 
down its traditional Guardian-based product line over time. Ue believe 
thia leaves TOM somewhat e~posed at the low- to mid-range against this 
new co_petition, whiCh is Clearly strlklnQ the r1ght cord with users by 
offer1nQ very aQoreSS1ve price/performance In any case, the CLX 800 is 
a POSitive for TOM even 1f it is largely an upgrade and replacement 
product The i~pact of the 800 series was evident 1n the March quarter 
and QhOuld continue to st1mulate d •• and over the second half as the 
re.t or the models are shtpped 

SIGNIFICANT POTENTIAL FROM TOM S NEU RESELLER AGREEMENT UITH 
MOTOROLA 

5 



Dur1ng 1t5 March qu.rt~r TOM s1gned .. significant r ••• 11er 
agreement with Motorola, who will incorporate TOM's CLX and S2 
proce.sors as well as its Common Channel S1gnal11ng System number 7 
(CC557) software into its cellular infrastructure. The contract has an 
est1matea value of .520 ~1111on over flve years and should help make 
communications one of the key drivers of demand at TOM over the next 
few y.ars Thls 1s not a new market for TOM but It 1s a significant new 
relationShip. 

In the telecoamunlcatlons world s1gna11ng, which 15 used to 
control call establishment, disconnection, supervision and bll11ng. has 
historically been handled over the same network as the voice or data 
traffic 1tself. The SIgnalIng information was quite limited and network 
.fflciency quit. poor . To address this the phone companies and 
respective standards bodies established an out-of-band s1gnaling system 
that is essentially a separate s1gnaling network based on paCket 
switChing teChnOlogy This approach permlts _are sophistlcated 
informatlon .essao.s as well as better bandwidth .fficiency In short, 
this &1gna11ng syst.m provides a better way to impleMent, .anage and 
control the lnteillgent, digital networks that will domlnate the 19905 
and beyond. 
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BaSically there are four distinct hardware elements to CCSS1 

• Slgnal Transfer Point (STP) - An STP 1s a high-capacity packet 
switch used to route or swltch CCSS7 m •• sag&s through the network 

• Service SwitChing Point (SSP) - An SSP is essentially a 
concentrator used to concentrate 5ignaling traffic and route to the 
clo.est STP. 

* Service Point (SP) - An SP 1s the hardware and software that 
interfaces the local central office with the CCSS1 network 

• Service Control Point (SCP) - An SCP provides the interface 
between the enhanced service application (voice message, video text, 
electronlc matI, 800, 900, credit card authoriz.ation, blliing, etc.) 
and the com~unicatlons network 

Most computer systems co_panies, including TOM, focus on providing 
SCPa and related CCSS1 software The SCPs are essenttally database 
server. capable of p~rrorming a number of transactlon. per second 
(TPS) An .dded f •• ture would be high av.ilability (rault tolerance) 
since the last thing someone like MOT wants to experience ts the loss 
of its billtng system or 800 service capabili~y. TDM's CLX and S2 are 
ideally po.itioned for this role with the added appeal of the company's 
CCSS1 Software, which was developed for TOM by its SUbsidiary Tandem 
T.I.co~munlcatton. Sy5te~., Inc. (TTSI). Art.r discus.ions with our 
telecom and cellular people, we are so.ewhat skeptical that the full 
slze or the reseller relationshlp w1ll be realized, but thls does not 
take much away from its importanCe-both in dollars and ln perception 
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ACQUISITION OF ACt FURTHERS TOM'S APPLICATION ENVIRONMENT EFFORT 

A whIle ~Oo TOM highlighted Its .rfort to .st~b115h Appllc~tlon 
Environments (AEs) for thr •• key strategic markets. manufacTuring, 
fInance and retail/distribution. Included In thIs .ffort to develop 
bUSIness and software standards was extenslv. courting of thIrd-party 
software developers as well as systems tnteorators The best 
Illustration of thIs to date 15 TIME (Tandem Integrated ManufaCTuring 
Environment>, which was introduced a few years ago and whIch has 
expertenced increased acceptance over the last 12-18 months. 

Recently TDM 1nltI.ted It5 second strateotc .rfort, thIs tIme In 
the are. of fInance and, as part of thIs, acquired Applied 
Communicat10ns, Inc , (ACI) from U S Uest ACI has had a marketing 
relat10nShip w1th TOM .1nc~ th~ ~1d-1970s in back1ng, retail 
d1stribut10n and telecommun1cat10ns and th~ companies share nearly 250 
customers The other members of th1s strateg1c 1nit1at1ve are Deluxe 
Data Systems, Internet Systems corp . and Log1ca PLC 

As part of the acquis1tion TOM w111 absorb ACI'. 500 employees It 
1s estimated that ACI will be d11utive by about '0.03-0 OS per share in 
the June quarter and $0 01-0 03 per share 1n SepteMber. This in1t1at1ve 
i. important long term but w111 not be something eas11y measurable even 
1n 1992-1993 , ~e expect the last initiattve to be introduced by 
year-end. 

EARNINGS ESTIMATES 

Uhile the compOSition of second quarter r.sults was different than 
we had foreca.t, we are not making any material changes 1n our 
estimates for fiscal 1~91 or 1~92 For fiscal 1991 we are forecasting 
earnings of '0.65-0 70, down from $1.13 reported in f1scal 1990. 
R~venue 15 expeCted to be up 6-770 to almost 52 0 bill10n. Th1s implies 
second half earnings of $0.45 per share, down from $0.60 a year ago, 
w1th both the third and fourth quarters down year over year. For fiscal 
1992, we are antiCipating earnings of S1 00, which would be an increa •• 
of over SOX fro. a depressed level of fiscal 1991 Revenue 1s expected 
to advance nearly 127. owing in part to a better bus1ness environment 
and 1n part to new products lik~ a new RISC-ba~ed high end. Ue would 
also note that our forecast does not assu ••• uch contr1but10n from the 
n~w re.eller relationship with Motorola since the t1m1ng of that effort 
1s uncertain. Consequently. this could repre.ent a source of gain. In 
general, w • •• e little •• aningful ups1d. to our fiscal 1991 forecas~ 

but look for ga1ns of 10-207. 1n our fiscal 1992 _odel 

INVESTMENT CONCLUSION 

S.111ng at 25 t1mes our estimate for fiscal 1991 earnings and abou~ 
17 tim •• fiscal 1992 earnings, TOM's shares do not appear compellingly 
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Ch.~p However, the shares trade at below market multiples on a 
price/book value, price/revenue and price/cash flow basis In addition, 
there 1s a probability that our fiscal 1992 forecast •• timate 15 low 
based on recent demand and the potential of new products, which would 
make the ahares more attractive on a PIE basis Based on the above 
ass •• sment, we have rais.d our rating to moderately attractive from 
neutral. We believe the shares could trade up to $18-20 over the next 
s 1 x to 12: lIont hs 

Note Prices are as of the close, April 2:4, 1':191 

6~ 1/8 Dig1tal Equipment Corporation (DEC) tl' 
Hewlett-Packard (HI.IP) (tn . 53 1/4 
International Busin •• s Machines (IBM): 107 3/8 
MIPS Computer Systems (MIPS) (.) : 18 1/2 
Motorola (MOT): 64 1/2 
pyr~~ld T.Chnology (PYRD) (*): 255/8 
Sequent COMputer Systems (SGNT)!*)· 16 1/8 
Sequel. Systems ISEGS>t*) (+) ; 13 
U S Uest (US~): 31 1/8 

t*J DONALDSON, LUFKIN & JENRETTE SECURITIES CORPORATION MAKES A MARKET 
IN THIS SECURITY AND HAS PERIODIC POSITIONS IN THIS SECURITY IN 
CONNECTION WITH THIS ACTIVITY 

(+) UITHIN THE PAST THREE YEARS DONALDSON, LUFKIN & JENRETTE SECURITIES 
CORPORATION HAS BEEN A MANAGIN' OR CO-MANAGINb UNDERWRITER OF THE 
COM~ANY'S SECUftITI~S 

rWJ DONALDSON, LUFKIN & JENRETTE SECURITIES CORPORATION MAKES A MARKET 
IN THIS SECURITY, HAS PERIODIC ~OSITIONS IN THIS SECURITY IN 
CONNECTION WITH THIS ACTIVITY AND MAY 8E ON THE OPPOSITE SIDE OF 
PUBLIC ORDERS EXECUTED ON A RE'IONAL STOCK EXCHANGE UHERE UE ACT AS 
A SPECIALIST. 
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TABLE 1 
TANDEM COMPUTERS 
Consol1d~ted Statem.nt of Income 
(Dollars 1n thousands, except per shar. a~ounts) 

[P~rt 1 of 3] 

ftEVENUI!S 
EqUipment 
Serv1ce & othf!'r 
Tot.1 

COSTS 
Cost Of eqUipment 
Cost of service • 
other 

Three 
1 '91 

s:n4,126 
95,238 

48',364 

1~,,567 

62,156 

months ended 
1990 

$369,135 
81,522 

451,251 

104,012 

53,085 

3/31 
r. Chg 

6.67-
, 6 8 

8 4 

"4 6 

18.2 

8 



Tot .. l 

Gross pro1'1t 

R&D 
MGA 
Total 

OperAting pr01'lt 

PretAx pr01'lt 

Taxeli 

Net pro1'lt 

EPS 

" 01' R.I,/enue 
Equlpm.nt prof1t 
S .. rvic .. , other 
profit 

Gro.s profit 
R&D lupense 
MGA exp .. ns& 
Operat1ng prof1t 
Pretax profit 
Tal( rate 
N.,t prOfit 

(Part 2: of 3] 

REVENUES 
Equipment 
Service & other 

23 2 
Total 

COSTS 
tost of equ1pment 
Cost of serl,/ice & 
other 

Total 

Gross profit 

'''2,323 

2"7,041 

62, 115 
205,246 
261.361 

2".680 

(1,346) 

28,334 

10,342 

SO 17 

107,247 

67.17. 

3' 1 
60 7 
12 7 

" . 
6 
5 8 

36 5 
3 7 

SlX 
1 ,,, 1 

157,097 

2"4,160 

61,"3 
189,430 
251,423 

42,737 

(4"2J 

42,245 

15,418 

26,827 

SO 25 

109,303 

71 .97. 

3. • 
65 2 
13.7 
42.0 

' . 5 
••• 

3. 5 
5. ' 

montns ended 
19"0 

S741,273 $732,055 
"',871 155,721 

933,150 887,776 

233,878 

128,762 
362,640 

570,510 

21 t ,252 

104,082 
315,334 

572,412 

22 . 4 

1 0 

0 . 2 
8.3 
6.3 

-30 6 

173.6 

-32 " 

-32.9 

-32 , 

-32 0 

-1 • 

3/31 
if. Ch9 

1 37. 

5.1 

10 7 

23 7 
15 0 

-0 3 
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R&D 
MGA 
Totilll 

Operillting prof1t 

Interest, net 

Taxes 
Net prof1t 

EPS 

7. or Revenue 
~qulpm.nt proftt 
Service & other 
profit 

Gross profit 
R&D !'xpense 
MGA expense 
Operat1ng profit 
PretAx prof1t 
Tillx rate 
Net prof1t 

[Part '3 of 3J 

REVENUES 
EqUipment 
Service & other 
Tot .. l 

COSTS 
Cost of equipment 
Cost or service & 
other 

Total 

Gross prOfit 

R&D 
MGA 
Total 

operating profit 

I nt er@st, net 

126,004 
402,012 
528 , 016 

42,494 

13,117) 

39,377 

14 ,373 
2:5,004 

.0 23 

106,774 

68 -47. 

32.9 
61 1 
13.5 
43.1 
4.6 
4 2 

36.5 
2 7 

!1'J,ISS 
363,164 
462,352 

90 , 090 

556 

33,086 
57,562 

'0 . 53 

108,168 

71 17. 

33 . 2 
61 , 5 
13.4 
40 . 9 
1 0 • 1 
10.2: 
36 . 5 
6.5 

5 7 
10 7 

9 5 

-52 8 

NMF 

-56 6 

-56 6 
-56 6 

-56.6 

-1 3 

2Q '91 
3/31/90 

lQ 'OJI 

12/31/90 7. Chg 

'394,126 $347,147 
95.238 96,639 

489.364 443,786 

62,756 
192.323 

2'17,041 

62,115 
205,246 
267,361 

29,680 

(1,346) 

104,311 

66,00& 
170,317 

273,46'1 

63,889 
1'16,766 
260,655 

12,814 

( 1 1771 J 

13.57-

-1 . '" 
1 O. '3 

24.2 

-4.9 
12:. '3 

6.6 

-2.8 
4 3 
2.6 

131 6 

-24 0 

1 0 



e8,334 

10.342 

Net prof 1 t 

EPS $0 . 17 

sn.ares outtitandino 107,247 

X of Revenue 
EqUipment profit 
Servlce & other 
profit 

Gross prOflt 
R&D expense 
MGA expense 
Operat lng prOflt 
Pret •• profit 
Tax rate 
Net proflt 

TABLE 2 
TANDEM COMPUTERS 
ANALYSIS OF OPERATIONS 

67.17. 

34 1 
60 7 
12.7 
41 .9 

6. 1 
5 a 

36 5 
3 7 

1 1 , 043 

4,031 

7,012 

$0 07 

106,300 

70 070 

31 .7 

61 6 
14 4 
44.3 
2.' 
2 5 

36 5 
1 . 6 

156 6 

156 . 6 

156.6 

142 '7 

o .• 

(Doller. in millions, ~xc.pt per .har. amount.' 

CP.art 1 of 2] 

FY Septemb.r 1'78" r. Chg ,.,90 

INCOME STATEMENT 
Revenuett .',632 5 24 2r. $' ,865 • 
Gross income 1,026 1 24 lY. 1,198.0 
OperatinQ income 164 3 25 2r. 166 7 
Pret •• income 166 3 28.27- 187.2 
N.t income 116 3 25 2r. 121.8 

EARNINGS PER SHARE ., 17 21 .r. ., 13 
Aver.g_ .holr.s 1 01 4 2 7r. 108 e 

MARGIN ANALYSIS 
C;ross ... rQin 62 97- 64 27-
Opertlti no JUarOin 11 3Y. 1 0 1 r. 
Pretti. Margtn 11 47- 1 0 07-
Not nUllrQ 1 n 7 27- 6 S7-

RATIO ANALYSIS 
Book value per shillre .. 6' $11 41 
RETURN ON AV. EQUITY 12 ax 11 IX 

Employees '7,548 10 .770 10,'736 
REVENUE/EMPLOYEE ($000) 179 7 162 2 

r. Chg 

14 3r. 
1 6 77-

2 4Y. 
0 SX 
3 or. 

-3 4Y. 
6 7r. 

14 57-

11 



INCOME STATEMENT 
Revenues 
Gross income 
Oper.ting income 
Pr.tax income 
Net 1 ncome 

EARNINGS PER SHARE 

MARGIN ANALYSIS 
Gross margin 
Oper~tIn9 margIn 
Pretax margin 
Net "arOln 

RATIO ANALYSIS 
Book value ppr 
RETURN ON AVG 

Employees 
REVENUE/EMPLOYEE ($000) 

Notes 

1991E r. Chg. 

$1.991.2 6 77-
1 .2:2:8.3 2 57-

122 . 3 -35 27. 
1 1 6 . 1 -38. Or. 
73.1 -JO 5r. 

$0.65 -15 .X 

107 0 -1.17-

61 . 77-
6 . 1 7-
5 ey. 
3 77-

$11 •• 
6 . 1 r. 

10,936 0 . 07. 
182 I 

FY'87 restated for Atalla Corp acquisition 

1992E r. Chg 

52:,2:56 0 
1 .42:1 .3 

179 3 
173 3 
10. 2 

01 00 

10e.0 

63.0r. 
7.97-
7 7X 
4.87-

S 1 1 .91 
8.77-

10,936 
206.3 

13 . 37. 
15.77. 
46 . 67. 
49 27-
46 Or. 

46 . 27. 

0 . 97. 

0.07. 

FY'8a includes Ungermann-Bass (~cquisition: 3/18/88) 
Fy ' e8 pretax includ.s aettlement of litigation: -59.375M. 

ASSETS 
Cash 
Recelv.ilbles 
Inventories 
Other current 

CURRENT 

Net PPE 
Other 

TOTAL ASSETS 

LIABILITIES 

Notes Payable 
Accounts Payable 
Other 

CURRENT 

564.1 
419 6 
114.4 
143 6 
801 1 

62:0.5 
385.4 

1,801.7 

85.9 
1 1 1 6 
2:1'1 4 
416.8 

12 



LonQ ter ... debt '2: . 4 
Deferred 70 0 

Shi!lreholders' equ 1t y 1,2:2:8 4 

TOTAL LIABILITIES 
AND EQUITY 1 ,807.7 

TANDEM COMPUTERS 
QUARTEftLY "'INANCIAL DATA 
(DOllars 1n millions, except per share amounts) 

[Part 1 0' 2' 

Gross Operat1 n o 
FY sep . Revenues 7- YA Income Miioroin Income Mar~in 

lQ '8' 392 3 3'3 . 07. 247 0 63.07. 50 0 12 77. 
2Q '8' 363.4 17.47- 22:8.4 62.'7- 26 1 7 27-
3Q '8' 420 7 24 1 Y. 266 1 63 . 37- 47 9 1 1 . 47-
4Q '8' 456 2 18 87- 284 6 62 47- 60 4 13.27-
FY 1,632 . 5 24 2r. 1,026 62 97- 184 3 1 1 .37-

10 "0 -436.5 11 37. 278 . 3 63 87- 47 4 10.87-
2Q '90 451.3 24 27. 2'34 . 2 65.2:Y. 42 7 9 57. 
30 '90 472 0 12 27. 302 . 6 64.17- 50.5 10.7Y. 

4Q ' 90 506.1 1 0 97. 322 9 63 87. 48 1 ' . 57-
FY 1,865 . ' 14 n 1,1'8.0 64.27. 188 7 1 0 17. 

lQ ' ., 443 8 77- 273.5 61 .6Y. 12 8 2 . '37-
20 ' ., 48. 4 8 47- 2'7 . 0 60.77- 29.7 6 • 17-

30 "1 E 513 0 8 77. 317 7 61.'7. 37 . 7 7.47-
40 " 1 E 545 0 7 77- 300 0 62 47. 42.1 7 77. 
FY 1 • '91 2 6.77. 1 .228.2 61 77. 122 3 • 1 r. 

lQ '92E 528 0 " 07. 332 6 63 or. 39.6 7 57. 
2Q "2E 543 0 1 1 • 07- 342 1 63 07. 43.1 7 9Y. 

30 ' '2.~ '" 0 1 1 37- 35' 7 63 07. 43 7 7 77. 
4Q '92E 614 0 12 . 77- 386 8 63 07. 52 8 8 67. 
FY 2,256 0 13.37- 1,-421.3 .3 07. 179 3 7 ,7. 

[Part 2 0' 2' 

NOT Earnings 
FY Sop Income Margin Por Share 7- YA 

lQ '8' 31 3 8 07- 00 32 33 37-

Press "RETURN" 'or mor. or (H).lp 'or options 



20 '8' 1 6 • 4 67- $ 0 17 - 2' 2 " 
30 '8' 30 8 7 37- 00 31 72 27. 
40 ' 89 " 4 8 . 67- 00 38 2. 67-
FY 118 3 7 2:7- $1 17 22 4Y. 

10 '.0 30 7 7 Or. 00 2' -. 4r. 
~O "0 •• 8 5 ,. 00 25 47 '" 30 '.0 32: . 4 6 "J7- 00 30 -3 27. 
40 ' '0 31 8 • 37. SO . 30 -21 17-
FY 121 8 6 57. $I 13 -3 47. 

10 '91 7 0 1 • 6 7. 50 . 07 -75 . 97. 
20 '91 18 0 3 . 77. SO . 17 - 32. OX 
30 • 91 E 23.0 4 . 5% .0 21 - 30 or. 
40 • 91 E 25 7 4.77- 00 24 -20 . 0r. 
FY 73.7 3 . 7Y. 50 . 69 -38 . 97-

10 '92E 24 0 4 . 67- 00 22 214 37. 
20 "2E 2. 2 4 87. $0.24 41 .. 
30 "2E 2 • • 4 77- $0 25 19 07. 
40 "2:~ 32: . 3 5 . 37- 00 30 25.07-

FY 109 2 4 BY. 51 . 01 46 . 41-

R • 1"Je7 restated ror At a 11 a Corp acqu1sit1on 
1988 lncludQos Unger-millnn-Bass (acquisition ]/18/B8) . 
6S ' 2Q net includes settlement of litigation : -$'3 . 315M . 

Invest ext Page 10 or 16 

TABLE :3 
TANDEM COMPUTERS, INC . 
CONSOLIDATED STATEMENT OF INCOME. 19"JO-l'''J2E 
(Dollars 1n thousands except per share amounts) 

[Part 1 of 3J 

FY 3 
19CJO 

TOM 10 20 30 
FY sep 13 13 13 

Revenu e s 
Equipme nt 5362,32:0 536',735 5387,335 
Service • support 74,199 81,522 84,693 
Total 436 , 519 451,257 472,028 
Cost or equipment 107,240 104,012 112,605 
23,249 447,106 
Cost of serv 1ce 50,997 53,085 56,834 

40 Tear-End 
13 52 

$420,116 51,53',506 
85,953 326,367 

506,069 1,865.873 
1 

59,897 22:0,813 



Tot.l 
Gross lncollle 
R&D 
SG&A 
Tot .. l 
operating income 
101"e1"e.t " other 

income 
I nt erest " at her 
expense 

Net interest 
Pretax 1ncome 
T.IIX •• 
Net income before 
Extr.aordlnary 
Net income 

EPS 

ShOilre. outstanding 

7- SALES 

Product .arlQn 
Service enargin 
Gross income 
R&D 
5&&A 
operOltlno lnco ... 
Pret ax 1 ncom. 
T .. ".t. 
Not inCOme 

TABLE 3 
TANDEM COMPUTERS, INC 

158,237 
278,282 

57, 195 
173,734 
230,929 

47,353 

1 ,050 

• 
1 • 050 

48.403 
17.668 
30.7JS 

• 
30.735 

SO 29 

107,033 

7. 401. 
J1 277-
63 151-
13 . 107-
39 . 807-

1 • BSr. 

11 097-
36 507. 

7 04" 

157,097 
e''',160 

61 ,993 
189,430 
251,423 

42,737 

(4")2> 

• 
(49Z) 

42,245 
15,418 
26,827 

• 
26,827 

SO 25 

109,303 

71. 67Y. 
34 887-
65 197-
13.147-
41.'67-

' . 477. 
'.367-

36.50Y. 
5 94Y. 

169,439 
302,569 

65,696 
186,420 
252,1 16 

50,413 

(499) 

• 
(499) 

49,974 
17,538 
32,436 

• 
32,436 

$0 30 

109,531 

7. 937. 
32 897-
64 lOr. 
13 9ZY. 
'3 'J • I., Yo 

1 • 6'" 
1 • 59:.0: 
35 . 0"J7. 

6.87Y. 

CONSOLIDATED STATEMENT OF INCOME, 1990-19geE 
(Dollars in thous~nds except per share amounts> 

TOM lGA 2GA 3G 
FY sop 13 13 13 

Revenu •• 
Equlp •• nt $347,147 $394,126 '415,000 
Service • support 96 , 639 95.238 98,000 
Tot~l 443,786 489,364 513,000 
Cost of equipment 104,311 129 , 567 128,650 

Cost of serviCe 6 6 . 006 6 2 ,756 66 , 640 

183,146 
'lee • .,Z3 

68,697 
206,103 
274,800 

48, 123 

(1.513) 

• 
(1.513) 
46,610 
14,776 
31 ,834 

• 
31,834 

.0 30 

106,786 

70 . 667-

30.31" 
63.STY. 
13.517-
10.737-

• 517-
9 . 217-

31 70r. 
6 2'7-

4G 
13 

$445,000 
100.000 
545,000 
137,950 

67,000 

667,919 
1,197,<)54 

253,581 
755,681 

1,009,258 
188.686 

(1,454) 

• 
(1,454) 
181,232 
65,400 

121,832 

• 
121,832 

$ 1 1]: 

108,163 

70,CJ6Y. 

32.34Y. 
64 . 207. 
13 59r. 
4. 507-
1 • 1 1 r. 
1 • 03;<: 

34 937-
6 53;' 

Year-End 
52 

'1.601,273 
389.677 

1,991,150 
500.478 
252.402 

15 



Press "RETURN" for ~ore or (H)~lp for opt10ns 

TotAl 
Gross inco""e 
R&D 
SG&A 
Total 
Opttr~tin9 inco.e 
Interest & othe-r 

income 
Interest & other 
expense 

Net interest 
Pretax Lncome 
T~xes 

Net Lncome before 
Extr.aordLn~ry 

Net L ncome 

EPS 

Shares outstandLng 

7- SALES 

Product Marign 
Service margLn 
Gross Lncome 
R&D 
SG&A 
operating Income 
Pretax income 
T.ax r .. te 
Net Income 

110,311 
213,469 

63,889 
196,766 
260,655 

12,814 

(1,771) 

o 
(1,771 ) 
11,043 

4,031 
1',012 

o 
7,012 

SO 07 

106,300 

69 957-
31 707-
61 627-
14 401. 
44 347-

2 897-
2 497-

36.507-
1 587. 

1'9Z,3Z3 
2':17,041 

65, 1 15 
205,246 
Z67 361 

Z9,680 

(1,346) 

o 
(1,346) 
28,334 
10,342 
17,992 

o 
17,992 

SO t 7 

107,241 

61 137-
34 1 17-
63 507-
14 . 007-
41 507. 

6.01i'. 
5.797. 

36.507-
3.687. 

195,290 
317,710 

62,000 
215,000 
280,000 

37,710 

(1,500) 

o 
(1,500) 
36,210 
13,217 
2Z,993 

o 
22,993 

50.21 

101,000 

69.007-
32 007-
63 SOY. 
13.807-
41.007-

7.357-
7.067-

36.507-
4.487. 

204,950 
340,050 

68,000 
230,000 
298,000 

4Z,OSO 

(1,500) 

o 
(1,500) 
40,550 
14,801 
25,749 

o 
25,749 

SO.24 

107,000 

69 007-
33 007-
63 507-
13 607-
40 007. 

7.727-
1 441-

36.507-
4 727-

762,880 
1,228,270 

259,004 
847,OH~ 

1.106,016 
122,254 

(6,111) 

o 
(6,ltT) 
116,137 
42,390 
73,747 

o 
73,747 

so 6' 

107,000 

66.117-
32.707-
61.697-
\3 . 017-
42 547-

6 147-
5.831-

36.507-
3 707-

Invest ext Page 12 of 16 

TABLE 3 
TANDEM COMPUTERS, INC. 
CONSOLIDATED STATEMENT OF INCOME, 1990-1992E 
(Ooll.ars 1n thousands except per shAre amounts) 

[Part 3 01' 3] 

TOM 
FY sep. 

lQ 

13 

2Q 
13 

FY J 
1992E 

JQ 
13 

4Q 
13 

1 • 



Revenues 
Equipment '4~O,OOO $435,000 $460,000 
Service & support 108 , 000 108.000 111,000 
Tot.l 52:8,000 543.000 511.000 
Cost of equipment 130,200 134,850 142,600 
Cost of service 12,360 72,360 74,370 

Press -RETURN" for more or (H)elp for optiOns 

Total "5,360 zoo,'no 211,270 
Gross lncom. 332,640 342,0'0 35',130 
R&D 68,000 69,000 71,000 
SG&A 225,000 230,000 2045,000 
Total 2'J3,000 2'J9,OOO 316,000 
Operat1ng lncome 3'},640 43,090 43,730 
Interest & other 

lncome (1,500) (1,500) (1,500) 

Inter •• t & other 
expense 0 0 0 

Net int.rest (1,500) (1,500) (1,500) 
Pretax inco ... e 38,140 41 , 5 'if 0 42,230 
Tax •• 14 , 112 15,388 15,625 
Net incolfI~ berore 24,028 26,202 2:6,605 
Extraordinary 0 0 0 
Net inco .... 24,028 26,202 26,605 

.P' SO ZZ SO Z4 SO .5 

Share. ou'tstandinQ 108 , 000 108,000 108,000 

r. SALES 

Product m .. rign •• OOX 6'7 . 007- 6. 00. 
Service mOlrgln 33 OOX 33 007. 33 007. 
Gross income 63 OOX 63 007- .3 007. 
R&D 11 80X 12 . 307. 11 <J0r. 
SG&A 38 30X 38 . 507- 38 007-
Operating lnco". 7 5170 7 . "147. 7 667-
Pretax tnco ... 7 227. 1 . 6670 7 407-
Tu rate 37 oor. 37 . 007- 37 007-
Net lnco •• 4 55. 4 837- 4 66r. 

TABLE 4 
COMPUTER SYSTEMS 
SELECTED QUART~RLY DATA AND RATIO ANALYSIS 
(Dollars tn IIllllons ' 

[P.art 1 of 3J 

TANDEM Net T4 - NI 

'500,000 $1,815,000 
114.000 441.000 
614,000 2,256 , 000 
155 , 000 562,650 
16,380 295 , 470 

227,180 834,720 
386.820 1,421,280 

74,000 282,000 
260,000 960,000 
334,000 1,242,000 

52,820 179,280 

(1,500) (6,000) 

0 0 
(1,500) (6,000) 

51 ,320 173,280 
18,'388 64,114 
32,332 10'7,166 

0 0 
32,332 10'7,166 

SO 30 SI 01 

108,000 108,000 

6'7 . 007. 6'7 . 007. 
33.00r. 33 . 00X 
63 . 007- .3 007. 
1 1 707- 1 Z SOX 
37 SOY. 4Z 557-

8 607- 7 '757-
8 367- 7 687-

37 007- 37 007-
5 Z77. 4 847. 
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M,ar. '88 309 . 4 23 3 "0 7 20 0 
Jun. '88 330 0 17 3 818 3 23 5 
SEP '88 384.0 30.2 857 0 25 4 
Doc '88 39~.3 1 ,4c4. 7 31 3 1 OC. I 898.8 27 1 
Mar '8' 363.4 1,478.7 1 • • .5 • 919.2 28 4 
Jun '8' 420 7 1,560 . 4 30 8 10. .52 .3 27 . 3 
SEP '8' 45. 2 1,632 5 30 4 118 3 989. 1 29.9 
Dec '8' 43. 5 1,676.8 30 7 117 8 1,040 .4 2'.1 
Mor ' .0 451 3 1,764.6 26.8 127 7 1,098.8 31 . 0 

Press "RETURN" for more or <H)elp for opt1ons: 

Jun ' .0 472 0 1 ,816 0 32 4 12' 4 1,157.5 33.3 
SEP. ' .0 SO. 1,865.9 31 B 121 .8 1 ,2:03 3 34 . 7 
De-c . '.0 443 8 1 ,873 1 7 0 98. 1 1 .218 • 34 . 6 
Mor ' ., 

( T ) 48. 4 1,911.2 ( 8 0 89 . 3 1 • ~2:8 4 34.6 
24-Apr-91 

[Part 2 or 3J 

TANDEM T4-CF Common EPS T4-EPS BV/s CF/s 

Mar '88 00 24 
.Jun. '88 SO . 18 

SEP '88 SO.31 
Dec '88 198 ) •• • 00 32 01 05 59.28 02 04 
Mar '8' 200 0 97 5 sO.17 00 .8 59.42 02 05 
Jun '8' 217.3 .8 0 SO.31 51 • 1 1 59.72 02 22 
SEP. '8' 231.0 .8 0 $0 38 01 18 S10.10 s2.36 
De-C. 'B' 232.5 103.0 50.29 01 15 510.10 52.26 
Mar '.0 245.1 104.6 $0 25 01 23 510.51 $2.34 
Jun. ' '0 252.8 105 3 SO.30 51 .22 510.99 02 40 

Press "RETURN" for more or (H)elp for opt1ons: 

SEP '.0 250.0 105.4 00 30 $I .4 511.41 02 J7 
Oec. ' .0 231 8 t 06 . a 00 07 $0.92 ., 1. 50 $2.19 
Mar '., 

• T ) 22. • 10 • 7 00 .7 $0.84 $1 1 . 52: $2.12 
2.4-Apr-CJl 

[P.rt 3 of JJ 

TANDEM Pr1ce- P/. P/E P/B P/CF 

Mar '88 
Jun '88 

18 



SE~ ' .. 
Doc 'SS 01. S8 1 • 1 1 8 8 3 
Mor '8' .11 . 25 17.6 1 ,8 8 ~ 
Jun ' .. .16 . 88 1 15.2 1 7 7 • 
SEP . '8' oe3 00 ~ 19.5 e 8 , 8 
Doc '., .~3 . 00 ~ ~o 0 ~ , 3 1 0 e 
M.r . "0 S27.88 7 22 . 7 e . 7 11 , 
Jun "0 SZ:l . e8 1 4 I'L6 e , e , , 
BE" ' '0 .10 . 75 0 6 '.4 0 . ' ~ 5 

Doc "0 .11.63 0 7 ,. • 1 . 0 5 3 
1"1.1". ' ., 

( + ) • ,3 75 0 8 1 • 4 1 . e 6 5 
24-Apr-91 : .,7 00 0 • eo 2 I 5 8 0 

( + ) est1mated depreciat10n . 

TABLE 5 
COMPONENTS OF RETURN ON SHAREHOLDERS' EQUITY 
(0011.r& in mlilions) 

(Part 1 of 4] 

TANDEM 

Revenue oper I nt .rest 
FY • Revenu •• Growth EDIT Marg1n E)lp.,n.t 

1977 8 7 8N/A .N/A ttN/A 
1978 2. 3 17. •• • 2 17.4T. ( 0 3) 
1'}19 56. 0 130 3r. '.7 17 37- (0.4) 
1980 10' 0 ,. 17- " 3 17 7r. <I 8) 

1981 208 . 4 " 27- 40 4 t '9.47- (10.1) 

1982 312. T 49 . 87- 40.7 13 . 07- ( . o ) 
1'03 418 . 3 34.07- 4. 8 11 . ,7- ( 0 • 1 ) 

Press "RETURN" for more or <H>elp for options' 

1'J84R 540 5 e. er. 50.2 '.37- (5 3) 
I'JS5R 636 0 17 77. 49.0 7 7X ( 6 2) 

1986R 718.0 22.37- 107 0 13 8r. (S 4) 
1987R 1,041.5 34 . 6% 170 4 16.3:;0:: (14 2) 
1988 1.314 . 7 25 . 57- 147.3 1 1 . 27- 1 , 
1989 1,632 . 5 24.27- 184.3 1 1 . 37- (2 0) 
19'0 1,865 , 14 37- 168 7 I 0 17- 1 5 

" 



[P<1Ir"t 2 of 4J 

PreTax PreTax Net Net 
fY , I nco .... Milrotn Taxes Incom. Margin 

1977 ON/A _N/A .N/A _N/A 1f:N/A 
1'3178 4 5 16 5X 2 3 2 2 6 'X 
1"J7"J 1 0 16 lY. 5 2 • , 6 8Y. 
1"J80 21 " 3Y. 1 0 4 1 0 7 , 8X 
l"JBl 51 1 2. sr. 24.S 2_ S 12 77-
1'3182 46.7 15 OY. 1 6 , 29.'l , 6Y. 
1'3183 50.5 12. 1 X " 7 30.8 7.47-
1 "J84R 55 5 I 0 3Y. 22 • 32.7 6 Or. 

Press "RETURN" for more or (H)elp for OpT tons: 

I "J85R 55 1 • 7X 21 .6 :n:.6 5 3>-
1"J86R 115.4 14.87. 51 .2 6. 3 6 37. 
1 "J87R 184.6 17 . 67. 7"J.4 105 . 2 1 0 Or. 
1'3188 145.4 11 17. 5 0 . '31 'l4.S 1.2X 
1'8"J 166 3 11 "IX 66.0 118.3 7.2X 
19'J0 181.2 10 OX 65.4 1 21 6 6 5> 

[Part 3 of 11 
OPERATING ASSET EBIT INTEREST 

MARGIN , TURNS = "OA BURDEN = 

EBIT/ SALES/ EBIT/ INT./ 
FY;9 Assets EqU1t y SALES ASSETS ASSETS ASSETS 

1'3111 .N/A 2 7 
1"J78 22. I 1 5 5 17.47. 1f:N/A 1f:N/A 1f:N/A 
1"J7"J 45 , 31 5 17.37. 1 6 28.5X -1 . 27. 
1980 '5 7 70.3 11.77. 1 .5 27 3Y. -2.57. 
1981 256 0 204 6 1'.4r. 2 23.0r. -6. 1 r. 
1'3182 331.3 251 .0 13 Or. 1 13 77- -2. or. 
1963 415.5 311 0 11.'7. 1 13.2Y. -0.2Y. 

Pre-ss "RETURN" for mol'. or (H).lp for options' 

1'84R 507.' 378 . 7 9.3Y. 2 I 0 97- -1.1r. 
,,85ft 55' 2 -423.2: 7 7X 2 , 2>- -1 2>-
1986R 710 0 538.0 13.87- 2 16.9y' -1 .3Y. 
1987R >73 0 723.9 16.3Y. I . 2 20 3X -I 77. 
1"J88 1 , 318 • 656 , 1 1 . 27- I . I 12 "J7- 0.2Y. 
1989 1,616 6 '6' I 11 3r. I . I 12 6r. -0. 17-
1990 1,677 4 1,203 3 1 0 . 1 X I . I 10.Sy' 0 lY. 

20 



+ "84 t AX .' eXCludes benefit Of DISC . • , 7 .11110n 
F86-81 re . tated for Atalla corp 
Intere. t expens. , net includes ! F88-$9 . 375 (loss fro •• ettle •• nt of 
lit 19.t IonS) . 

TABLE 5 
COMPONENTS OF RETURN ON SHAREHOLDERS ' EQUITY 
(Dollars In m11110ns' 

[P~rt • Of 41 
TAX 

PRETAX LEVERAGE PRETAX RETENTION 
ROA x RATIO ~ ROE x RATE • 

PRETAXI ASSETS! PRETAX/ I-TAXI 
FY.' ASSETS EQUITY EQUITY PRETAX 

1917 
1918 1tN/A IN/A IN/A 48 . Or. 

1979 29 . 77- I . ' .2 '" 48.77-

1'80 •• ay. I • 41 47. 50 . 11-
1 98 1 2. Ii': I 3 37 1i: 52 Or. 
1 982 1 5 . 8Y. I . 3 20 57- 63 '" 
Press " RETURN " for more or <H)elp for opttons ' 

1'383 13 47. 1 .3 18 Or. 61 Or. 
' ,84R 12 Or. 1 .3 1 6 17- 58 . 8;: 

1985R 1 0 37- 1 .3 1) e7- 60 '7-
1986R 18 Zr. I 3 2. Or. 55 77-
,,87R 21 • r. 1 3 2 • 37. 57 07-
1988 12 77. I .• I. 47- 65 07-

198' Ie 77. I . 6 20 27- 63 57-

1"0 1 0 17. I 6 17 lYo 65 17-

+ 1984 tax.& e xclude. benefit of DISC •• 7 m11lion 
F86-87 r •• t~t.d for At~ll. Corp. 
Interest expense, net includes ! F88-$' . 375 (loss from 
1it1g .. tions) 

AVERAGE 
ROE 

NETI 
EQUITY 

IN/A 
20 .r. 
21 07-,. 37-
13 17-

11 Or. 
',57-
8 .7-

13 . 47-
16.77-

12 07-
lz . er. 
11.17. 

set t l.nu,nt Of 
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TABLE 6 
INTERNAL EQUITY GROWTH 
(DollOlrs In millions) 

[Part I of 41 

TANDEM 

OPERATING 
FY INCOME PRETAX NET 
SP. (EBDIT) INCOME TAXES INCOME DIV 

1977 ( . ) NtA 0.3 0 . 2 0.2 0 0 
1978 4 . 7 • 5 2 . 3 2.2 0 0 
197~ 1 1 . 1 1 0 . 1 5.2 .. , 0 0 
1980 21 , 21.1 I 0 4 10.7 0 0 
1981 44.5 51 . I 24.5 26 5 0 0 
1982 SO • .6 7 16.9 29.9 0 0 

1983 68 6 50,5 19.7 30 8 0 0 
1984R 73 0 55 . 5 22.9 32.7 0 . 0 
1985R 8' 6 S5 . 1 21 .6 33 . 6 0.0 
1986R ISO 4 115 • 51 .2: 6. 3 0.0 
1987R 222 • 184 6 79.4 105.2 0 0 
1988 233 2 145 4 50 . 'J •• 5 0 0 
1989P 297 0 186.3 68.0 1 18 . 3 0 0 
l'J'JO 316.2 187.2 65 • 121 .8 0.0 

[Part 2 of 4] 

FY 
SP 

1977 
1978 
1979 
1980 
1 '3'81 
1'382 
1983 
1964R 
1'S1aSR 
1986R 
1987R 
1988 

INVESTED CAPITAL = TOTAL 
ASSETS-NonOEBT CURRENT LIABILITIES 

Ie = rTA - tel - STO)l 

TA CL STD IC LTD 

5.' 2.3 0 , 3 . ' 0 3 
22.1 5 8 0 2 16.5 0.7 
45.9 12 2 0.' 34.1 I . 1 
95.7 20 4 0 5 75 7 I 7 

256.0 ., 0 0.7 2:15.7 2. 1 
337 3 47 2 2 1 e'J2.2 21 1 

"5 5 56.6 3.3 362 3 24 . 0 

507 , 8' 2 15 0 433 8 1 7 • 1 
55. e 86 8 7.0 .79 5 1 1 • , 

71 0 0 13. 0 6 0 582 0 58.0 

'73 0 '94.6 1 5 779 , , 1 
1 ,318 • 365 3 90 3 ',043.4 58 2 
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1,618.8 441 4 58 6 I ,~36 0 106 e 
1,8774 4'94.5 11'9.7 1,5026 '958 

F8~ t~xe. excludes b@neT1t oT OISC 5' 7 m11110n 
F84-87 Re.t~ted To~ Atalla Corp 
P~etax income -- interest expense, net includes FB8 -$9 375 105S Trom 
.@ttle~.nt or litigatIons 
ESDIT = ESIT + oepreclation (includes amortization) 
STD & LTD include. capital lease Obligations; LTO excludes other 
liab111tles and dererred taxes. 

TABLE 6 
INTERNAL EQUITY GRO~TH 
(Dollars 1n m1l11ons) 

[Part 3 or 41 

PRETAX OPERATING PRETAX I-TAX 
ROA x LEVERAGE ~ ROIC x RATE 

FY I-TAX ... EQUITY PT/TA x TA/IC • PT/IC x RATE 

1'977 e 7 6 . 1 r. 36 8 37- 48. Or. 
1'978 15 5 20 . 4r. 1 3. 27 37- ~8. Or. 
1'37'9 31 . 5 ee or. 1 35 2' 61. 48 71. 
1980 70.3 22 07- 26 27 87- 50 77-
1'981 eo. 8 eo or. " 23 n 52 O. 
1'98~ 251.0 13.97- 15 16 Or. 63 . '97-
1983 311 0 12 27- I • 15 13 97. 61 or. 
1984R 378 7 1 0 n 1.17 12 87- 58 , 8r. 
1,)85R .23 .2 9.')7- 1 17 11 57- 60 97. 
"86R 538 0 16.37- 1 22 " 87- 55 77-
1987R 723 9 " or. 1 .25 23 77- 57 O. 
1988 856 9 11 . or. 1 26 13 .7- 65 Or. 
1'989P 989 . 1 11 . 5r. J1 15 17- 63 5% 
19'0 1.C!03.3 1 0 or. 25 12 5. .5 17-

[Part • of ., 
NET FINANCIAL I-PAYOUT 

ROIC x LEVERAGE = ROE x RATIO • 

RETURN RETURN ON 
FY ON IC/ COMMON I-PAYOUT 
SP IC x EQUITY EOUITY x RATIO • 

1977 4.0r. .6 5 97. 1 00 or. 
1978 13.17- 06 13 .7- 1 00 07. 
197' I. 4r. 08 15 •• 100 or. 
1980 ,. 17- 08 15 27- 100 . 07. 
1981 12 37- OS 13 Of. 100 , 07-
1982 10.27- 1 6 11 97- 100 OX 
1983 8 . 5r. 1 6 9 97- 1 00 Or. 

= 

• 

lEG 

INTERNAL 
EOUITY 
GRO~TH 

5 .7-
13 97. 
15 67. 
15 27. 
13 07-
11 '3r. 
• 97. 
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1984R 7 57. 15 8 67- 100.0;':: 8 6r. 
1 'J85R 7 07. 13 7 '17. 100.0;':: 7 .r. 
1986R 1 1 • Or. 08 11 97. 100 . 07- 11 97-
1'J81R 13.5" 08 1. 57. 1 00 or. 1. 57. 
1 'J88 'J. 17- 22 11 07- 100 . 07- 11 07. 
1'J8'JP • 6r. 1 25 12 OX 100 . 0X 12 Or. 
1'''0 8 1 7. 1 25 1 0 17. 100 . OX 1 0 17. 

F8< taxes excludes benefit or DISC •• 7 million . 
F84-87 Restated for Atalla Corp 
Pretax income -- interest expense, net includes: F8B -$9 . 375 loss from 
settlement of litigations. 
EBDIT = EBIT + Depreciation {includes amortizationJ 
STD & LTD inCludes capital lease Obligations, LTD excludes other 
liabilities and deferred taxes 

2. 



Copyright 
INVESTEXT/COMPUTERS AND OFFICE EQUIPMENT 

HillY 22. 1989 

Tandem Computers - Co~p.ny Report 
PAINE WEBBER INC - S.ith, S K 
04-21-89 (RN'912830) 

Buy 

EPS e5ti~ate5 unchanged. 
reiterate buy rating 

4/20 price; $16 1/4 NYSE -- TDM 
52-week range. $12 3/8-21 
FY' 9/30 1988 1989E 
01 $0 24 $0 32A 
02 0 30 0 17A 
03 0 18 0 28 
Q4 0 . 31 0.43 
Yeilr 1 02 1 20 
PIE 13 5 
Div 
Yield 
Seculilr Growth R~t. 

1990E 
n. 
na 
n. 
n. 

I .60 
10 2 

20% 

.' CORPORAT£ 
lNFORMA 110N CENftII 

Tand •• y.sterd.y reported Q2 89 EPS of SO 17, .bove our ~ece~tly 
revised SO 15 e5ti.at. Revenues incre ••• d by 17~ over Q2 88. r.achi~9 
$363 mlilion. Despite the 530 million revenue shortfall in Europe 
(which Tand •• indiCilited it believes to be "an ano.aly·), gross margin 
held up well, falling by only ten basis pOlnt. from last quarter Both 
R&D iIInd SG&A expenses were 1n line with our expectations. altho~gh they 
rose illS a percentillge of sales d~e to the revenue shortf.ll Tandem 
believes that the shortfall in Europe was due to pronounced seasonal 
fillctors ilccentuated by Eilster falling at the end of Hillrch, ill crltlcal 
closlng ti.e for TOM Th. shortfall WillS broad based and could ot be 
iIIttributed to any particular country or industry segment Uh11e Its 
overse.s subs expect to recover strongly. T.nde~ is nevertheless 
adopting an even more cautious approach to expense 9rowt~ ln the second 
half of th. year which increases our confidence ln our CU rent FY 89 
EPS .sti.~t. of $1 20 U. project 51.60 for FY 90 Majo~ enhancements 
to the CLX family are due next week New custOMer actiVIty was strong 
with 55 new customers, though weaker in Europe than in the U S ~ith 
strong (20%-plus) growth opportunities ahead in the OLTP sector, 
e speCially within the emerging teleco.rnunicilltions segment. the stock 
continues to be rated ill buy (1) at ten ti •• s our FY 90 EPS est i_ate 
Flnillly, we believe thillt Tandem re~alns one of the .ost attractive 
potentlal takeover taroets within the compute Industry and that this 
significillntly reduces the downside risk tn the stock despite the high 
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Tand~rI Co.puters 
Quarterly Incom~ Statement 
(Fiscal Year ends Sept._ber 30th) 
(Dollars in millions, except percentages and per share datal 

[Part 1 of 5) 

R.vised 
4/20/89 t986A 

1985A QIA Q2A Q3A Q4A 

Product 1523 41 1143 06 1148.04 '165 90 1183 99 
Service SIOO 13 i29 .0 s30 39 037 66 539 07 
Total 

Revenu •• $624 \J .172 96 $178 . 43 s203 56 1223 06 

Costs and Expenses 
Cost of 

Products 0185 57 $44 I 0 041 99 i44 08 048 56 
Cost of 
Service 
&. Oth.r 583 02 022.94 024 . 89 027 05 030 05 

Tot al Cost 
of Rev 0268 59 067 04 066 . 88 $11 13 078 61 

Product 
Development 073 83 i20 I 6 021 . 58 022 65 023 82 

Marketing. 
G&A 0231 64 065.97 069 93 $78 79 584 54 

Total 
Expen.e. 0574 06 .,53 I 6 0158 39 $172 58 Sl86 96 

Operating 
Income 550 07 019 80 i20 05 030 98 i3. I 0 

Interest. 
Not 06 27 01 62 $2 33 i2 04 $2 41 

Pretax 
Inco"e $56 34 $21 42 $22.38 033 02 038 51 

Tax rat. 39.0r. 44.Sy' 44 64 44 54 44.0r. 
Taxes 021 98 09 53 09 . 98 014 71 016 94 

Not Incom. .,4 3. 0" .9 '12:.40 01. 32 $21 57 
shares 

outstand i ng 84 0 84.4 86 8 90 0 92.5 
EPS .0 ., SO I. .0 I. 00 20 .0 23 

Growth rates (X year-year) 
product 

r.venue IS 2 I 9 3. 24 
serVice 

revenue 30 29 27 52 39 

Vear 

1640 99 
0137.02 

1778 01 

Sl78 . 73 

SI 04 93 

0283.65 

S88 20 

0299 . 23 

0671 09 

5106.93 

i8 40 

$I 15 33 
44 4Y. 

oS I . 15 

S64 n 

88 4 
'0.13 

22 

36 
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Tot .1 
revenue 17 7 20 39 27 25 

EPS 2 -19 76 607 75 77 

(;rowth r.tes (X 01:r-Otr) 
Revenue. -2 3 ,. 1 0 
EP$ 3 1 42 15 

R.t10. on : -
cOlits 5.1e5 35 45 30 82 28 36 26 57 26 39 27 . 88 
cost. .ervice 82 43 76 73 81 89 71 83 76 90 76 58 
(;1"0 •• Margin 56 97 61 24 62 52 65 06 64 76 63.54 
Product 
d.v •• 1 •• 11 83 11 65 12 09 1 1 13 1 0 68 1 1 34 

I1ktQ, 
C&A s.l •• 37 11 38 14 39 1 9 38 71 :n.90 38 46 

Oper.ting 
l1.rgin 8 02 11 . 45 11 23 15 22 1 6 18 13 74 

Tand.1II COlllputer. 
Qu.rt erl y Inco.e St.tement 
(FltiCal Ye .. r ends Septelllber 30th) 
(0011.1". in million •• except percent.ges .nd per share data) 

[Part 2 of 4) 

R&ll1s&d 
4/20/89 1987A 

01A 02A 03A 04A Year 

Product S200 . 71 .205 08 $222 39 $243 82 .872 00 
Service '39 . 53 $40 62 $45 43 .. 9 95 $175 53 
Tot .. l 

Revenues: *240 . 24 S245 70 S267 82 $293 77 ., ,041 53 

COlits .nd Expenses 
Cost of 

Products S54 39 $56.36 S58.62 062 30 S231 66 
Cost of 
Service 
&. Other $27 99 $30 20 $36 . 32 $37 56 0132 07 

Total Cost 
of R&v S82 37 $86 56 '94 94 099 86 $363 73 

Product 
Development '24 62 S26 18 $21 70 .31 01 S1 09 50 

Marketlno. 
G&A '87 75 $97 45 "03 62 $11'" 95 .. 03 77 

Tota 1 
Expen.e. $194 . 74 .210 1 9 $226 26 '245 8~ S877 01 

OpeNlt ing 
Inco •• $45 50 $35 50 $41 57 $47 95 $1 10 52 

Intere9t, 

• 



N.t 52.84 S3 23 S3 92 S4 21 $1. 21 

Pretax 
Inco.@ $48 34 '38 73 $45 49 $52 1 6 $184 73 

Tax rilte 44 Oy. 41 .8Y. 43 lY. 42 9Y. 43.0X 
r.xes S21 27 016 18 019 61 S22 36 079 42 

Not Income S27 07 S22 55 S25 88 $29 81 $10S 31 
share. 
outst.ndlng 93 6 98 .1 99.7 99 6 97.7 

EPS $0 29 00 23 SO 26 00 30 01 08 

Growth r.tes (X year-year) 
product 

revenue 40 39 34 33 36 
service 

revenue 32 34 21 28 28 
Tot .. l 

revenue 39 38 32 32 35 
EPS 105 61 28 28 48 

Growth r.tes (X Ot1'-Ot1') 
Revenues 8 2 9 10 
EPS 24 -21 13 15 

R .. tios ( X ) 
costs. sale .. 27 1 0 27.48 26.36 25 55 26 . 57 
costs •• rvice 70 79 74 36 79 94 75 20 75.24 
Gross Hillrgin 65 71 64 77 64 55 60 01 65 28 
Product 

d.v sales 1 0 25 1 0 65 1 0 34 1 0 56 1 0 45 
Hktg, 

G&A : sales 30 5] 39.00 ]8.09 ]9 13 ]8 55 
Operating 
,Moilro i n 18 94 1 4 45 15 52 1 6 32 1 6 28 
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[Part 3 of 5l 

Re-v i !ud 
4/20/89 1988A 

alA a2A a3A Q4A Year 

Product 1229 53 $253 43 $216.34 $320 26 ",01956 
Servi.ce .52 75 $56 02 .62 65 $63.74 $235. 16 
Total 

Revenues $282 28 $309 45 $338 99 .384 00 ., ,314 72 

Costs otnd Expens •• 
Cost of 

Products .63 14 $68 35 078 1 1 .100 30 .309.90 
Cost of 
Service 
, Other .39 12 $41 56 $46 64 $50 59 0177.90 

Tot.l Cost 
of Rev .102 26 .109 90 .124 75 .150 89 0487.79 

Product 
Oevelopll4tnt .35 87 .37 44 $46 22 $49 83 .169.36 

H.rketinQ, 
G&A .,1 1 90 0118 77 "40 78 "38 87 $510 31 

Tot.1 
Expens •• .250 02 0266 1 1 $311 74 .339 59 $1,167 46 

Operating 
Income $32 26 $43 34 027 25 .44 41 .147 26 

Int.r •• t. 
Not $4 76 .2 49 1.1 02) 01 25 $7 48 

Pretax 
Income .37 02 $45 83 026 . 23 $45 66 "54.74 

Tax r.t. 36 OX 36.0X 34 1Yo 33 9% 35 lY-
Taxe. .13 33 .16 50 08 95 $15.48 054.25 

Tandem Computer. 
Quarterly Income Statement 
(Fiscal Y •• ,. .nde S.pt.~b.r 30th) 
(Dollars in ",111ions , except percentagt"s .nd per sh.re data) 
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[Part 4 of 5J 

Reyis.d 
4/20/69 1988A 

Q1A Q2A Q3A Q4A Year 

Net Income $23 69 $29 33 '17 . 29 $30 16 $100 49 
shares 

outstanding 99 7 96 7 98 3 98 0 98 7 
EPS .0 24 .0 30 .0 16 .0 31 .1 02 

Growth rat •• (X yeoar-y .... r) 
product 

revenue 14 24 24 31 24 
service 

revenue 33 36 36 26 34 
Total 

".venue 17 26 27 31 26 
EPS -16 29 -32 3 -6 

Growth r.,tQ. (% atr-OtT) 
Revenues -4 1 0 1 0 13 
EPS -21 25 -41 75 

Ratios ( 7.) . -
costs.SAles 27 51 26 97 26 26 31 32 26 71 
cost. •• rvice 74 15 74 18 74 45 79 37 75.65 
Gross Hargin 63 78 64 46 63 20 60 71 62 90 
Product 

dov •• 1 •• 12 71 12 1 0 13 63 12 98 12 6S 
Mktg, 

G&A .ales 39 64 36 36 41 53 36 1 6 36 62 
Operating 

Margin 1 1 '3 I. 00 6 O. 1 1 57 1 1 . 20 
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CPilrt 5 of 5J 

current 
Revised quarter 

4/20/89 1989E 
QIA Q2A Q3E Q4E Vear 1990£ 

Product 5325 72 5296 . 40 5323 32 5371 91 51 ,323 35 s 1, 561 55 
Service 066.57 .66 99 .73 93 075 21 .282 69 .333 57 
Totill 

Revenu.s $392 29 .363 39 .397 25 "53 12 ., ,606 04 .' , 895 . ,2 

Costs ilnd Expenses 
Cost of 

Product. .98 62 '88 73 '96 35 "12 24 .395 94 .468 47 
Co.t of 

Service 
&. Other .46 . 71 '46 24 '51 75 '52.65 .197 35 .233 SO 

Total Cost 
of R .. v .145 33 .134 97 .148 I 0 '164.89 .593 28 $701 97 

Product 
Oevelop.ent .46 09 .. 9 88 '50 OS '52 1 1 .198 12 .223 62 

H<IIrketing, 
G&A ,,50 87 .152 45 '154 53 0167 65 '625 SO .712 57 

Total 
Exp.n ••• 5342 28 '337 30 .352 . 68 .384 65 51,416 . 91 ",638 I 6 

Operating 
Inco .. e .50 00 026.09 .44 . 51 068 47 '189 . 13 .256.97 

Int.re.t, 
Not 'sO 72) sO 46 sO 60 sO 80 .1 I 4 S3.00 

P ... et<llx 
Incom. 549 29 026 55 045 17 069 27 .,90 27 5259 97 

T<II.II: r.te 36 SY. 36 5% 36 SY. 36 . 5Y. 36 5Y. 36 5Y. 
Tax •• Sl7 99 '9 69 .16 49 s25 28 069 45 094 89 

Not Income '31 30 SlG 86 .28 68 .43 9. .,20 82 "65 08 
sh.re" 

out.tilnding 99 I I 0 I 0 102 0 102 0 101 0 103 0 
EPS '0 32 SO 17 so 28 '0 43 01 20 $I 60 

Growth "'<IIt •• (Y. yeoilr-year) 
product 

revenue 42 I 7 1 7 18 23 18 
service 

revenue 26 20 18 18 20 18 
Total 

revenue 39 17 17 18 22 18 
EPS 33 -H 60 40 17 34 

Growth r.tes (~ Otr-Otr) 
Revenue. 2 -7 9 14 18 
EPS 3 -47 68 53 34 
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R~t 105 ( 7. ) 
costs 5.1 •• 30.28 29 94 29 80 29 70 29 92 30 00 
cost .... rVlce 70 17 69 03 70 00 70 00 69 81 70 00 
Gross M~r9in 62 95 62 86 6e 72 63 6 I 63 06 62 96 
Product 
dev.sal •• , , 75 13.73 , 2 60 11 50 , e 34 , I .80 

Mkt9. 
G&A~sales 38 46 41 95 38 90 37 00 38 95 37 60 

Operatin9 
Hargln Ie 75 7. 18 I 1 22 15 1 1 11 78 t3 56 
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Hay 31, 1989, Wednesday, BC cycle 

SECTION: Financial Report. 

LENGTH: 143 wards 

HEADLINE: MONTGOMERY RAISES TANDEM<TDM> RECCOMENDATION 

DATELINE: SAN FRANCISCO, MAY 31, REUTER 

BODY: 

PAGE 8 

COIlI'OItAlf' 
INFORI\IA TION CENTER 

Montgomery SecurIties analyst John Jones said he has raised his 
recommendation for shares of Tandem Computers Inc <TOM> to an lIaggressive buyll 
from "buy." 

Shares of Tandem were up one at 18-3/8 on volume of 1,077,000. 

· We are getting signs that their Cyclone prOduct is on track, · Jones said. 
"It IS one of the key ingredients to growth In the next 18 months. w 

Cyclone is the replacement product for Tandem's high-end transaction 
processing system called VLX. 

Jones said he expects a product announcement frora the company In the next 
three to four months as scheduled. 

He expects the company will earn 28 cts per share In the third Quarter ending 
June 30 versus 18 cts a year ago. For fiscal 1989, he projects earnings per 
share of 1.15 dlrs versus 96 cts last year. In 1990, Jones anticipates per share 
earnings will grow to about 1.50 dlrs. 

LEXIS~ HEXIS EXIS~ HEXIS~ 



' C6"p~rrght . 
INVESTEXT/COMPUTERS 

, , 

- • .- _ .. !" 

AND OFFICE EQUIPMENT 

Tand •• Co.puters, Inc . - Coapany Report 
DREXEL BURNHAM LAMBERT INCORPORATED - ·Orr. J.~ . 
07-21-87 (RN-7127IJ) 

POINT OF VIE~ 
T.nd •• •• r •• ult. for th_ third ftscal quarter ended June 30 were 

in line with our expectatlon • . Revenul growth wa. strong. at 31 . 4% 
y.ar-fa-y.ar, with the do ••• tic ravenul galn very good and the 
international oaln IVln batter . U. ara •• intalnin9 our fiecal 1987 full 
y.ar •• ti •• te at ".10 par shar • . For fiscal 1988, •• rnings now look 
like thay could b. " . 40 to ., . 50 per share dlpending on the tax rat • . 
U. art holding our ".50 sing1. point •• ti •• t. plnding aor. infor •• tion 
on tht tax rat •. U. continue to rat. the stock Neutral-1, ba •• d on 
currlnt .ultlpl •• ~ 

Product •• 1 •• In the third quarter .wlr. te18 . 8 .tllton, up 34X 
fro. 1163 . ~ .11lion a y •• r aoo, while •• rvic. r.v.nu •• incr •••• d ZOX 
fro. '37 . 5 .i1lion to '45 . 1 .illion . To~al r.v.nu •• tn the quart.r wlr. 
'264 . 0 .tllion, up J1X fro. ·tI00 . 9 .ill10n l •• t y •• r, and net inca •• 
incr •••• d 41X fro. '18 . 1 .illion, or '0 . 20 p.r .har., in the third 
ft.cal quarter of 1986 to 125.6 .11lion, or '0 . 26 per .hare, this year. 
Do ••• tic r.venu •• w.re up 19 . 8X over thl prior y.ar while intern.tional 
r.v.nu •• incr •••• d 50X y.ar to y.ar . In plain 1angu.oe, anoth.r 
.xc.llent qu.rter of top-lin. orowth . 

Th. high-end YLX p~oce •• dr. ahow.d 'very .trono growth in the 
quart.r .nd the EXT-2S gained .trengtb .t the low end in the period. 
S.le. to the retailing industry were p.rticul.rly atrong, while .ale. 
to the .ecuriti •• and cQ •• unication. industri •• were alao vary good . In 
th. _quartar, Tande. recorded revenue. and •• pen.e. related to the 
•• ryie •••• o •• nt of the buain ••• which were •••• nti.lly p •••• d through 
to • subcontr.ctor .nd cau •• d the gro ••• aroin on •• rvice. to decline 
.ignificAntly fro. the previous quart.r -l.vel. Th. other ratio. w.r. 
r •• sonabl • . 

TAnd •• '. bal.nc •• He.t continu •• 'to be very atrono with '296 
.i11ion of cA.h, .lao.t no long-t.r. debt and 1674 aillion of .quity 
(1'.77 per ahar.) at the .nd of the quart.r. 

OUtlook 

In the fourth 'i.cal qUA1"'ter we •• ti •. ate revenue a will .oaln 
incr •••• 29X to about 1285 .i1110n and look for aarning. par .harl to 
be around 10 . 32, up about J9X. Our fisc.l 1987 full y •• r •• ti •• t. 
ra •• in. 11.10 per .h.ra . For fi.CAl 1988 w ••• ti •• t. r.v.nue. will 
Incr •••• eS-27X .nd, th.refore, •• pact •• rn!ng_ to b. 11 .~O to 11.50 

, 



p.r shar. d'p.nding on the ta. rat. for the y.ar, which could b. 
36-J8X . For the tl •• b.lnQ, W' Ar ••• lnt.lnlng our .ing1e point 
•• 11 •• t. at $1 . 50 . 

D •• and for T.nd •• •• ~roduct. ha. b.ln very strong in fiscal 1987. 
with revenu •• iner ••• lng an •• fi •• ted 3~X ; w. expect thlY will continu. 
to grow abo VI 25X in 'iscel 1988 . 

At the currlnt pric., the stock Is •• 111ng for 19 . 2x our fi.cal 
1988 •• tl •• te and WI ~.ri.v~ this valuation r.a.onably discounts the 
favorable outlook . ~. not. that .ft.r •• ny quart.rs of upside 
surpris •• , rand •• ha ••• ttl.d down to • aor. d.finabl. patt.rn . Th. 
11k.lihood of upside surpris •• do •• not •••• strono now, co.ing of' • 
ylar (fiscal 1987) of 34X r.v.nu. growth and pr.tty fully dlv.lop.d 
.argln • . A gain in th •• id-20X are. in fi.cal 1988 r.v.nu •• , •• w. ar. 
now projecting, .hould .u.tain th. eultiple and offer at l.ast .oderat. 
upsid •. U. continu. to rate the stock N.utr.1-1 . 

L •• t R •••• rch Ab.tract on Tand •• Coaput.r., Inc .: April 21 , 1987. 
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.' 

OPPENHEI"ER , CO , . INC . - Elling. ; . D . • et .1 
08-06-87 (RN-71419S) 

SU""ARY 
• Tand •• ,..eportH- third-fi.cal-quarter re.ult. In line with our 

.xpectation • . Revenu •• 1'0'. 31 . 4X to .264 .11110n fro. '200 . ' .11110n 
la.t y •• r. Earning. were '0 . 26 per .ha"'e ver.u. '0 . 20 la.t y •• r and 
our '0 . 25 •• tt •• t • . 

• Order rat •• in the quarter approxi •• ted .hlp •• nt levela, with 
particular .trength in the retail .arket . The pertor •• nee of the 
individual product ' •• ilie. wa. ao •• what .ixed, with the high-end VlX 
•• ri •• and the aid-ranoe TXP product ••• lling very well but with the 
new low-end LXN getting off to •• low .tart . "anao ••• nt 1. po.itioning 
the LXN ••• network •• t.nder, which .ost likely will lengthen the 
s.l •• cycl • . 

• Tand ••• alntaln. it. l.ad.rship po.ition In the on-lin. 
tr.n •• ction proc ••• ing .ark.t and should contlnue to gener.te .trong 
revenues and e.rnings longer ter. . ~. are e.ti •• ting fiscal 1981 
'qurth-quarter and full-ye.r •• rning. at '0 . 30-$0 . 35 and '1.10 per 
share, respectively, and ,iscal "88 .arning. at ., .~O-.'.SO per share. 
ije belleve the share. are fairly valued at current levels . 
Neverth.le.s, Tande.'s .o.entu. in its niche .arket. should repre •• nt 
good longer ter. potential for capital appreciation, and w. reco ••• nd 
holding the shar ••. 

" . . 
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12-"onth RanQe 
1985 EPS 
1986 EPS 
1981 E" . EPS 
1988 Eat . EPS 

Dividend 
Ylold 
Pr I co/EPS 1986 
Prlco/Est . EPS 1981 
Prlco/Est. EPS 1988 

long-ter. Debt 
Deferred Ta.e. 
Equ it 'f 

Sh.re. Outstanding 
Float 
".rket C.pit.li%ation 

f31-'11 
to . 42 
to . 7e 
., . 10 

" . 40-'1. SO 

Nil 
Nil 

31 . SX 
24 . 5X 

19 . 1X-18.0X 

n . 3 
21 . 4 

614.2 

Percent 

1. OX 
3 . 9 

95.1 

100 . OX 

Recent Average Dally Trading Volu.e 
Fiscal V •• r Ends 
800k Value/Share C12/)1/87E) 
ROE (1981E) 

Histortcal S-Y •• r EPS ~roWth Rate 
Projected 5-Ye.r EPS Nor •• li&ed Growth Rate 
Eatl.ated 1988 PIE Relative to SIP 400 PIE 
5-Y.ar Historic R.I.tive PIE Rang. 

SIP 400 : 310 . 65 

Current 
Current 
"orkin; 

Current 

"illion 

As.ets '632.2 
liabiliti •• 114.2 
Capital '458 . 0 

Ratlo 3. 6 : 1 

98 . 6 PHIlion 
98 _' "lllion Share. 

'2.662 . 2 "Illion 
609.100 Shor .. 

Septe.ber JO 
t1. 15 
11.4X 

le . 2X 
15X-18X 

1.0SX 
3.1X-0 . 9X 
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THIRD-FISCAL-QUARTER RESULTS 
Third-quarter r •• ults were clo •• ly tn line with our expectation • . 

Total revenu •• incr •••• d 31 . 4% to t264 .11110n fro •• aOO . 9 .tl1ton tn 
f'scal 1986 . Earnings wert 10.26 per share co.pared with 10 . 20 • y.ar 
ago and our to.25 •• tl •• t. . Lint it ••• wert e ••• ntially a. txpectad, 
although R&D expenditur •• wert slightly below htstorlcal ltvel •. Pret •• 
•• rgins wert a h.althy 17.0X In the quarter verau. 16 . 3X • y.ar 
•• rlier . 

Order rat •• In the quarter clo •• ly approxi •• ttd ship •• nt., with 
d •• and tn the retail •• rktt particularly strono. "anao ••• nt indicattd 
th.t thtrt wert six new accounts In the rtt.il •• ctor and that •• jar 
tnn.nc ••• nt. wert bting ordered fro. txl.tlng custo •• ra . Th. 
Co •• unicationa and Securities sectora alao were very strong . The VlX 
f •• ily of high-end proce •• or. did particularly well, with total 
revenue. now closely approxi.ating those froa the highly succ ••• ful 
.id-range TXP . Although the new low-end LXN h •• gotten off to • 
re •• onably slow start fro a an order standpoint, it Is pri.arily a 
network extender and thus likely to extend the .elling cycle longer 
tera . "o.entu. in the coapany'. Alliance progr •• re •• lns quit. stroryg . 

Ue project fourth-quarter revenu •• 'at .275-.280 .Illion and 
earnings at '0 . 30-10 . 35 p.r share . The .id-polnt of our fiscal '987 
e.ti.ate range 1. '1 . 10 per share. U. expect cont1nued .o.entua 1n 
fiscal '988, with .arnings .sti •• ted at 11 . 40-11.50 per ahare . In our 
opinion, Tand •• 1. well positioned to .alntain its leadership position 
In the on-lin_ trlnsaction proc ••• lng •• r •• t, and w. would .aint.ln 
current po.ltlons tor potential long-ter. capital appreclltlon . U. 
believe the stock's near-ter_ price pertor.ance will reflect the 
.arket'. wtliingne •• to ett.nd higher .• ultlple valuations tor growth 
.ltuation.. Howeverf the stoc~' •• ultlpl. of 25X e.tl.ated fiscal 1981 
earning. appears so •• what rich and could be • 11altlno factOr -In It. 
n.ar-ter. price perfor.ance . 



TA8LE I 
TANDE" COMPUTERS 
THIRD FISCAL QUARTER INCOHE STATEHENT (t THOUSANDS) 

JUNE 30, 
X 

1987 1986 CHAN'E 

PRODUCT REVENUES 
SERVICE' OTHER 

TOTAL REVENUES 

COST OF PRODUCT REVENUES 
COST OF SERVICE' OTHER 
RESEARCH , DEVELOP"ENT 
"ARKETIN' , 'EN'L , AD"IN . 

TOTAL COSTS/ EXPENSES 

INTEREST INCO~E, net 

PRETAX INCOftE 

TAXES 
TAX RATE 

NET INCO"E 

EARNIN~S PER SHARE 

AV~ SHARES ("IL' 

AS X OF TOTAL REVENUE' 
PRODUCT REVENUES 
SERV I CE , OTHER 
COST OF PRODUCT REVENUES (., 
COST OF SERVICE' OTHER ( •• ) 
RESEARCH & DEVELOP"ENT 
"ARKETIN', 'EN'L , ADHIN . 
TOTAL COSTS/EXPENSES 
OPERA TIN' INCO"E 
PRETAX INCO"E 
NET INCO"E 

218,838 
45, 140 

263,'78 

57,028 
36,164 
27,417 

102 , 346 

41 , 024 

3,934 

44 , 958 

163 , 361 
37,492 

200,853 

43,43 t 
26,924 
22,337 
17,560 

170,252 

30,601 

2,054 

32,655 

(19 , ]41) (14 , 5]1) 
43.0% 44 .5X 

25,617 

SO.26 

99 . 7 

82 . 9X 
17 . I X 
26 . I X 
80.1X 
10 . 4X 
38.8X 
84.5X 
15.5X 
17 . 0X 
9 . 7X 

,a , 124 

SO . 20 

90 . 0 

81 . 3X 
18 . 7X 
26 . n 
71 . 8X 
I I . I X 
38 . n 
84 . 8X 
15 . 2X 
16 . 3X 

9 . 0X 

(., AS II PERCENT OF PRODUCT REVENUES 
( •• , AS A PERCENT OF SERVICE AND OTHER REVENUES 
Fiscal y •• ~s end S.pt •• b.r JO . 

H . OX 
20 . 4X 

31.4X 

31.3X 
34 . 3% 
22 . 7X 
32 . 0X 

31 . 0X 

34 . IX 

" . 5X 

37 . 7X 

4\. 3X 

27.7% 

Sourc. : Co.pany data; Oppenh.l.er , Co ., Inc: . •• t i.at ••. 
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TABLE II 

TANDE" CO"~UTEftS INCOR~OftATED 
EARNIN;S "ODEL Cf "II . ) 

PRODUCT REVENUES 
SERVICE & OTHER 
TOTAL REVENUES 

COST OF PRODUCT 
COST OF SERVICE 

& OTHER 
R&D 

""A TOTAL COSTS 
& EXPENSES 

OPERATlN; INCO"E 
OTHER INCO"E CNET) 
PRETAX INCO"E 

TAXES 
TAX RATE 

EARNIN;S PER 
SHARE 

AVG. SHARES 
OUT . 1"IL . ) 

AS X OF REVENUES , 
PRODUCT REVENUES 
SERVICE' OTHER 
COST OF 

PRODUCT CA) 
COST OF SERVICE 

, OTHER (8) 
R&D 
""A TOTAL COSTS , 

EXPENSES 
OPERATlN; INCO"E 
INTEREST, net 
PRETAX INCO"E 
NET INCO"E 

1981 

186.9 
21 . 5 

208 . 4 

15 . 5 

17 . 8 
14 . 6 

168 . 0 

40.4 
10 . 7 
51 . 1 

Z4.5 
48% 

26 . 5 

'0 . 36 

14.1 

89.7% 
10 . 3% 

36 . 3% 

8 . n 
35 . 8% 

80.6% 
-19.4% 

5.1 % 
'24 . 5% 
.12 . 7X 

272 . 6 
39 . 6 

312 . 1 

109 . 3 

33.6 
128 . 5 

211 .4 

40 . 1 
6.0 

46 . 7 

16.' 
36% 

2'.' 
'0 . 38 

78 . 4 

87 . 3% 
12 . 7% 

35.0% 

10.8% 
41 . 2% 

87.0% 
13.0X 

1.9X 
15 cOX 
9.n 

45 . 9% 
84 . 0% 
49 . 8% 

44 . 7X 

88 . 7X 
72.2X 

61 . n 

' 0 . 8% 
-43 . 7X 
-8 . 5X 

-31 . 2% 

12 . 5% 

6 . 2% 

1983 % 

360 . 1 
58.1 

418.3 

168 . 7 

39.2 
160.6 

368 . 5. 

49 . 8 
0.7 

50 . 5 

19.7 
39% 

30.8 

to . 38 

81.6 

86 . I X 
13 . 9X 

40.3% 

9 . 4% 
38 . 4% 

88 . 1" 
11 . 9X 

0 . 2% 
12 . IX 
7.4X 

CHAN;E 

32 . 1% 
47 . 0% 
34 . 0% 

54 . 3% 

16 . 4% 
25.0% 

35 . 8% 

22 . 3% 
-81 . 9% 

8.0% 

16 . 6X 

3 . 2% 

-0 . 8% 

"ANAGE"ENT RECLASSIFIED CERTAIN REVENUE 'AND EXPENSE ITE"8 DATIN; BACK 
TO 1985 RENDERIN' CO"PARI80NS !liTH PRIOR YEARS INAPPROPRIATE. 

1 



II 
Ii 

(Al AS A PERCENTAGE ~F PRODUCT REVENUES . PRIOR TO "85 IT REPRESENTS 
TOTAL COST OF REVENUES AS A PERCENTA;E OF TOTAL REVENUES. 

(8) AS A PERCENTAGE OF SERVICE' OTHER REVENUES. 

FisCAl y •• rs end Sept •• ber 30 . 
Source : Co.pany data ; Oppenhei •• r • Co . , Inc . •• t1 •• t •• . 
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TABLE II 

TAND~ft COftPUTERS INCOftPDRATED 
EARNIN;S "ODEL 't "11 . I 

PRODUCT REVENUES 
SERVICE , OTHER 
TOTAL REVENUES 

COST OF PRODUCT 
COST OF SERVICE 

, OTHER 
R'D 
";'A 
TOTAL CDSTS 

, EXPENSES 

OPERA TIN; INCONE 
DTHER INCONE 'NET) 
PRETAX INCO"E 

TAXES 
TAX RATE 

EARNIN;S PER 
SHARE 

AV; . SHARES 
OUT . 'NIL. I 

AS X OF REVENUES , 
PRODUCT REVENUES 
SERVICE & OTHER 
COST OF 

PRODUCT (A) 
COST OF SERVICE 

, OTHER (B) 
R'D 
";U 
TOTAL COSTS , 

EXPENSES 
OPERATINC: INCONE 
INTEREST, n.t 
PRETAX INCO"E 
NET INCO"E 

448.6 
84.0 

5]2 . 6 

218 . 8 

52.5 
210 . 2 

481 . 5 . 

51.1 
5.2 

56 . 3 

23 . 1 
41X 

33 . 2 

to .41 

82.8 

84 . 2X 
15 . 8X 

41 . I X 

9.9X 
39 . 5X 

90 . 4% 
9 . 6% 
I. OX 

10 . 6% 
6 . 2X 

24 . 6% 
44 . 5X 
27 . n 

523 . 4 
100 . 7 
624 . I 

29 . 7% 185 . 6 

34 . 1% 
30 . n 

30 . 7X 

2 . 7X 
610 . 0X 

11 . 5X 

17 . 2X 

7 . 8% 

8 . 8X 

83 . 0 
73.8 

231.6 

574 . I 

50 . r 
6 . 3 

56 . 4 

22 . 0 
19X 

34.4 

'0 . 41 

83 . 5 

83 . 9X 
16 . I X 

35.5X 

82 . 4% 
II. 8X 
37.1% 

92 . 0% 
8 . OX 
I . OX 
9 . 0X 
5.5X 

16 . 7% 
19 . 9% 
17.2X 

632 . 3 
135 . 5 
767.8 

-IS . U 175 . 2 

40 . 6% 
10 . 2X 

104 . 7 
87 . 0 

294 . 9 

19 . 2X 661 . 8 

-2 . OX 
21 . OX 
o . IX 

106 . 0 
8 . 5 

114 . 5 

-4.8X 

3 . 5X 

O. I X 

50.7 
44X 

63 . 8 

to . 72 

88 . 4 

82 . n 
17 . 7% 

27.7X 

77.2% 
1I.3X 
38.4X 

86.2% 
13 . 8% 
1.1 X 

14 . 9% 
8 . 3% 

20 . 8X 
34 . 5X 
23.0X 

-5.6% 

26 . IX 
17 . 9% 
27 . 3X 

Is.n 

111.6% 
35 . 7X 

103 . 2X 

130.8% 

8S . 5X 

75.3X 

9 



PRODUCT REVENUES 
SERVICE I OTHER 
TOTAL REVENUES 

COST OF ,.1I0DUCT 
COST OF SERVICE 

I OTHER 
RID 
""A TOTAL COSTS 

I EXPENSES 

-OPERATlNCi INCO"E 
OTHER INCD"E (NET) 
PRETAX INCONE 

TAXES 
TAX RATE 

EAIIN INCiS "!II 
SHARE 

AVG. SHARES 
OUT . (NIL _) 

A. % OF REVENUES ' 
PRODUCT REVENUES 
SERVICE' OTHER 
COST OF 

PRODUCT (A) 
COST OF SERVICE 

, OTHE. (I) 

RID 
"GIA 
TOTAL COSTS I 

EXPENSES 
OPERATINCi INCO"E 
INTEREST , net 
PRETAX INCO"E 
NET INCOftE 

1987E % ItS8E % 

855 . 0 
170.0 

1025 _0 

Z2S.0 

125 _0 
( 10 . 0 
190 . 0 

850 . 0 

175.0 
14 . 0 

189.0 

81 . 3 
4]X 

107 . 7 

II _ 10 

98 . 0 

83 . 4% 
16 . 61 

ZI . lX 

73 . 5% 
10 . 7% 
JI. OX 

82 . 9% 
17. 1% 

t.4% 
18.41 
1I.5X 
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31. TX 

"ANAGE~NT RECLASSIFIED 'CERTAIN REVENUE AND EXI'ENSE ITE"S DATING BACK 
TO 1985 RENDERING CO"PARISONS WITH PRIOR YEARS INAPPROPRIATE . 

(A' AS A I'ERCENTA;E OF PRODUCT REVENUES . PIIIOR TO "85 IT REPRESENTS 
TOTAL COST OF REVENUES AS A :PERCENTAGE OF TOTAL REVENUES . 

(81 AS A PERCENTAGE OF 8ERVICE , OTHER REVENUES. 

'D 
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TANDEM COMPUTERS INCORPORATED (NYSE-TDM) $28 1/2 

52-Week Morlcet Fiscal EPS Calendar PIE Trend-Line 
Range VaL (miL) 1986A 19878 1988E 1987 1988 Growth Rate -- --
$14-38 $2,840 $0.72 $1.08 $1.45 26 20 25% 

y ..... 1!nds: September 30 DJIN: 2470.18 SPIN: 360.94 Note: f 

Revenues (12 mos): $965 million Return on Avg Equity: 17% 
Shares Outstanding: 100 million LT Debt/Total capitalization: 1% 
AmuaI Dividend: nil Current Yield: nil 

0 Third quarter results reported in line with expectations. 
0 Fault-tolerant processor line broadened. 
0 Fiscal fourth quarter estimates increased slightly. 

Third Quarter Results in Line witb Expectations 

Tandem Computers, a leading vendor of distributed fault tolerant on-line 
transaction processing (OLTP) systems, announced fiscal 1987 third quarter results in line 
with expectations (see Exhibit 1). Record quarterly revenues of $264 million increased 
3196 relative to last year's revenues and 996 sequentially. Product gross margins, at 
73.996 , were the second-best ever, reflecting increasing proportional sales of the 
company's high-margin VLX systems. Service margins dropped from the imm ediately 
preceding quarter's 25.596 to 19.996 , due in part to a specific la rge consulting contract in 
which Tandem served as the prime contractor. Reflecting these lower service margins, 
overall gross margins dropped slightly from the second quarter's 64.996 to 64.7%--slightly 
below our estimate of 65.696. R&D and SG&A expenses were up modera tely, yielding 
operating margins of 15.596. These results compare favorably with the previous quarter's 
14.696 and last year's 15.296. Net interest income ot $3.9 million yielded pre tax margins 
of 17.096, up over 196 relative to the second quarter but below the first quarter's record 
20.3%. Net income of $25.6 million increased 4196 compared with last year's net income 
and 1496 sequentially. Earnings per share were on target at $0.26 and compare with last 
year's $0.20. 

L-
e 1987 Copyrighl Hambrechl & QUi51 Incorporated. All righu reserved. r-The informalion conlained herein is based on sources believed 10 be reliable, but is neither aU-inclusive nor guaranleed by our firm 

Opinions renect our judgment al this time and arc subject 10 chanle. In Ihe cou~e of our rClj~lar businen, we may be lon, or shorl 
in Ihe "ecurilies menlioned. and may make purchues andlor sales of Ihem from lime 10 lime In the op<:n markel or otherWIse. 



Exhibit 1 
TANDEM COMPUTERS INCORPORATED 

Fiscal Third Quarter 1987 Results 

TKIRD CYARTf;JI: RESULTS JR·tO-pATE: 9 MONtHS 

6/30/87 6/30/86 I tKG "&0 EST 6/30/87 6/30/86 X eHG 

Revenues (000) 263,978 200,853 311 260,000 744,381 547,241 ". 
Pretax Income (000 44,958 32,655 l8X 44,926 131 ,an 76,003 ". 
Net IncOlllt (000) 25,617 18,124 41X 25,608 75,158 42,182 78X 

Earnings per Shre 0.26 0.2<1 '" 0.26 0.18 0.48 ... 
Average Shres(OOO 99,652 ",006 111 100,000 97,098 87,043 12> 

Gross Margin 64.'" 65.OX 65.6% 65.n: 63." 
Operating Margin 15.5% 15.21 15.9% 16.4% 12.81 
Pretax Ma,gin 17.0% 16.3:1: 17.3% 17.n 13.9% 

'a" Rate 43.0% 44.5% 43.OX 43.OX 44.51 
Net Marg;n .. '" .... .... 10.1% 7. '" 

Tandem's reported cash levels increased $10.8 million during the quarter. Accounts 
receivable increased $2 million but decreased in terms of days outstanding {rom 88 to 
80. Inventory levels increased by only $4.2 million, improving inventory tUrns from 4.4 in 
the second quarter to 4.6 in the third quarter. Headcount increased by 6% in the quarter 
to 6,680. 

Tandem enjoyed continued growth in four of its focus industries; over the last 
twelve months, sales increased approximately 7796 in the communications sector, 7396 in 
the health care sector, 6396 in the retail industry, and 4596 in the securities industry. 
Compared with second quarter results, sales to the banking industry (one component of 
Tandem's financial sector) fell slightly as a percentage of revenues, from approximately 
2196 to 1796. Exhibit 2 highlights the revenue composition of Tandem's shipments for the 
first nine months of fiscal 1987. 

Tandem added 45 new accounts during the third quarter, yielding a base of 1,476 
customers. Significant new customers for the company included the Euro-Clear 
Operations Center in Brussels, Belgium; St. Joseph's Hospital in New Jersey; and two of 
the top three retailers in Japan. Compared with those in the second fiscal quarter, 
international sales grew from 42.796 to 43.996 of total revenuesj during the third quarter, 
European shipments increased sequentially by 12.796, Pacific Basin revenues were up 
10.496, while U.S. business increased only 6.6%. 

Tandem announced two new computer systems during the quarter. The entry-level 
NonStop eLX family, based on proprietary CMOS VLSI technology, is priced between 
$57,000 and $240,000 and offers claimed performance of from 2.5 to 15 SQL transactions 
per second (tps). The LXN, supplied by Altos, is a 32~it multiuser UNlX-based system 
base-priced at $23,700. Shipments of the LXN, the company's first non-fault-tolerant 
offering, began during the third quarterj the NonStop CLX will be available by calendar 
year-end. In addition, Tandem's high-end mainframe-class offering, the NonStop VLX, 
was expanded upward to include eight- to 32-processor models priced from $2.1 million 
to $8.6 million and supporting up to 200 SQL tps. The NonStop VLX was also expanded 
downward to include two- and three-processor models. Simultaneously, the company 
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enhanced its mid-range NonStop EXT system, reducing prices by up to 25% for it and the 
TXP system; volume pricing of the entry-level EXT10 now starts below $60,000. The 
VLX, representing the highest-margin products in Tandem's line, is contributing an 
increasing portion of total revenues. The tw~rocessor VLX accounted for seven of the 
company's new customers in the third quarter. 

Exhibit 2 

Tandem Computers Incorporated 
Fiscal 1987: Percentage of Revenue Generated in the First 9 Months 

Communications 14% 

Manuracturing 16% • 

Services 19% • 
• 

Distribution 7% 

Government 5% 

Transportation 3% • 
• Other 2% 

Finance 34% 

Source: Tandem Computers Incorporated 

Fourth Quarter an<! Fiseal Year Projections Raised Slightly 

We have raised our fourth quarter revenue projection for Tandem by $7 million to 
$282 million, representing a 28% increase relative to the fourth quarter a year ago. We 
assume gross margins of 6S.2% and operating margins of 17.4%. We have raised our EPS 
estimates by $0.01 to $0.30, up 30% over last year's per-share earnings. Our current 
estimates for fiscal 1987 are $1.03 billion in revenues and $1.08 in earnings per share, 
increases of 34% and SO%, respectively, relative to 1986 results. Fiscal 1988 revenue 
projections have been increased $14 million to $1.26 billion; EPS projections remain 
unchanged at $1.4S. Exhibit 3 highlights the companyJs reported quarterly revenues and 
pretax profits since fiscal 1985. 
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Exhibit 3 
TANDEM COMPUTERS INCORPORATED 

280,000 

zeO,DOO 

24 0,000 

220,000 

200, 000 

1110,000 

• 1110,000 

~ 14,0,000 • , 
0 120,000 
~ 
3 100,000 

• 10,000 

110,000 

'0,000 

20,000 

• 
1QI2 lQ83 1Q8" 1QB!! IQee lQII1 

0 ReYID.ue. 

In our opinion, Tandem is well positioned to play an increasingly significant role in 
the expanding market (or distributed transaction-processing systems, despite competition 
from Stratus and from general-purpose manufacturers, most notably IBM and DEC. This 
year marks the second year of substantial improvement in profitability after five years 
ot relatively flat earnings, a renection of the company's broadened product line and 
expanded array of application software offerings. On the other hand, Tandem's financial 
progress has been widely recognized and is, in our view, largely reflected in the 
company's present share price; at current valuations, we rate the stock a long-term buy. 

NOTE (C) Options are available on this issue. 
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Fisut: September 

REV 
S 

YR-TO-YR 

REV tHG 

X 

1984-10 126,369 

20 111,236 

30 141,924 

4Q 153,090 

YEAR(A) 532,620 

1985-10 

20 

3<> 
40 

159,653 
146,489 

144,165 

173,831 

YEAR (A) 624,138 

1986·10 

20 
3<> 

170,061 
176,327 

200,1153 

40 220,552 

YEAR(A) 767,793 

1987·1QA 238,035 
zgA 242,368 

30A 263,9711 
4DE 282,250 

YEAR (E) 1,026,631 

1988 (E) 1,262,000 

BALMiCE SHEET 

AsseU: 
Cash & Equivalents 

AccOU"Its Retelvabte 

Inventories 

Other Current Assets 
TOTAL CURRENT ASSETS 

PP&E 
Other AsseU 

TOTAL ASSETS 

34X 

'6X 

"'" 30X 

26X 

3" 

" 14X 

,'" 

'" 20X 

39" 
27X 

40X 

3'" 
m 
28X 

34X 

GROSS 

MARGIN 
X 

""EO 
INCtI4E 

S 

60, " 16,878 
57 . 51 2.0D6 
59.31 14,342 

58.61 ".1" 
58.9% 51,101 

57,11 22,509 
56.21 9,703 
55.41 540 

58.71 17,329 

57.01 50,081 

61. II 19,315 
62.41 19,998 

65.01 30,601 

65.01 36,064 

63.51 105,978 

65.8% 45,541 

64.9'1 35,293 
64.71 41,024 

65.21 35,293 

65.11 171,074 

66.01 223,404 

.,86 6/87 

239,819 296,295 

197,658 232,675 
64,229 81,422 

17,505 21,829 
519,211 632,221 

175,022 230,763 

10,792 20,121 
705,025 883, IDS 

Liabilities & Stockholders Equity: 
Current Liabilities 133,991 

L~ Ten. Debt 6,526 
29,828 

534,680 

174,218 

7,290 

27,408 

674,189 
Deferred 
Stockholders Equi ty 

TOTAL LIAS & SIE 705,025 883,105 

TANDEM ~PUTERS 

SALES AND EARNINGS MCOEl 

(S In t housllnds, except EPS) 

NET MET ""EO 
KARGIN 

X 
PST 

S 

"T 
MARGIN 

X 

TAX 
RATE 
X 

INcatE MARGIN 

S X 

13.41 17,954 

1.81 3,148 

10.1% 15,585 

11.7X 19,597 

9.61 56,284 

14.~ 

2.!IX 

11.OX 

12.81 

10.6% 

15.31(. 

7. '" 

44.OX 10,OS4 

17.lX 1,974 

40.6% 9,250 

39.1% 11,930 

",OX 33,208 

42.51 14,028 
39.31 6,541 

14.11 24,397 
6.61 11,276 

0.41 1,838 

10.OX 18,839 

1.31 '29 .9'1 2,188 

10.111 41 . OX 11,117 

II.OX 56,350 

11.41 20,988 

11.31 22,360 
15.21 32,655 

16.41 38,479 

13.8% 114,482 

19 . II 48,388 

14.61 38,526 

15.51 44,958 

12.51 53,216 

16.7X 185,088 

17 . 7X 237,404 

•. OX 

12.31 

12.7X 
16.31 

17.41 

14 .9'1 

20 . 31 

15 .9'1 

17 . 01 

18.91 

18.OX 

18.81 

OUARTERLY RATIOS 

Return on Sates 

Return on Assets 
Return on Equity 

R&D/Sales 

Days DIS AIR 
Inventory Turns 

Days Sales in Inv 

Book Value 
Cash per Share 

Current 
Quick 

Notes: 

39 . OX 34,374 

44.51 11,648 

44.51 12,410 

44.51 18,124 

43.9'1 21,584 

44.31 63,766 

44.OX 27,097 
41.7X 22,444 
43.OX 25,617 

43.01 30.333 

43.OX 105,491 

37.51148,378 

6,86 

•• OX 

11. 71 

15.21 

11.11 

.3 
4.2 .. 

S5.S0 

11.97 

4.2 
3.4 

.,86 
9.81 

12.81 

16.81 

10.71 

82 

4.' 
76 

S5.78 

'2.59 

3 .• 
3.3 

'.OX 
1.8X 

6.51 

7.81 

6." 

'.!IX 

4.'" 
1.'" 
6.4% 

5 . 51 

6.81 
7.OX 

•• OX 

•• !IX 

8.31 

11.41 

9.31 .. '" 
10.71 

10.31 

11.81 

12/86 

11.41 

14 .61 

19 .61 

10.21 

• 3 
4 •• 

74 

$6.13 
12.50 

3.4 
2 .• 

(f) Options are available on this issue. 
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0."" 
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0 . 08 

0.03 
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0.20 

0 . 23 
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0.26 

0.30 
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3/87 
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83 
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3.6 
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·871 43,7'92 
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1101 93,586 
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341 103,000 
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We' re'cently visited with Tandem Computers (TNDM-70), Digital Equipment (DEC-168), Apple 
Computer (AAPL-66), Tolerant Systems (a prh'ately-held company) and Banyan Systems (a privately
held company). Below we have summarized our conclusions stemming from the DEC and Tandem 
visiu. 

Ta ndem: The Most Significant Wave of Demand Has J ust Arrived 
Tandem's s~'stt'm~ arC' on the C'\'e of C'xPf'riencing a th ird major wan of dC'mand in the broad com
merci.,1 markt-tplace. More signifk.~ntl~, this waq" of demand ..... iII be the most prolonged and the 
largt'st that tht· company has e'xperienced to date . Simply put, the Tandem"s architecture' is 
prollt'lling the company ahead of the' industry in ne'lworking and distributed databaSe' technologies. 
which are perhaps the most significant factors in commercial data processing today. 

All thre'e' .... avcs of demand for Tandem's s~'stC'ms stem from the way in ..... hich the compan) applies 
muhiple processors to a Single job stream and Single set of data . The first wave of demand stemmt"d 
from the "fault-tolerant" nature' of this architecture . If one' proce'ssor in a 10 proce'ssor complex 
failed. then the other nine processors would handlC' the workload uninte'rruptC'd. The second wave of 
dC'mand stemmed from the fact that Tandem is the only system in which a customer can add 
processors and achieve lincar growth in performance \'irtually without bound. 

But. it is this third wave of demand which truly shows the visionary nature of the Tandem architec
ture'. For Tandem is the' onl~' system with which customers can geographicall~' distribute proc~ssors 
and data (much in the' wa~' user organizations ar~ disp~rsed) yet th~ user peruives that all of the d.ua 
and processing pow~r are locall~ attach~d. This capability underlies the reason that Tande'm systems 
havt' bef'n used in the majority of inte1lig~nt. value-added networks implemented in recent years. 

Tande'm ..... ill build on its inht'rent net ..... orking ad\'antage when its unveils a major contribution to 
database technolog~. The compan} is about to announce its distributed version of the' SQl database' 
language, which will enable both reading and updating of data at remote sites. with qUe'ries 
originating from any node in the ne'twork . In essence, a Single copy of the data will ~xist throughout 
the' system, and will, the'refore. provid~ the same data integrity as would exist if a single' cop~ of data 
simpl)' resided on a Single mainframe proc~ssor. Distributed database systems are transaction pro
cessing applications which naturally lend themselves to Tandem"s architecture . 

Tande'm will also extend its architectural umbrella to the Unix world with its multiple processor 
"FALCON" system. Tandem has recognized the burgeoning importanc~ of UNIX and will likely soon 
unveil a major parallel processor optimized for this environment. 



A Mainstream Vendor 
Another ke)' market trend bodes well for Tandem, Recent rmjor wins for the company suggest that 
Tandem's systems are no longer cast in the role ofa "front -end" to a mainframe or the gateway to a 
net'" ork, Multimillion-dollar COntracts in recent months at Bank of Tokyo. Chenolet, First ~ational 
Bank of Chicago and Te",aco illustrate how Tandem is now appropriately chosen for the mainstream 
s)'stem itself. This more complete role of Tandem system is, in pan, due to the increased customer 
sophistication with regard to computers which has resulted in an increased appreciation of and 
dependence on the Tandem architecture for critical appliations. 

Refreshing the Installed Base 
An additional boost to Tandem's base re,'enue level is being furnished by a phenomenon nOt experi
enced b~ the company in the past. Because customers had the capability to grow their Tandem s)'stem 
b)' adding additional processors, the company did not chum the customer base when it announced a 
new product . This attribute, of course, was a major marketing ad\'antage "ersus the competition 
..... hich reqUired that the customer s ..... ap out old boxes .... hen performance upgrades were required. 

No\\, for the first time we are witnessing a meaningful replacement of Tandem's installed base. This 
replacement of the installed base is due to the dramaticall) impro\'ed price/performance of the VLX 
s)'stem when compared with earlier implementations of the Tandem architecture. For example. 
'" hile TIL \'ers!on of the Tandt'Ol architr-cture might yield system~ that cost S40.000/transaction per 
scc(lnd. tht' VL:\ COliU about h.;alf that amount. 

DifTertnt Competition 
Btc ... u~ of the n(>\\ applications of Tandem's systems in net\\orking and distribut(>d computing appli
catiom.. \\(" are seeing les) direct competition with Stratus Computer (STRA-35) in strict fauh 
tolerant applications (\\ hert' Stratus tends to win in Single node en\ ironmenu). As a result. 
in\ ('Mmenn in both stocks are not mutually exclush'e; in f"ct, we continue to recommend purchaSf' 
ofTandl'm Computers and Stratus Computer. 

ComPf'tition for Tandem is increasing from Digital Equipment's VAX c1u5ter. The cluster is the 
dost"st thing in the industf') to Tandem's networked multiple processor architecture, Toda) • DEC's 
multiple processing system is at a much more primitive level than Tandem's system, The VAX.c1u5ter 
d~5 allow for the- sharing of disk dri"es at the file level. Missing is record level sharing (record level 
lockout) and a tranSOlction protection scheme to roll back a transaction to the state that these data 
wert' in prior to the initiation of the transaction. We believe that DEC is about a yea r away from 
record-I("\"ellockout in the cluster, and several years away from transaction protection. 

Reprinted by permission of Bear Stearns , Computer Industry Outlook, March 13, 1987 
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randem Computer. - Co.pany Report 
BEAR STEARNS' COMPANY - Fram, J . • e~ al 
11-20-87 (RN=722344) 

r.nde. Co~puters (TD" - 23) 
Continuing Buy Recoe.end.tion 

1986 EPS (9/30) : 
1987 EPS , 
1988 EPS Est .: 
PIE 1987 ' 
PIE 1988 Est . 
Dividend : 
Yield : 
1987 Price Range : 
Common Share. Out. 

Sum.ary 

_0 . 72 
t 1 . 09 

" . 50 
21 . 3x 
15 . 3x 
Nil 
Nil 

37-19 
100 Mil. 

On November 1" 1987 Bear Stearns hosted •• eetino tor Tandem 
m.nagement where our strono conviction about the co.pany's prospect. 
was atfir •• d . U. continue to recom •• nd purcha •• of Tande. shar.s . 

T.nd •• •• bu.in ••• 1. only beoinning . 
• Tand •• is well position.d to addre •• one of the bioge.t untapped 

opportunities 1n the co.puter industry, na •• ly, distributed databas • 
• y.t... . Ue beli.v. that distribut.d datab.s. syst •• s will drive euch 
of the indu.try's orowth over the next several y •• rs. Such syst •• s .1'. 
the n.tur.l outgrowth of T.nd •• •• 10 y.ar. of experience in 
p.er-to-pe.r networking and trans.ction processing teChnology. In 
short. the transaction processing bu.ine •• is rapidly becoming the 
commercial co_puting •• instream, which is no longer beino restricted to 
niche markets such as automatic teller .achines .nd electronic funds 
transfer . 

Tandem has one of the fln •• t financial controls in the 1ndUstry . 
• It 1 •• ystifyino that Tand.~ still suffer. fro. an i.aoe of 

1005. financial controls, reflecting events of f1ve years ago . However. 
sine. that time the new financial management created a rioorous 
planning and control process th.t has produced .trong results and 
ratios . Fortunately. the co~pany is appropriately calling attention to 
the fact that its financial ratios are the b •• t in the industry in 
ter.s of ••• et .anaoe.ent (inventory turns at 10), gross profitability 
(oross profit on sales of 75X la.t quarter) and financial condition 
(ltor. than $)00 lIIillion in cash, And no d.bt) . As well. Tandem's 
con.~rvativ. h1ring posture caused the company to taplement a 



, 

r.pl~c.m.nt hirtng only poltcy in August 1987 after incre.sing 
heade ount by 237. in fisc.l 1981 in order to support re v enue growth . The 
c ompany's expense plan has been geared for 2SY. revenue growth, lower 
th.n the 3SY. order growth experienced over the past three quarters . 

Buslness ramaln. strong . 
• Hany investors have assumed that rand •• 's business would be 

particularly hard hit by the recent M.rket cr.sh . Yet, it appears th.t 
the deMand for co.puters opti.i1ed for accurate, high-sp •• d trans.ction 
processing has r ••• tned strong in the weeks im •• di.tely following the 
er.sh . Specific.lly, we know of one •• jor broker.g_ fire and one major 
stock eXChange th.t have •• d_ significant co •• it •• nts to Tand •• in the 
past week . The brokerage segment of Tand.m's business is 80X higher 
than the levels of a year ago . Tandem'. presence in retailing has also 
re.ained strong, with the company having recently won contracts with 
the II and 13 retailers in Japan . 

• The coapany recoonizes that it i5 a heterooeneous world and it 
would be too narrow-Minded to as.u.e that the broad co •• ercial .arket 
would make exclusive co •• ltments to Tand •• 's processor architecture and 
operating syste. . Rather, Tandem recognizes the need to extend its 
contribution In transaction processing and distributed database 
technology to More oeneric processor platforms (i , e . , syste.s running 
Unix) . Ue would .xpect Tand •• to allow such platforMS to b. seamle.sly 
integrated into its own networks and distributed database syst •• s 
during 1988 . 

This strategy co.e. hand-in-hand with Tand •• 's thrust into 
low-end, na.ely, the de.k top and the branch site where transaction. 
originate . Only by capturing the transaction at the .ource will the 
benefit of Tande.'. di.tributed databa.e technology be fully 
appreciated. ~e believe that product announce.ent. to inteorate PC. 
into the Tande. environ.ent will al.o .urface early next year. 

2 



Tande. Co.puter~ : 

( S Millions) 

CPart 1 of 2 . l 

Product R.v.nu. 
S.rvic. " Other 
R ...... nu. 

Cost of Product 
Cost of Service 
Product d.velopment 
MktO. '.n 4 Admin 
N.t int.r •• t 
Total Costs 

E8JT 
Pretax Inco " . 
Inco". Tax 
N.t Inco.e 

Share. Out . (Mil . ) 
EPS (.) 

"'.rg1ns eX) 
Cost of Product 
Co.t of S." .... i ce 
Product develop.ent 
Mktg. '.n " Ad.1n 
EBIT 
Preta. Inco •• 
Inco.e Ta. 
Net Inco •• 

(;rowth (X) 

Product 
S.rvice 
R.venue 
Pretax inco.e 
Net Inco •• 
EPS 

au.rterly Financial Re v iew and Projection 

I 
199 
J9 

238 

54 
28 
24 
87 

( 3 ) 
190 

46 
48 
2( 
27 

n 
0 . 29 

27 
71 
10 
36 
19 
20 
H 
I I 

42 
32 
40 

1 31 
134 
III 

Fiscal 
I I 

202 
40 

242 

55 
30 
26 
96 

( 3 ) 
204 

35 
38 
16 
22 

98 
0 . 23 

27 
74 
1 I 
40 
15 
16 
42 

9 

38 
34 
37 
72 
81 
60 

1987 
I I I 
219 

45 
264 

57 
36 
27 

102 
( 4 ) 
219 

41 
45 
1 9 
26 

100 
0 . 26 

26 
80 
1 0 
39 
16 
17 
43 
1 0 

34 
20 
31 
37 
41 
28 

IV 
241 

50 
291 

61 
37 
31 

113 
( 4 ) 
238 

49 
53 
2 3 
30 

10 0 
0 . 31 

25 
7S 
I 1 
39 
17 
18 
43 
1 0 

2S 
20 
32 
38 
41 
31 

Not. : For additional information . please refer to the Highlights dated 
May 29. 1981 and R.commendation Follow-up dated July 24. 1981 . 

3 



T .andelll Computers : Qu.arterly Financial Review and Projection (. Millions) 

[Part 2 or 2 . l 
Fiscal 1988 

I Est . II Est . III Est. IV Est . 
Product Revenue 248 253 276 307 
Service & Other 47 48 54 63 
Revenue 296 301 330 370 

Cost or Product 70 71 H 81 
Cost or Service 34 35 J9 45 
Product develop ... ent 33 JJ 35 39 
t1ktg. Gon & Admin 114 113 124 139 
Not interest ( 4 ) ( 41 14 ) ( 4 ) 

Total Costs 246 248 268 300 

EBIT .. 49 58 •• 
Preta. Inco •• 50 53 62 70 
Inco •• Tox 18 1 9 22 25 
Not Inco.e 32 34 40 45 

Shar.s Out . (PU 1. ) ) 00 10) 1 01 102 
EPS ( . ) 0 . 32 0 . 34 0 . 40 0 . 44 

"'arCjJins 1 X ) 
Cost or Product 28 28 27 27 
Co.t of Service 72 72 72 72 
Product develop.ent 1 1 11 11 11 
Mkt;. Gon " Ad.in 39 38 38 38 
EDIT 15 1 6 18 18 
Preta. lnco.e 17 18 1 9 1 9 
Inco.e Tox 36 36 36 36 
Not lnco.e 11 11 12 12 

.rowth ( X ) 
Product 25 25 26 27 
Service 20 20 20 27 
Revenue 24 24 25 27 
Preta. inco •• 3 39 38 31 
Not Inco •• 18 54 56 47 
EPS 1 0 50 53 44 

Note : For additional information. please refer to the H19hl1CjJhts dated 
Hay 29.1987 and Recommendation Follow-up dated July 24,1987. 



Fiscal yfur ending 
9 / 30 /88 Est . 9130187 9130 / 86 9130/85 

Product Revenue 1 . 083 861 632 515 
Service " Other 213 174 135 109 
Revenue 1.296 1 I 035 768 624 

Coat of Product 296 227 175 186 
Cost of Service 153 131 105 83 
Product d.".1op •• nt 139 108 87 72 
Hktg . 'en&' Admin 489 398 295 262 
Not inter .. 5t ( 1 6 ) ( I 4 ) ( 9 ) ( 6 ) 
Total Costs I .061 851 653 596 

EBIl 219 171 I 06 22 
Pret •• Inco",e 235 185 114 28 
lnco •• Tu 83 79 51 22 
Not Inco •• 1 51 106 64 6 

Share. Out . 011 l. ) 1 01 98 88 84 
EPS ($ ) 1 . 50 I . 08 0 . 72 0 . 07 

Marg1ns ( X ) 
Cost of Product 27 26 28 36 
Cost of Service 72 7S 77 76 
Product develop ... nt 11 1 0 11 11 

HktO. 'en &. Admin 38 38 38 42 
EBIT 17 ( 6 14 3 

S 



Pret." Inco ... 18 18 15 4 

Inca." rail: 36 43 44 79 

Not Inco .. " Ie I 0 8 

Growth ( 7. , 

Product e6 36 e3 15 

Service e2 29 24 30 

R.v"nu. 25 35 23 17 

Preta" inco". 27 62 310 ( 5 0 ) 

Not I nco •• 43 66 972 (86) 

EPS 35 50 950 (87) 

Product Revenue (. P1) 

NS-ll 30 50 50 77 

TXP 440 480 460 386 

EXT 56 68 68 52 

VLX 360 200 55 0 

CLX 120 26 

LXN 63 I' 

Unit Ship •• nts 
NS-ll 120 200 200 300 

TXP \I 00 1200 1150 1000 

EXT 375 450 450 350 

VLX 360 200 50 0 

CLX 2400 400 

LXN 1800 300 

6 
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TANDEM COMPUTERS (TDM <27 - 8//87) 

TYPE: Progress Report 

5 pages 

ANALYST : George D. Elling, CFA; Elliot S. Prince 

12-Month Range 
1985 EPS 

$37-$17 Dividend 
$0.42 Yield 

Nil 
Nil 
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(c) 1987 Oppenheimer & Company, Inc ., August 6, 1987 

1986 EPS 
1987 Est. EPS 
1988 Est. EPS 

Capi tali zation 

Long-term Debt 

$0 . 72 Price/EPS 1986 
$1.10 Price/Est. EPS 1987 

$1.40-$1.50 Price/Est. EPS 1988 

(9/30/87) 

Million Percent 

$ 7 . 3 LO% Current Assets 

37.5X 
24.5X 

19 .3X-18 .0X 

Million 

5632.2 
Deferred Taxes 27 .4 3 . 9 Current Liabilities 174.2 
Eqt..Ii ty 674 . 2 95 . 1 Work i ng Capital $458.0 

Total $708 . 9 100.0% Current Ratio 3.6.1 

Shares Outstanding 
Float 
Market Capitalization 
Recent Average Daily Trading Volume 
Fiscal Year Ends 
Book Value l Share (12/31/87E) 
ROE <l987E ) 

98.6 f'1i1lion 
98.6 Million Shares 

$2,662.2 Million 
609,700 Shares 

September 30 
07 .15 
17.4% 

(c) 1987 Oppenheimer t · Company, Inc., AlAgust 6~ 1987 

Historical 5-Year EPS Growth Rate 
Projected 5-Year EPS Normalized Growth Rate 
Estimated 1988 PIE Relative to StP 400 PIE 
5-Year Historic Relative PIE Range 

StP 400. 370.65 

SUMMARY 

12. 2X 
15,.-18% 

L05X 
3 . 7X-0 .9X 

* Tandem reported third-fiscal-quarter results in line with our e xpectations . 
Revenues rose 31 . 41. to $264 million fro", $200.9 million last year . Earnings 
were $0.26 per share versus $0.20 last year and our 50 . 25 E'sti",ate. 

* Order rates in the quarter approximated shipment levels, with particular 
strength in the retail mar~et. The performance of the individual product 
families was somewhat mi xed, with the high-end VLX series and the mid-range TXP 
products selling very well but with the new low-end LXN getting off to a slow 
start. Management is positioning the LXN as a network e xtender, whi ch most 
likely will lengthen the sales cycle. 

* Tandem maintains its leadership position in the on-llne transac tion 
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processing market and should continue to generate strong revenues and earnings 
longer term . We are estimating fiscal 1987 fourth-quarter and full-year 
earnings at $0 . 30-$0 . 35 and Sl . 10 per share, respectively, and fiscal 1988 
earnings at $1.40-51 . 50 per share. We believe the shares are fairly valued at 
current levels. Nevertheless, Tandem's momentum in its niche markets should 
represent good longer term potential for capital appreciation, and we recommend 
holding the shares. 

TEXT , 

THIRD-FISCAL-GUARTER RESULTS 

Third-quarter results were closely in line with our e xpectations. Total 
revenues increased 31.4/; to S264 million frOm 5200.9 million in fiscal 1986. 
Earnings were $0.26 per share compared with $0.20 a year ago and our $0.25 
estimate. Line items were essentially as expected, although RtD e xpenditures 
were slightly below historical levels. Pretax margins were a healthy 17.0% in 
the quarter versus 16.3% a year earlier . 

Order rates in the quarter closely approxi mated shipments, with demand in the 
retail marj..et particularly strong . Management indicated that there were si x new 
accounts 1n the retail sector and that major enhancements were being ordered 

(c ) 1987 Oppenheimer t Company, Inc . , Augl,..lst 6, 1987 

from existing cl,..Istomers. The Communications and Secl,..lrities sectors also were 
very strong . The VLX family of high-end processors did particl,..llarly well, WIth 
total revenues now closely approximating those from the highly sl,..Iccessful 
mid-range TXP. Although the ne~ low- end LXN has gotten off to a reasonably slow 
start from an order standpoint, it is primarily a network extender and thus 
likely to e xtend the selling cycle longer term . Momentl,..lm in the company' s 
Alliance program remains ql,..lite strong . 

We project fourth-quarter revenues at 5275-5280 million and earn ings at 
$0.30-50.35 per share . The mid-point of our fiscal 1987 estimate range is Sl.10 
per share. We expect continued momentum in fiscal 1985, with earnings estimated 
at Sl . 40-tl.SO per share. In our opinIon, Tandem is well positioned to ~aintain 
its leadership position in the on-line transaction processing market, and we 
would maintain current pOSitions for potential long-term capital appreciation . 
We believe the stocj..'s near-term price performance will reflect the market·s 
willingness to extend higher multiple valuations for growth sitl,..lations. 
However, the stock ' s multiple of 25X estimated fiscal 1987 earnings appears 
somewha t rIch and could be a limi t ing factor in its near-term pr i ce performance. 

TABLE I 
TANDEM COMPUTERS 
THIRD FISCAL GUARTER INCOME STATEMENT 

, 
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(c) 1987 Oppenheimer & Company, Inc . , August 6, 1987 

(. THOUSANDS) 

JUNE 30, 
y. 

1967 1986 CHANGE 

PRODUCT REVENUES 218,838 163,361 34.0y' 
SERVICE & OTHER 45~140 37,492 20 . 4Y. 

TOTAL REVENUES 263,978 200,853 31.4Y. 

COST OF PRODUCT REVENUES 57,028 43~431 31. 3Y. 
COST OF SERVICE & OTHER 36,164 26,924 34.31. 
RESEARCH & DEVELOPMENT 27,417 22,337 22 . 71. 
M~RKETING, GEN'L & ADMIN. 102,346 77,560 32.01. 

TOTAL COSTS/EXPENSES 222,954 170,252 31.01. 

OPERATING INCOME 41,024 30 . 601 34 . 1X 

INTEREST INCOME, net 3,934 2,054 91.51. 

(c) 1987 Oppenheimer & Company, Inc . , August 6, 1987 

PRETAX INCOME 44,958 32,655 37.71. 

TAXES <19,341> (14,531) 
TAX RATE 43 . 0Y. 44.5Y. 

NET INCOME 25,b17 18,124 41. 3Y. 

EARNINGS PER SHARE 00.26 £0.20 27.71. 

AVG SHARES (MIll 99.7 90.0 

AS Yo OF TOTAL REVENUE, 
PRODUCT REVENUES 52.91. 81.31. 
SERVICE & OTHER 17.11. 18 . 7'1. 
COST OF PRODUCT REVENUES • 26 . I'l. 26 . b1. 
COST OF SERVICE t OTHER ** 80.1Y. 71.81. 
RESEARCH & DEVELOPMENT 10 . 41. 11.17. 
MARKETING, GEN'L & ADMIN . 38.5Y. 36.61. 
TOTAL COSTS/EXPENSES 54 .51. 84 . 81. 
OPERATING INCOME 15.51. 15.21. 
PRETAX INCOME 17.0'l. 16.3'l. 
NET INCOME 9.71. 9 .01. 
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Ie) 1987 Oppenheimer & Company, Inc: . , August 6, 1987 

* AS A PERCENT OF PRODUCT REVENUES 

*. AS A PERCENT OF SERVICE AND OTHER REVENUES 
Fiscal years end September 30 . 
Source : Company data; Oppenheimer & Co., Inc:. estimates. 

Note: This table !flay be divided, and additional info'rmation on a pal"ticl,.Ilar 
entry may appear on more than one screen. 

TABLE II 
TANDEM COMPUTERS 
EARNINGS HODEL 
($ Mil.) 

PRODUCT REVENUES 
SERVI CE 4- OTHER 
TOTAL REVENUES 

COST OF PRODUCT 

INCORPORATED 

1981 

186.9 
21.5 

208.4 

75 . 5 

1982 " CHANGE 

272 . 6 45 . 9% 
39 . 6 84.0y' 

312.1 49 . 8Z 

109.3 44.7% 

(c) 1987 Oppenheimer & Company, Inc . , August 6, 1987 

COST OF SERvICE ~ OTHER 
R&D 
MG&-A 
TOTAL COSTS & EXPENSES 

OPERATING INCOME 
OTHER iNCOXE (NET) 
PRETAX INCO~E 

TAXES 
TAX RATE 

NET INCOME 

EARNINGS PeR SHARE 

AVG. SHAREE OUT . (MIL.) 

AS 'l. OF RE .... -u.'UES: 
PRODUCT RE~N~S 
SERVICE t OTHER 
COST OF PRO)"CT (A) 

17 . 8 
74.6 

168 . 0 

40 . 4 
10.7 
51.1 

24 . 5 
48Y. 

26 . 5 

$0.36 

74 . 1 

89 . 7% 
10 . 3y' 
36.3Y. 

33.6 88.71. 
128.5 72 . 2Y. 
271.4 61. 6Y. 

40.7 0 . 87. 
6.0 -43 . 71. 

46.7 -8 . 5Y. 

16 . 9 -31 . 21. 
36Y. 

29 . 9 12.57. 

$0.38 6.2Y. 

78 . 4 

87.3Y. 
12 . 7% 
35.07. 

-
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COST OF SERVICE & OTHER (8) 
R&D 
MG&A 
TOTAL COSTS & EXPENSES 
OPERATING INCOME 
INTEREST, net 
PRETAX INCOME 
NET INCOME 

PRODUCT REVENUES 
SERVICE & OHlER 
TOTAL REVENUES 

COST OF PRODUCT 
COST OF SERVICE & OTHER 
R&D 
MG&A 
TOTAL COSTS • EXPENSES 

8 . 6% 
35 . 8% 
80 . 6% 
19 . 4% 
S. 1;; 

24.57-
12.7'-

(c ) 1987 Oppenheimer & 

OPERATING INCOME 
OTHER INCOKE (NET) 

PRETAX INCOME 

TAXES 
TA X RATE 

NET INCOME 

EA.RNINGS PER SHARE 

AVG. SHARES OUT. (MIL. ) 

AS 1. OF REVENUES: 
PRODUCT REVENUES 
SERVICE & OTHER 
COST 00 PROD:';CT (A) 
COST ~o SEFvrCE & OTHER (8) 

R&D 
MG&A 
TOTAL COSTS l EXPENSES 
OPERATING INCOME 

10.8% 
41.2% 
87 . 0% 
13.07-

1. 97. 
15.07-
9.67-

1983 % 1984 7-
CHANGE CHANGE 

360.1 32.17- 448.6 24.67-
58 . 1 47.0% 64.0 44.5% 

418 . 3 34 .07- 532.6 27 . 3X 

168 . 7 54.37- 216.8 29 .,. 

39.2 16.41. 52.5 34 . 11. 
160.6 25.01. 210.2 3O.9X 
368 . 5 35.87- 4Bl .S 30.71. 

Company, Inc., Augllst 6, 1987 

49.8 22.31. 5: . 1 2 . 71. 
0.7 -87.9X 5.2 61O . OX 

50.5 8 .0% 5;.3 11. SX 

19.7 16 . 67. 2.3.1 17.2X 
39% 41/': 

30.8 3.2X -- ? ,).:.- 7. 8X 

>0 . 38 -0 .87- S:j . 41 6.6X 

81.6 E,2..6 

86 . 1X 8':'.2;{. 
13.9X 15 . 81. 
4O.3X 41.1'l. 

9 . 41. '1.91. 
38.4X 31j . S:r:. 
68 . 1X '13.41. 
11. 9X , .6X 

,-: , .. ' 
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HAMBRECHT & QUIST 
I N C 0 R P 0 R A T E D 

235 Montgomery Street 277 Park Avenue 
San Francisco , CA 941 04 38lh Floor 
("5)576-3300 Institutional Research ;'\'ew York, NY 10 172 
Cable: HA MQUIST (21 2)207-1400 
Te lex: 27839 2 HQ UR (RCA) Telex: 237258 HQ UR (RCA) 

Jeffry Canin 
Kathleen Charles November 10, J 987 

(NYSE-TDM) Tandem Computers Incorporated $21 112 

52-Week M arket Fiscal Earnings Per Share Calendar PIE Trend-Line 
Range Value (M) 

1986A 1987A 1988E 1987 1988 
Crowth Rate 

S 17-38 $2, t 40 SO.72 S 1.08 S 1.45 19 14 25% 

Year Ends: September 30 DJIN: 1878.15 SPIN: 272.28 Note: f 

Revenues ( 12 months): S 1.035 million Return on Average Equity 16.8% 
Shares Outstanding: 99.6 million L T DebtITotal Capitalization: 1.2% 
Annual Dividend: nil Current Yield nil 

• Tandem reports record fourth quarter results. 

• Annual revenues lOp SI billion. 

• Expense controls yield best operating margins in seven years. 

• We recommend long-term stock purchase based on 1988 outlook. 

Company Crosses $1 Billion Annual Sales Hurdle 

Tandem Computer, the leading vendor of fault-tolerant computers used for on-line 
transaction processing, reported record results for the fourth quarter and fiscal year 1987, 
ended September, in line with expectations, as highlighted in Exhibit 1. Quarterly reve-
nues of 5291 million, consisting of $241 million in product shipments and $50 million in 
service and other fees, increased 32% year-to-year and 10% sequentially. Compared with 
the comparable period last year, revenues rose 28% in the United States, 42% in Europe, 
and 30% in other geographic markets. 

The company enjoyed particularly strong demand during the quarter in the financial, 
services, and communications sectors, which accounted for 33%, 18%, and 16%, respec-
tively, of total sales. Exhibit 2 illustrates the distribution of the company's sales by market 
sector for each of the last two years. The fourth quarter was the best ever for Tandem in 
terms of new account activity, with over 50 first-time customers, including Nynex (the 
last of the Regiunal Bell Operating Companies to become a Tandem user), added to the 
roster . Over 280 third parties - primarily value-added resellers (VARs) , OEMs, and 

c-
rt 1987 Copyrighl Ha mbreehl & Q uis t Incorporated All rlghls reserved. f-The information contained herein is based on ,ourees believed 10 be rellable. but Is nellher all-inclu~j~e nor g~aran leed by our firm. 
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application software vendors - currently participate in Tandem's Alliance program; 
eleven participants were added during the last quarter. 

EJ:hlblt 1 

Tandem Computers 

Fourth Quarter Results Year-to-Date: 12 Months 

9130/87 9130/86 %Chg. H&Q Est 9130/87 9130/86 %Chg. 

Revenues S291. 1 S220.6 32 S282. 3 SI ,035 .5 S767.8 35 
Pretax income 53.0 38.5 38 53 .2 184 .9 114 .5 62 
Net income 30.4 21.6 41 30.3 105 .6 63 .8 66 
Earnings per share 0.31 0.23 31 0.30 1.08 0.72 SO 
Average shares (mil) 99.6 92.5 8 100.5 97.7 88.4 11 

Gross margin 66. 1% 65.0% 65 .2% 65.4% 63.5% 
Operating margin 16.8 16.4 17.4 16.5 13.8 
Pretax margin 18.2 17 .4 18.9 17.9 14 .9 
Tax rate 42 .6 43 .9 43 .0 42 .9 44 .3 
Net margin 10. 5 9.8 10.7 10.2 8.3 

EJ:hlblt 1 

Tandem Computers Incorporated 

Revenues by Market Sector 

Ilo. ,o. 
I I Financial 

" .. 
" .. r"-'SSI Manufacturing 

I I Services - Communications 

11111 Distribution - Transportation " .. 
Hitll Government 

1986 1987 
So un:e : Tandem Computers 

All of the company's current fault-tolerant models - the mid-range NonStop EXT 
and TXP and the high-end NonStop VLX - are reportedly meeting or exceeding the 
company's expectations . The low-end CMOS-based Nonstop CLX, currently in beta test
ing , has reportedly garnered significant customer interest; revenue shipments will com-
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mence shortly. The LXN. a 32-bit UNIX-based non-fault-lOlerant system built to Tan
dem's specifications. does not appear, however, to be meeting with particularly robust 
acceptance among the company's customer base. The VLX is now marketed with up to 32 
processor modules; during the fourth quaner, Tandem shipped one ten-processor and one 
twelve-processor configuration. 

Gross margins of 66.1% (compared Wilh our projecled 65.2%) were up by 1.4% rela
tive to the third quarter and over 1 % year-Io-year. These levels, the best achieved in the 
company's histury, 3re 3nributable primarily to volume manufacturing efficiencies. Oper
ating expenses, while up sharply in absolute dollars, were held steady as a percentage of 
sales with the preceding quarter. As a result, operating margins reached 16.8%, slightly 
below our projected 17.4% but above the levels achieved during the previous six months. 
Including net interest income of S4.2 million, pretax margins rose to 18.2%, up from 
17.0% in the third quaner and 17.4% one year ago. Based on an effective tax rate of 
42.6%, Tandem reponed record earnings per share of SO.31 (in line with projections), up 
31% over the year-ago quaner. 

The company enjoys an extremely strong balance sheet. For the third consecutive 
quarter. Tandem was cash-flow positive, ending September with cash and equivalents 
lotaling 5317 million, or 53.19 per share. The company may spend upwards of $100 
million to buy a number of its presently leased or new facilities. Receivables rose in 
absolute dollars to 5255 million but have held steady for two quaners in terms of days 
outstanding at a healthy 80. Inventory levels rose by $11 million in the founh quaner to 
S92 million, representing annual turns of 4.3 times. During the quarter, the company's 
headcount numbered 7,007. including a net addition of 327 employees, primarily in the 
area of direct sales and field support. 

For lhe year, sales crossed !he 51 billion hurdle, increasing 35% 10 $1.04 billion. 
Total revenues were split 830/0117% between product sales and service fees, proponions 
approximalely eqll"l 10 lhose of fiscal 1986. Gross margins improved by nearly 1 % 10 
65.4%, while pretax margins rose an impressive 3% to 17.9%. Based on a tax rate of 
42.9%, compared with 44.3% in fiscal 1986, earnings per share increased 50% from last 
year's SO.72 10 $1.08. 

Significant product announcements during the year included the new CLX and LXN 
hardware, the company's introduction of its high-performance NonStop SOL relational 
dala base software, and !he developmenl of a high-speed SNA-compalible channel link 
between Tandem systems and ffiM mainframes. Notable new strategic relationships estab
lished during the year include a V AR agreement with Ultimate Corporation (the leading 
vendor of Pick software-based systems); joint development agreements with EDS, MSA, 
and Boeing for the provision of integrated manufacturing automation applications; and 
the acqusition of privately held Atalla Coporation (a specialist in secure transaction and 
electronic fund transfer systems). 

Outlook for 1988: Continued Growth 

Afler five years of sequenlially decreasing operaling margins and relalively f1al per
share earnings, the past two years represented an impressive financial turnaround for 
Tandem. We foresee continued top- and bottom-line growth for Tandem, albeit at a 
somewhal slower pace !han experienced during !he lasl year. We project sales of Sl.3 
billion and earnings per share of $ 1.45 in fiscal 1988, up 26% and 34%, respectively. over 
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fiscal 1987. Tal.dem's largest industry sector will undouhtably remain the financial sector 
(particularly the banking segment); the company will focus increasing resources on ad
dressing the needs of the telecommunications, manufacturing, retail, and health care sec
tors. 

Our estimates represent a slight increase of S40 million in our single-point revenue 
assumption but no change in our EPS projection. Gross margins may decrease modestly 
in fiscal 1988 to 64.5-65.0%, while operating margins for the year are projected to equal 
fiscal 1987's 16.5%. We assume that the company's fiscal 1988 tax rate will be 36%, a 
reduction of approximately 7%. 

No longer characterized as a niche player, Tandem has the product line, financial 
strength, and marketing momentum to become an increasingly significant factor in on
line transaction processing (OLTP), one of the fastest-growing sectors of the information 
processing industry. The company's biggest challenges ahead are related to (1) its ability 
to maintain momentum in the event of a prospective economic turndown, and (2) compe
tition. Although numerous relatively small supermini companies are seeking OLTP market 
share (including, among others, Stratus, Pyramid, Sequent, and Computer Consoles), 
Tandem's most significant rivals for the foreseeable future will be IDM (which is market
ing its own general-purpose. as well as Stratus's fault-tolerant, lines) and Digital Equip
ment Corporation (which is anempting to leverage its success in the scientific/engineering 
community with an aggressive push into the commercial arena). 

We maintain our long-term purchase recommendation for Tandem shares. An un
doubtably positive, full-day briefing for the financial community is scheduled for Decem
ber 10, following which we will publish an update. 

NOTES: 

(r) Options are anUabie on this issue. 
• 

Addilional infonnation on any security discussed Is available on request. 

• 

L ______________________________________________________________________________________ --" 
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TAN,... """""'"' X 
SALES AND ~HlSMOOEL NOV. 10. 1~7 

F,scal: Sep~ ($ In thousands. _QI9l EPS) 

YR·TC-VA CRlSS <FER OI'ER PST TAX NET NET YfH()'YR 

"" ""0<; ......,.. NC<lME """'" PBT ""'"" "'TE NCOOE ......,.. EPS EPSO<; .-s , % % , % , % % , % , % 
. . . . . . .. ... . . .. . . ......... . . _. -_. --- --_ .... -.......•... . ......... . .. . . .. --. -... -----. - ....... 
1985-10 159,653 ,,% 57. 1 'JIo 22.509 U.I'JI. 2 •. 391 15.3% .2.5% '4,028 '.8"4 0.11 ·2&% 82.168 

2Q '.',.89 32% 562% 9,703 6.6"'" 11.216 7.7'110 39.3% 6.84' 4.7'" 0.08 72% a.,312 

'0 1 •• ,165 2% 55"% "0 0 .• '4 1.838 13% -299'4 2,388 1.7'4 0.03 ·81'" 83,792 

'0 173,131 U% 58.7% 17.329 10.0'4 18.839 10.''110 "1.0"" 11,117 6 .• '" 0.13 ·5.'" 13,2'" 

YEAR(A) 624,138 n% 57.0'4 SO,081 8.0% 56,350 90'4 31i1,O% 3.,37. 5.5'4 0 .• ' -49% 83,530 

1986·'0 110,061 "" 61.1'4 '9.315 II .• '" 20,988 12.3'4 44,5'110 11.648 8.8% 0.1. -Hl% ",35. 
2Q 176,327 20% 62 .• '4 111.1198 11.3'4 22,360 12.7'4 ... 5'4 12,410 7.0% 0." 76% 86.770 

'0 200,853 3i% 65.0% 30.601 , 5.2'4 32,6~5 16,3'4 U 5% 18,124 8.0'4 0.20 607% 80,006 

'0 220,~~2 27% 6~,O% 36,064 16,4% 38,478 17,4'4 43,8% 21,5U 88% 0.'" ,,% 92,474 

YEARlA) 767,793 ,,% 635% 105,878 13,8% 114,482 149'4 44,3% 63,766 83% 0.72 ,,% 89,402 

1987-10A 238,035 .. % 65.8'4 45,541 19,1% 48,3d 20,3% U,O'4 27,087 11.4'4 029 110% 83,586 
20A 242,368 ,,% 84.8% 35,2e3 146'10 38.526 15,11'4 41 7% 22,4U 8.3% 0.23 60% 118,056 ", ... 263,1178 ,,% 647% 41,024 15,5% «,8SS 17.0'4 43,0'4 25,617 8.7% 0.26 28% U,652 ", ... 2e1,114 ,,% 66,1% 35,2e3 12.1% 53,038 182'4 42,6'4 30,446 10.5% 0.31 ,,% U,550 

YEAR (A) 1.035,485 "''' 65,4% 170,668 165'4184,811 17,11'110 42.0'110 105,604 10,2'4 1.08 50% 07,71 I 

1888-IOE 301,000 28% 844'4 47,688 15.8% 51,288 17,0'110 36,0'110 32,825 10.8'110 033 U% ",700 
2QE 307,000 27% 64.4% 46.3118 15.1% 411,848 \6,2'110 36.0'110 31.(102 10.4'110 0.32 .. % " .... ,oe 336,000 27% 64 7% 55,1188 16 7'110 se.2e8 176'110 36.0'110 37,1I~1 11,3'4 0,38 .. % " .... 
<OE 356.000 22% 64,1'110 62,312 17,5'110 65.412 184'4 36.0'110 ,tI,,,", 11,8'110 0,42 3 7'4 100,000 

YEAR (E) 1.300,000 26% 646% 212.3117 163'4225,847 17,4'110 36.0'110 144,542 11.1"'- 1.45 ,,% 1111.150 

IIIIII-IOE 376,000 25% 645% 61,1160 165'4 64,660 17,2'110 36,0'110 41,382 1\,0% 041 26'4100,100 

""""" 9EET 
OJARTER Y RATllS HlTR 

" .. ~" 9187 " .. 12186 ~" "" "" "" ...... ----_. - - - -- _.- -"- --- ------
Cull & EquiYal~r. 2311,8111 2116,2e5 317,461 ~mons... 11,8% 11,4'110 11,3% 0,7% 10.5'4 10.2'110 
Aecountl R_bIot 11I7,6SS 232,675 254,7SS Relum on "'Mit 128'110 146'4 11 I'll, 11,11% 13,2% 12.6% 
1nv.n1lMJ8. 64,22e 11,422 82,315 Rerum on Equ,ty 168% 186% 14,8"'- 15 7"'- 175'110 16.8'110 
0!twN Cunenl A.Mr. 17,505 21,82\1 22,776 R&DISaII .. 10 7'4 102%- 10.7'4 10.4'110 10.6'110 10.5% 
TOTAl~ASSETS 510,211 632,221 687,310 

PPOE 175,022 230,763 252,801 o.~. O'S AIR 82 " .. .. .. .. 
Oth«AIMtI 10,7112 20,121 27,130 Inv.ntOfY TUf,.. .. ••• .. ., .. , ., 
TOTALASSETS 705,025 613,105 067,241 Oe.~. SaIe,In Ifw .n " " .. OS .. 

lJ.bil.~ •• I Slockhllldel". EQUity: -" .. $5.78 $6,13 $6.47 $6.77 $7.24 "" Cun.nl u.bi",... 133,1191 174,218 1111,770 Clah pili SIw. $2.58 $2,50 $2.111 $297 n.18 $2.85 
long T IIftIl Debt "". 7,290 11,013 CUff.nl " ••• " .. , " '.7 
o.rfNTed 2e,828 27,408 45,538 0_ " .. '.0 '.0 '.0 " S~'E"",ty 534,680 614,189 720,918 
TOTAL LIAB & SIE 705,025 813,105 967,241 No\M; (I) 0pIJ0nt II. _'-blot on it'lli lillie. 
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TANDEM COfJI'I.I'TERS NCORPOOA TED JC 
Income Statamant NOV.l0. '98' 

($ In 0005, sleept per share data) 
F"1SCill September 

'9,. , "'" '98' '98' '083 ,- 1985 1986 1987A , .... 
ProdlXl Rev 98,030 186,897 272,591 360,133 He,Sl1 523,413 832,277 861,042 1,087,000 
S&!Vioe & Olher 10,959 21,500 39,552 sa,149 84,009 100,725 135,516 174,453 213,000 - ..... 

""""" 55,974 108,989 208,397 312,143 418,282 532,620 624,138 767,793 1,035,495 1,300,000 
Y-T·V % Change .5" ., " 5o" "" 27" "" "" 35" ,." 
Coo",'", 20,786 40,831 75,547 109,305 168,708 215,692 185,565 175.239 226,804 295,209 

Pd "'" 37 1% 375% 36.3% 35,0% 403% 40 5% 297% 22.8% 21 9% 272% 

Coo. SV< 83,024 104,685 131,424 165,07S 
Pel Svc Rev 447% 597% 57.9'" 77 5% 

Gross Profit 35,188 68,158 132,850 202,838 249,57. 316,928 3S5.~9 487,869 677,267 839,716 
Pd "'" 629% 625% 63 7% 65.0% 597%- 59.5% 57O%- 635% 65.4% 64,6% 

........ 
Product Dev 4,6s.. 8,786 17,833 33,642 39,168 52.514 73.832 87.024 108.474 135.285 
Mkt.G&A 20.828 "0.049 7".626 128."88 160,635 213.313 231.636 29",867 398, lOS "92.035 
ToTal 25,"82 "8.835 92.459 162,130 1119.803 265,827 305,"68 381.891 506.579 627,320 

PdAeY "55% .... 8% "44% 51.9% "78% "99% "89% "9.7% "8.9% "83% 

Operallng Inc 9,706 111,323 "0.391 40.708 "9.771 51.101 SO.081 105,978 170.688 2'2,397 
PdRev 17.3% 17 7% 19 .. % 13.0% 11 9% 9." • 0" 138% 16.5% 16.3% 

Inlorest Exp (Inc) ( 398) (1,759) (10,989) (6.033) (730) (5.183) (6,269) (8,504) (14.223) ( 13 ... 50) 

Pretax EarnIngs 10,10" 21,082 51,380 46,7'" SO.501 56,28" 56,350 " ..... 82 184,91' 225,8"7 
Pd "'" 18 1% 19 3% 24.7% 15.0% 12.1% 10.6% .0" '" .9% 17.9% 174% 

T_ 5,'8" 10.395 24,549 16,885 19.696 23.076 21,976 50,716 79,307 81,305 
Tax Rate 513% "93% 478% 36.1% 39,0% .. , 0% 390% ..... 3% "2.9% 36.0% 

Net Earnings' ",920 10,687 26.831 29.856 30,805 33,208 34.37 .. 63.766 105.604 144,542 
Pet Rev .. " g." 12.9% .. " 7."% . '" 5.5% 8.3% 10.2% 11 ,% 

.""" 50.'''0 60."82 74,050 78 ..... 2 81.568 82.798 83,530 88,"02 97,71' 99,850 

EPS' 0,'0 0.18 0.36 038 0.38 0.0 0.'" 0.72 '.08 1."5 
Y·T·Y % Change .0" 105% '" -, " ." '" "" 50" "" 
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TANDEM COMPUTERS INC. (TOM - 68) 

Second Quarter, SO 46 versus $0.29 In Line. 
Shares Apparently Fully Valued. 

52-Week Range 

15-21 

Earnings Per 
1986 1987£ 

!: 1 44 $2 30 

Share 
1922E 

~2 90 

Sh~res outstanding 49 0 million 
Market capitalizatlon. $3.332 million 

Summary 

PIE 
\987E 

29 6 

Ratio 
1988£ 

23 5 

CORPORATE 
INFORMATION CENTE!! 

Dividend 

Nil 

Tandem r~ported that revenues for the secon d quarter grew 37%, 
which allowed net income to rise Gn even more impresslve 81r. Despite 
that impreSSIve report, those gains were generally expected and were , 
1n fact, modestly dIsappointIng compared With some of the more bulllSh 
expectations on the Str~et. Business was strong both by regIon as well 
as prc,dllct For the fIscal year endIng Septembi'r 1987, we contInue to 
estimate earnIngs of $2 30-2 35 a share, up from the $1.44 that was 
reported for fiscal 1986 Jr, fiscal 1985, earnIngs should e-xpand to 
$2 90. Selling at nearly 30 tImes t~l$ year's earnings and 24 times 
estlmated earnin~s for 1998, Tandem'S shares are hardly inexpensive. On 
the baSIS of our various valuation model;, we belIeve that the sheres 
are worth only $58-60 That means that they are overvalued by more than 
lOr. Up rem61n neutral to ne9ativ~ on Tandem, because we be-lleve that 
It IS 15 now an expectations stock WIth an unattractIve rIsk/reward. 

Second-QUarter Results 

Rpvenues increased 37.5% from the levels in the corresponding 
period a ye-ar earlier and 1.9% from the preceding quarter, which is 
seasona lly stronger. Product sales expanded 38 3% from a year ago and 
1 7% from December The- most recent period. however, included $2 .7 
mIllion In revenue from manufacturIng contracts (which means that r@al 
product shIpments were flat sequentially). The $2.7 million relates to 
a contract with PC Limited, a persona l computer manufacturer in Austin, 
Texas. Service/Support rose 33.8% from a year ago and about $1 million 



(or 2 8Y.) from Oecemb~r (See Table 1 . ) 

2 International r.venue was 42 7Y. , or $104 million of tota l 
re v e~ue . compared with 42 6% or $75 mI llion in the corresponding period 
a year ago Driving thiS 3ay. Increase was very strong growth (+73%) In 
the company's Canada / Far East segment U S growth matched 
international growth That growth was evident in most geographIc areas 
partlcularly the central region, which showed solid gaIns In the second 
qu.rter 

3 A trailing 12-month-basIS segment growth has fInance (3270 of FY 
1986 revenues) up more than 60%. with much new business in the 
securitl@s area, manufacturing (21% of FY 1986) up more than 40% , 
communications (t2% of FY 1986) up more than 50%, and services (ISX of 
FY 1986) up more than 40X 

.:t On the margin Side, TOM's year-o v er-year cOlllparlson 1n the 
quarter was Impressi v e at the gr05s, operating, and net levels Note, 
however, that that is likely to be the last such strongly favorabl e 
comparison because It was just about one year ago that TOM introduced 
Its hlghly successfully VLX processor, which has tended not only to 
accelerate growth but also to inflate manufacturing margins . 
Sequentially , ma r gi n s ha v ~ been relatively flat Slnce th~ June quarter 
of last year ThUS , over the longer term, comparIs o ns will loo~ less 
pOSiti v e, though . glven TOM's excellent modular manufacturing str.tegy 
and management, margins should r@main very h~althy . Since the company's 
goal is to sustaIn a 16-18" operatlng margin , spendIng Jumped In the 
se c ond quarter as the COmpany Invested more In the buslness aft~r its 
19% operating margln in the first quarter SG&A Increased 40% in the 
March quarter, compared WIth only 3.:tX 1n Oece~ber, and rose to 39 . 7% of 
re v enues , as compared WIth J6 5% In the prior quarter Employment grew 
5 8X or by 346 people In the quarter . Also contributing to 
flrst-quart~r spending were increased finanCing of third-party software 
and field upgrades of demonstratIon eGuipment 

5 Tandem's cash account rose by over $50 million In the quarter, 
augmented by about $13 million of free cash fro. operations, $38 
million of employt:e stock contributions, and a flO-million prepayment 
from a customer At 15% of the latest quarter ' s annualized revenue, 
TOM ' s ratlo of working investment to re v enue (non-cash current assets 
minus non-debt current liabilities / revenues) re~ains among the lowest 
in the computer Industry and reflects the company's continued strong 
asset management Currently, cash represents 34% of total assets, up 
from 27% a year ago Ulth cash Investments returning only about 6X as 
compared with the more than JOY. that TOM earns on ItS basic business, 
thiS trend IS clearly one that management should attempt to reverse 
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Tabl@ 1 
Tandem Computers Inc . 
Consolidat@d Statement of Income 
(Dollars in thousands, expect per share) 

[Part 1 of 2] 

Produc': sale-s 
Servlce :5upport 
Total reVf'nue 

CGS 
Gross p"'ofit 
R&D expt'nse 
SG&A e~p('n5(> 

Total t'xpense 

OperatIng proflt 
Othe-r lnc (exp) 
Pretax prof it 
Taxe-s 
N!'t profit 

Earnings per share
$hares ~ut5tand lnQ 

(0 0 01 

7. of re.enue 
Gross profit 
R&D eK;:;ens e 
SG&A e:t.;:.ense
Operati~9 profIt 
Preta .. ;:-rof1t 
Tax rote 
Net pref'lt 

Second 
1987 

Quarter 
1986 

t;202,010 
40,358 

S242.368 

S84.973 
157.395 
25.867 
96.235 

5122,102 

S35.293 
3.233 

38.526 
16.082 

S22,444 

$0 46 

49.028 

64 97. 
10 7 
39 7 
14 5 

15 .9 
41 7 
9 37. 

514u,I09 
30.218 

S176.327 

S66.254 
110,073 
21.287 
68.788 

$90,075 

$19,998 
2,362 

22,360 
9.950 

S12 ,410 

50 29 

43,385 

62 4;/, 
12 1 
39 0 
11 3 
12 7 
44 5 
7 Or. 

J131 
% Change 

+3S .3r. 
+33 e 

+37 . 5% 

+28 2r. 
+43 0 
+21 .6 
+)9.8 

+35.5% 

+16 5% 
+33 3 
+71 .9 
+61 .0 

+80.7i:: 

+58 6 

+12 9Y. 
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[Pa rt 2 of 2) 
S" Months 3/31 

1987 1986 % Chan9~ 

Product sales $400 , 735 5286 , 402 +39 9% 
Si>rvlCe support 79 . 668 59.986 +32 8 
To t a 1 re- v enue 0480,403 $346,]98 +3S . 7i! 

CGS 5166,391 $132,385 +25 77. 

Gross profIt 314,012 214,003 +46 . 7 
R&D expense 50,182 41.1]4 +22 . 1 
SG&A expense 182.996 133,556 +37 . 0 
Total expense- $233 , 178 $174,690 +33 5% 

Operating prorit $80,834 $39,313 +105 6% 
Other inc (exp) b , 080 4,035 +52 5 
Pretax profit 86 , 914 43,348 +100 7 
Taxes 37,373 19,290 +93 8 
Net profit $49,541 $24,058 +105 . 4Y. 

EOlrn1ngs per share S! 04 .0 56 +a5 1 
Shares outstandIng 

(000 I 47,910 42,781 + I I 9% 

% of r .... enue 
Gross profit 65 4% 61 8% 
R&D e.cpense I 0 5 I I 9 
SG&A expense 38 0 38 6 
OperatIn9 profit 16 . 8 I I 4 
Pretax profit 18 . 1 12 5 
Tax rat~ 43 0 44 5 
Net profit 10 . 3:t. 7 . 0% 

Tandem ' s Emergence As A True Software Company ' 
The Rise of NONSTOP-SOL 

In mid-March, TOM Introduced NONSTOP-SOL, a highly innovative 
database management system that took an estimated 7S man-years to 
de v elop and that Includes more than 700,000 lInes of code AvaIlable in 
the th.rd quarter , for an Jnitial lIcense fee of $4 , 000-8,000, 
NO NST OP - Sal establIshes TOM at the forefront of the software industry 
and represents the vehtcle by WhICh the company hopes to reverse the 
seeml~91y unending downward spiral of industry prIce and performance 
If v ene o rs are unable to create new demand equal to or greater than the 
3nnual price / performance declines that have characterIzed the industry, 
re v enue 9rowth will d@cllne DriVIng thIS steady decline is the 
prolif~ration of .lcroprocessor-based systems that use either 
off-th.-»helf processors (like those from Motorola and Intel) or 
proprletary processors like those produced by TDM . DEC and NCR . ~ith 
the price per transaction fall1ng 20-25Y. a year, co~panles like Tandem 
will have a dIfficult time sustaining annual growth of 15-20%. let 
alone the 30Y. plus growth it no~ enjoys To offset this steady downward 
trend , companies must increase the demand from current users while 
targettnQ new markets in which the levels of hardware saturation are 



SUbstantially l~ss NON-STOP-SOL is on~ of TOM's r~5ponse5 to this 
challenqe. In our opi nion, it 15 likely to be very successful 

NONSTOP-SOL has three key fe.tures that differentiate it from the 
COlnpetltlo n . (1) the abtlity to update distributed databasE's, (2) the 
ability to prote-ct these databases from system faiturf's, and. (3) the 
ability to recover .borted transactions 1n the distributed database 
These features have eluded others, partIcularly IBM ( .... ), which has 
been a le ader in transaction processing The key reason that Tandem has 
succeedrd where IBM and others h.ve failed 15, in our opinlon, the fact 
that Its operating system (Guardian) is a message-based operating 
system, which is consistent with the message-based deSIgn of Sal. IBM, 
howeve .... , uses a la'fered app .... oach with nume .... ous different facillties 
Such .n appro.ch is more cumbersome, resource-intensive, and 
centrallzed (as opposed to distributed) Ironically, only a few years 
ago, TOM was criticized for lts message-based archltecture, WIth man'f 
arguing that future benefits would accrue to vendors like Stratus 
because their systems architectures were better able to take advantaQe 
of decllning hardware prices. While that ma'f have been true a few years 
ago, th. rapid e volution of semiconductor technology and design 
capabilIties has diminished this advantage. Moreover, the key now and 
in the Future will lie In software, an area where TOM 1S demonstratlng 
its clear e_pertlse 

Uith NONSTOP-Sal and expected extensions, TOM 1s now 1n a better 
POSitIOn to sell to larger corporatlons, partlcularly In the 
communIcations, a1rline, and banking industrles {Those markets have 
traditlonally been dominated by IBM, which runs its TPF, or ACP 
facllit1eS on ma1nframes). Historically, TOM has performed well in 
these markets, but its success has been 1n automatlng -' slands" llke 
cash management rather than entire corporatIons We bellev@ that the 
combInation of VLX and NONSTOP-SOL could well start to change that 
tendency 1n 1998 By various est1mates, TOM's competing VlX and 
NONSTOP-SOL cost onl'f 30-40~ of the price of the comparable IBM 3090 
with 092 Furthermore, TOM offers a dIstributed solution With a number 
of unIque features, including fault tolerance 

~ith respect to DEC , the question is whether TOM can overcome 
DEC's current momentum u1th a better mousetrap? DEC 16 e Kpected to 
introduc~ improved verSIons of ItS VMS operat1nQ system as well as new 
clust~r technology, both designed to improve its presence in on-line 
transaction processing (OCTP) In the end, DEC may pro ve to be a 
greater challenge than IBH In any case, NONSTOP is a major pos1t1ve 
for TOM and should prOVIde a solid yehicl. for new mar~et penetratlOn, 
which IS critical if the company is to sustain reyenue growth of 15-20% 
over the neKt fi ve year s despIte steady 20-25~ d~clines in hardware 
pr1ce/performance 

Investment Conclusion 

Selling at 25 times our projection for earnings over the next four 
quarters (an average ROE of 18%), the shares of TOM appear to be fully 
valued. Our valuation models indicate that the shares 9hould be trading 

• 



TABLE 2 

TANDEM COMPUTERS INC . ( TOM) 

[Part 1 or 5J 
EPS ( P ) STOCK- SK VALUE 

n PRETAX NET EXCL HOLDERS' PER SHARE 
; EP SALE; INCOME INCOME ADJUSTED EQUITY ADJUSTED 

77 7 7 0 . 3 0 2 0 01 2 7 0 73 
78 24 3 4 4 2 2 0 10 15 5 0 . 70 
79 56 0 1 0 4 9 0 20 31 5 1 . 26 
eo 109 0 21 10 . 7 0 . 35 70 3 2 34 
81 20a . 4 51 1 26 5 0 72 20 4 e 5 63 
82 312 . 1 46 . 7 29 . 9 0 76 251 0 6 67 
8 3 418 3 50 5 30 8 0 76 311 0 7 86 
84 532 6 56 3 33 2 0 81 375 1 9 24 
as 62' 1 56 4 34 . 4 0 82 420 . 4 1 0 . 1 6 

86 767 . 8 114 5 63 . 8 1 44 534 7 12 1 7 
87E 995 0 198 . 0 1 1 1 . 0 2 27 645 7 13 1 a 
SSE 195 0 222 0 140 . 0 2 90 7a5 7 16 03 

[Part 2 or 5J 

COMMON PRICE 
F Y SHARES DEC 31st REVEN UE PRETAX AFTERTA X 
S EP AOJUSTED ADJUSTED GR OWTH MARGIN MARGIN 

%YA '( % 
77 3 a " 625 • 3% 2 1 % 
7a 22 1 • 125 216 OX 1 8 1 X 8 9X 
79 25 0 7 083 (30 3% 18 1 7- 8. B;.: 
80 30 25 333 94 77- 19 37. 9 S·: 
81 36 . 4 2 7 750 91 2X 2' 57- 12 '" 8 Z 37 6 2£ 375 49 8% 1 5 0% 9 6 % 
83 39 6 35 125 34 0% 1 2 1 7- 7 4 % 
8. 40 6 1 9 500 27 3X 1 0 . 6X 6 . 27-
as 41 4 22 250 1 7 2% 9 OX 5 5% 
86 43 9 34 250 23 07. ,. 9X 6 3i! 
87E 49 0 6 7 500 29 6·' .. 19 9% 11 2% 
ae E 49 0 67 500 2 0 I Y- 1 8 6% 11 7% 

8 



cl05e~ to $&0 than $70. The diffe~ence can be attrlbuted to TOM's 
strong current momentum . Therefore, whIle we commend management for 
theIr Job 1n putting TDM in as good a position as IT 1S in today, we 
see lIttle opportunity for investors to make money 1n the shares over 
the next 6-12 months We remain neutral to negative on this stock 
because ~e believe that the company WIll have to run fast Just t o meet 
etpeCtatIons over the next year . Our fiscal 1987 estimate remalns at 
$2 30-2 ]S per share, and our estImate for fiscal-year 1988 15 $2 . 90 . 



[Part 3 of 5] 

FY EPS 
SEP 'ROUTH P I E PI S PI S ROE ROE / IP / B) 

%YA X X X X Y. 
77 26 2 5 3 6 1 3 5 8Y. 1 6Y. 
7 8 . 00 OX 4' 3 5 • 3 7 23 6X • OY. 
H •• 71. 36 0 5 6 3 . 2 eo CJX 3 7Y. 
8 0 79 7% 71 . 7 1 0 8 7 0 2< OY. 1 n: 
8' 103 8Y. 38 5 • 9 4 8 1 9 3Y. 3 9% 8. 5 6:t. 33 4 3 8 3 1 13 1 Yo 3 . 47-
83 0 0% 46 e • 5 3 . 3 1 1 . 0 r. 2 sr. 
8. 0 6Y. 24 , 2 . , 1 5 9 7Y. 4 6Y. 
85 , 2Y. 2 7 1 e e 5 8 . b% 3 9% 
86 ":"5 6% 23 8 2 8 2 0 1 3 . X • n 
87E 5 7 3Y. 29 8 5 1 3 3 1 S 8Y. 3 77. 
88E 28 OY. 23 3 4 e 2 8 ,9 6Y. 4 . 6? 

( . ) Dollars In m1lllons e)lce-pt per share amo unts 
I • ) Data re-stated Fiscal 1984 e xcludes DI S C benef i t of .9 7 mlillon or 

'0 23 por share 
I , ) AdJusted for sto c k splits . 
I • ) Fe,7e , F88e stock price as of 04 / 19 / 87 . 

• 



[Part 4 or 5) 
RELATIVE ANALYSIS 

P / E P / " ROE ROE / (P / B) RVA 

n TOM /S PIN TOM / SPIN TOM / SPIN TOM / SPIN TOM/S PIN 

77 NM 282 6% 40 . 0" ,. 1 % NM 
78 5 0 1 7r. 497 9Y. 155 Or. 31 9Y. 323 . 7r. 
79 494 8Y. 459 5% 120 . 7Y. 26 3% 401 e% 
80 74S J% 760 . 2% 134 . SY. 17 . 7% 555 . 1% 
81 470 . 5% 4 1 7 . 6% 129 4 " ,. 31 0% 363 7% 
82 279 . 6% 296 3% 1 16 . 4% 40 . 7r. 240 . 1% 
8 3 366 5% 293 . 4% 89 . 4:':: 30 5% 409 . 9% 
8 4 23 3 9Y. 140 . 5% 65 . 8% 46 9% 355 . 4% 
8 5 117 5% 1 17 . 8% 70 . 5% 59 9% 251 . 8% 
86 133 9 % 141. 7% I 15 . 21: 8 1 . 31. 116 . 3% 
87E 159 . 4% 222 . 5% 149 2% 66 6% 107 5% 
98E 144 1 % 196 . 6% 142 . 4Y. 72 . 4% 1 0 1 2Y. 

OVA = ( REL PI E) / (REL . ROE) 

1 < 



[Pa.rt 5 of 5) 

EARNINGS PERSPECTIVE 

EARNINGS PER 

FY 2 3 ( .. ) 

1984 H 24 o. .5 >. 23 

1985 $0 . 34 "0 . 16 $0 .0 6 
XYA 41 . 7/! 220 OX -73 9X 

1986 o. 28 o. 29 "0 . 40 
Y.'fA -17 6" 81 . 3X 566 7Y. 

1987E to . 58(A) <. 46(A) o. 62 
Y.YA 107.1Y. 58 6X S5 0% 

1985E $0.72 o. 60 >0 75 
y'YA 24 . 1 X 30 4% 21 OX 

1 • 1 Cu rre nt quarter 
( A ) • Actual 

SHARE 

4 

$0 . 29 

o. 27 
-6 . 9% 

00 47 
74 1 X 

$0.68 
44 7Y. 

00 80 
17 6Y. 

YEAR 

SO 61 

$0 . 82 
1 8Y. 

S 1 44 
14 7Y. 

'2 34 
62 5% 

'2 87 
22 6" 

11 



TABLE 3 
ANAl Y Sl~ OF OPERATIONS 

[Part 1 of 2] 

TANDEM COMPUTERS (SEPJ 
($ Thc _sands) 

Revl?r,l.I~ s 

Operati ng income 
Ot her 1 j, Com~ 
Pretax 1 ncom~ 
Taxes (+) 

Net Income-

1981 

208,3'n 
~O, 391 
10,707 
5 1,098 
24,549 
26 , 549 

1962 

312,1043 
40 , 708 

6,033 
46,741 
16,885 
29,856 

1983 

0418 , 282 
49,771 

730 
50 , 501 
19,696 
30,805 

(+) FS~ excludes DISC benefit ($9 . 7 million) 

Cash 
Account f; 

recelv.oable 
Inventory 
Gross p ! ant 
Depreciation 
Net pla:'lt 
Other 
Total o :>eratlng 
aS5ets 

Total oissets 
Short t torm de-bt (. I 
Long t."'m d.bt (ft.) 

O.ferr. d taxt!'s 
Total e'ebt 
Stockhoi.de-rs' 

equ It.., 
EmployerS 

Ope-rat 1 rig Margin 
Pret ax '1ar~p n 
Ope!"'a t 1 r,g as~et 
N., . s s.t turn 
Return on 

turn 

operat!ng assets 
Return on n., ass.ts 
Receiva:;ole turnover 
Inventc:"y turnover 
Not plant turns 
DepreCl.tion/ 

Gross ~ 1 ant 
Tax ra t e 

89,806 

70,671 
54,543 
44 , 339 
8,434 

35,905 
5,046 

1 61 , 1 1 9 
255 , 971 

682 
2,054 
8,143 

10 , 879 

204 , 810 
2 , 730 

1981 

19 . 4r. 
24 5% 

75 
19 

33 9% 
29 1 % 

3 68 
5 S2 
8 35 

I 9 Or. 
48 .0% 

24 , 816 

98 , 810 
101 , 335 
107,466 

18 , 080 
e9 , 386 
23,019 

289 , 531 
337 , 366 

2 , 060 
21 , 102 
le , 063 
41 22S 

250 , 9;e 
J , e21 

1982 

13 Or. 
IS 0% 

I 39 
OS 

18 17-
IS 8Y. 
3 68 
4 00 
4 98 

16 8% 
36 . 1% 

93,501 

119.558 
85,920 

132,772 
33,991 
98 , 781 
17,765 

304,259 
415 , 525 

3 , 335 
23 , 957 
23,966 
51 , 258 

310 , 993 
4 , 396 

1983 

I I 9:r. 
12 1% 

41 
I I 

16 8% 
13 4% 

3 . 83 
4 . 47 
4 45 

25.6% 
39 . 0% 

1984 

532,62:0 
Sl,101 
5,183 

56,284 
23,076 
33,208 

106,862 

146,342 
92,375 

191 , 755 
50,253 

141 , 502 
14,792 

380.219 
501 , 873 

15,025 
17. 1 S5 
20.422 
52,602 

375 . 122 
S , 223 

1984 

9 . 67-
10 6% 

56 
I 6 

14 9% 
12 . 3% 

4 01 
5 97 
4 . 43 

26 2% 
4 1 .OY. 

IE 



Debt/Eq,-lty 5 97- 11 47- 1 • 5:t. 15 . 1 /, 

Op&l"atl ng assets/ 
• Equity 0 87 0 99 1 .06 1 00 

Not ass~ts/EqulTY 1 28 1 30 1 . 34 1 34 

Return on equity 1 9 3i': 13 IX " .0Y- 9. ?Yo 

R.venut' Employee 101 ,,4 95 30 1 01 . 81 1 10 74 

Operatll"g profit/ 
EmploYE-e 1 9 .2 12 43 12 11 1 0 63 

Total a!isets/Employ~c 124 3S 103 00 1 01 1 • 10. 35 



TABLE J 
ANALYSIS OF OPERATIONB 

[Part 2 of 2) 

TANDEM COMPUTERS (SEP) 
( $ Thous.nds) 

Revenues 
Operating lncome 
Other income 
PrE'tax il,come 
Taxes (+) 

Ne-t 1 ncome 

1985 1986 

624,138 767,793 
50 ,08 1 105 ,978 

6,269 8,504 
56,350 114 ,48 2 
21,976 50,7' 6 
34,374 63,766 

(+) F8~ excludes DISC b~neflt ($97 million) 

Cash 
Accounts 
receivable 

Inve ntory 
Gross pl!!lnt 
OeoprecICltlon 
Net pl.nt 
Other 
Total operat ing 
assets 

Total a.ssets 
Short t eorm debt (.) 
Long term debt (ttl 
Deferred taxes 
Total dE'bt 
Stockholders' 
equity 

Employees 

Operat1ng MargIn 
Pretax M3rgln 
Op erating oS5et turn 
Net asset turn 
Return on 

operating a~sets 
Return on net assets 
Receivable turno v er 
Inventory turnover 
Net plant turns 
Oepreciation/ 

Gross plant 
Tax rate 

128 ,67 6 

163 , 378 
78 , 962 

241,344 
80,746 

160,598 
20,730 

402,938 
552,344 

7,0<49 
12 , 412 
3~,71S 

52 ,179 

420 , <4 08 
5,494 

1985 

8 Or. 
9 0% 

59 
.18 

12.8% 
I 0 7% 

4 03 
7 29 
4 13 

33 . 5% 
39 . 0% 

239,819 

197 ,658 
64,229 

282,125 
107,103 
175 ,022 
28.297 

<436 ,909 
705,025 

5 ,969 
6,526 

29,828 
42,]2:3 

S]4,680 
5,719 

]-YR 

1986 

I J 8Y. 
14 9% 

83 
22 

25.2% 
18 27-

4 . 25 
1 0 72 

4 58 

38. 0% 
44 . 3% 

TOM 
MOVING 4-QTR 

AVERAGE MOVING 
'84-'86 AVERAGE 

I 0 477- I. 36% 
1 I 50% 17 53% 

1 66 1 89 
I 19 I 21 

17 .65 % 30 98% 
13 72% 21 25% 

4 I 0 4 10 
7 . 99 13 . 09 
4 38 4 82 

32 54% 37 . 68% 
41 43Y. 43 53% 

I' 



• 
• 

Debt/Equity 1 3 2X 9 
Ope-ratIng assets/ 

9X 12 73r. 7 63% 

Equity 0 98 0 ae 0 95 0 95 
N.t assets / Equlty 1 33 1 32 1 33 1 33 R@oturn on E'qUlty 8 6% 1 3 4% 1 0 56;': 15 95% Rev@nue / El'lployeoe 116 48 136 95 121 39 Inc] Mar . Gtr 
OperatIng prefIt/ 

Employee 9 35 1 B 90 12 96 
Total o1S5o?ts/Employee 103 08 125 75 1 1 1 06 

(*., DONALDSON, LUFKIN & JENRETTE SECURITIES CORPORATION MAKES A MARKET 
IN THIS SECURITY, HA5 PERIODIC POSITIONS IN THIS SECURITY IN 
CONNECTION WITH THIS ACTIVITY AND MAY BE ON THE OPPOSITE SIDE OF 
PuBLIC ORDERS EXECUTED ON THE P S E. IN THE STOCK 

15 
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COAPOItAn; 
INFORMA TIOt< C£NlElt 

TANDEM CQRPORATE INFORMATION CENTER 

Copyright 
INVESTEXT/COMPUTERS AND OFFICE EQUIPMENT 

May 11. 1987 

r.nd.m 1& • l.ading suppl1~r of mlnlco~put.r. for tr.n.action 
processing . David Rynne , chief financial officer ; Jerry Dusa, director 
of ~arketin9 ; and Dennis McE v oy, vice president of software 
development; made presentations to our group . 

Revenue 1n fiscal 1986 was $768 million and the pretax margin 
iMprov ed to 15% . For fiscal 1987 the company expects strong revenue and 
earnings growth . Manage~.nt·5 goal is to achieve 16-187. operating 
profit margins (higher preta x ) and if th e year continues to be as 
strong as it has started , the company may reach such goals this year . 
Tandem has $240 million of cash with almost be debt; ~anagement 

be 1 i eV@5 that if t h@ company grows fast er t han 25~ p.r year it will 
ne.d cash . The present cash position me ans the company has no need to 
limit its growth rate in any way . 

Gross margins are benefiting from higher percentage of new 
products (both processor and peripherals) in the ~ix . In terms of 
products , the VL X high end continues to do well while the EXT 10 and 2S 
are doing better than expected . Geographically international continues 
s trong ; it has lfIoved from 307. of total rpvenues to 40~ over a 15-lIIonth 
period . The sales reorganization i s now wpll settled but a sequentially 
slightly down Harch quarter can be expected . 

The current cash position , its should be noted, 15 after buying 
two buildings for .15 million . 

Approximately 457. of Tandem's rev enues are from international 
markets ; the company has 160 locations throughout the world for sales . 
~hile finance remains the largest market for the company (banking was 
about 277. of revenues in the first quarter and other financial 
accounted for lOX of re v enues), manufacturing has been increasing 
siCj1nificantly as a revenue contributor (19X in the first quarter) . 
Telecommunications is a relatively new market for Tandem and accounted 
for about llX of re venues in the first quarter . GTE is one of the 
c ompany ' s largest single accounts . 

Government , particularly state and local governments, is coming on 
as important customers for on-line applications . The company views 
insurance and brokerage firms as important potential markets for its 
products with their transaction orientation . 

According to Tandem, it is increasingly important to be viewed by 
cU5tomers as a provider of solution& . TandeM's Alliance program to 
encour~oe existing third-party software developers to write for Tandem 
computers has b~en very successful . Future partnerships in products and 
technology and perhaps in marketing are envisioned by management . The 



I 

comp.ny'5 90a1 1s to reinforce its leadership position in on- 11ne 
transaction processing . 

Tandem computer architecture 1s the framework for on-11ne 
transaction processing. It provides modular e~pandability. linear 
performance, geographic independence, data integrity and continuous 
availability . Tande.'s NonStop VLX sy5t.~ is designed for high-valu •• 
transaction processing; the base system provides 40 Ell transactions 
per •• cond . Oevelopments in the VLX line can b. expected to us. VLS I 
technology, high-speed f iber optics and a high-speed interprocessor 
bus . 

The Non Stop EXT 10/25 is a compact, low-cost system. Plans call 
for this system to be e xtended downward . In the futur., 90% of the 
eo_ponent. are intended to be user serviceable ~nd th. equipment is 
expected to have dr~matic improvements in reliability . 

New prOducts expected th1s year include new low-end systems 1n 
hardware and SOL query language software for data bases . The low-end 
syst •• s will have more power, dramatically fewer circuit boards and 
floor space. lower cost and fit in an office environment. The ide. i. 
to populate nodes for the network and true distributed processing. 
Industry-standard Sal similarly will make distributed data bases .uch 
more effective . 

In sum. the outlook for Tandem 15 strong . The company recognizes 
that in this industry it is a s •• 11 company and it is imperative to get 
big . Trailing 12 month revenues are up 327.. but we feel this is coming 
off a depressed period and is not a growth rate . The DBl estimates for 
fiscal (September) 1987 are $2 . 30 per share and for fiscal 1988 $3 . 00 
per share . 
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Securities mentioned in this Report 

Company Syrabol Exchange 

Aed.hl (N) 

Nation.1 
Semiconductor (N) 

Comdisco, Inc . 
(N.U.B.~.C) 

Cr.y Res_arch (N) 
Convergent Technologies 

(N. H) 
MAl Basic 

Four (U,V) 
Sun Microsystem5 (N) 
Tandem Computers 

(N. M) 
Atari Corporation 
CMS Enhancements 
Tandon Corporation 

( H ) 
Wys. Technology 
Network Systems 

Corporation (N) 

Novell , Inc . 
Maxtor Corpor.tion 
Quantum Corporation 
Seag.t. Technology 

(N •• ) 

Alloy Computer 
Product 5 (1'1, U) 

Cipher Data Products 
(N) 

AMH ASE 

NSH 

eDO 
eVR 

eVGT 

H9F 
SUNU 

TNDH 
ATC 

ACMS 

TCOR 
UVSE 

NSCO 
NOVL 
HXTR 
QNTH 

SGAT 

ALOY 

CIFR 

NVSE 

NVSE 
NVSE 

OTC 

NVSE 
OTC 

OTC 
ASE 
OTe 

OTC 
OTC 

OTC 
OTC 
OTC 
OTC 

OTC 

OTC 

OTC 

Contest Current 
Price 

3/6/87 

3' 

15 1/4 

27 
127 

10 3/8 

17 
29 1/8 

67 1/8 
25 1/2 

1 1/4 

3 3/4 
28 7/8 

16 5 / 8 
41 1/2 
29 1/8 
33 

35 1/4 

8 1/2 

15 5/8 

Pri ce DBL 
3/19/87 Rating 

37 3/4 N-l 

16 3/8 

26 5/8 
122 5/8 

1 0 

17 1/4 
30 1/2 

70 1/2 
27 1/4 

5/8 

4 
25 1/4 

15 7/8 
40 
29 
31 1/2 

34 3/4 

8 

14 1/8 

N-l 

NR 
N-l 

N-l 

NR 
NR 

N-l 
N-l 

NR 

N-2 
NR 

N-l 
NR 
NR 

N-l 

NR 

NR 

9/H 

s ~ P 500 290 . 66 294 . 08 
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T.nd~m CorporatIon - Company R?port 
DREXEL BURNHAM LAMBERT INCORPORATED - Orr. J U 
04-~1-87 ( RN=707023) 

TANDEM COMPUTERS, INC 
( TOM - $64) 
Second Qu~rter Earnings 
A Llttle Less Than Expected 

Rattln9 
S2-Ueek Range ' 

Neutral-I 
75 114-27 114 

EPS 1986A 
1987E 
l ~ SeE ' 

PrOlect~d 5-year 
9ro..,th rote 

Hark~t proKY RORI 
COlllpany ROR 1 . 
M~rket cycle beta 

Fisc.} yea~ ends September 

POINT OF VIEI,J 

S 1 44 
<2 30 
'3 . 00 

\7 Or. 
2 5Y. 

(1S 5)% 
\ 7 \ 

SharE5 outEt.ndlng 
Dl\lldend None 

PI E 1986A 
1987E · 
193eE -

<;4 . 41( 
28 ax 
21 3x 

Operating return on 
tangible- assets 

Total debt/equlty · 
Pf'turn on eq u ity 
R~invest~pnt rat~ 

49 0 alilliun 
Yleld· None 

21 4% 
2% 

1 I 9% 
11 9% 

Tande~'s ~arnlngs for the ~~c O "d qu~rter ~f fiscal 1967 were a 
llttl~ le~s than we had expected even tho uQh r~venue5 were hIgh er than 
our prOject lorl How~ver , the Increase In ~).~e n ses appears to us to be 
cont r olled and we belie v e the margins will show modest Impro v .m~nt In 
th~ r.malnder of the ye.r We are ma~ln9 no change in our fiscal 1987 
~nd 19S5 estimates at thID time and contInue to rate the stock 
Ne u tra)-1 based on Its current valuatIons 

DiSCUSSIon 

In th~ 5~cond quarter or fIscal 1~8i Tandem re v enue5 increased 
37 SX t o 5242 4 mIllIon compared wtth 5176 J mIllIon a vear ago 
Product re v enues 5howed the bl99~st gaIn, up 41 . 5% from $142 8 millIon 
to 5202 0 million ~his year as servIce and other revenues Increas e d 
=0 2% fr o m S33 6 ~Illion to $40 4 millIon Net Income wa~ 522 4 
milllon or $0 . 46 per share , up 57 87. fro~ $12 4 million. or SO 29 per 
shar • • in the second qu.rter of fIscal 1986 ~lthOu9h revenues were 
~19h~r than ~e had anticipated, n~t income was les; than our 
exp.c~ation due to higher costs related to 5ervic~s revenues and higher 
marketl~g, general and admInistratIve expenses BUSIness continues to 
be stron9. however. and we are makIng no chan9~s in our estImates for 
Tandem at this time 



• 

ProdUCt rev~nu.s beneflTed from ~tronQ processor d~mand 1n the 
a~cond quarter lilternatlonal account~d for 42% of Tandem's revenues 
WIth lnt~rnatlonal revenU~$ up over 47% from a year ago whIle domestIC 
revenues lncr~a5ed more than 30Y. in the quarter Domestic bU5in~5s has 
~~oYn some f1rmin~ in the most recent quarter whlle the rate Qf gro~th 
In EuropF has de~lined somewhat. Tandem has cut some prices overseas 
r~flectinq the Change in the value of the dollar to forei;n currencies 
Japan and the other foreIgn marketq hav~ been strong for the company 
CommunIcations revenues grew 50 .3X, securitIes revenues 63.4% and 
bankIng revenues 64 7Y. in the most recent quarter 

The gross margin on servJces declined In the quarter largely due 
t~ building the service organizatIon particularly overseas. Since th~ 
margIn is 50m~what volume r~lated. It is expected that the gr oss margin 
en services should Increane during the remainder of the year 
Marketing. gener~l and administrative ~~penses Incr~as~d more than 
revenues as thQ c"mpany invested 1n some new prOJects. upgraded some of 
Its demo eqUIpment and funded more software developers 

T~ndem's balance sheet remains extremely strong with cash at ~286 

~illlO'~, l"ng-term debt and capItalized leases at $3 4 million and 
$hareholders' equity of ~634 5 mIllion ($12 94 per share) In the 
s~cond quarter C3plt~1 expendItures were :22 4 ffilliion. the budget for 
the yc~r 15 f70 Intll ion ~xcludlng the pOGsible purchase of bUildIngs 
W~IC~ t~Q co~pany IS currently negotIatIng Empl~v~es Incre~sed by 
~ e~ :n th~ quart~r t~ 6,296 from 5,950 at the end of December Most 
of tn~ i~cred~e wa~ In thp service, mark @ting and R&D organizat Ions , 
the company ~xp~cts to Increase the ~mploye~· count by 19-20% 1n fiscal 
1987 

Qutlock 

With demarJd contl,'ulng to b~ strong. t~e 9rO§5 margin o~ ~ervlces 
lr,~r~~sln9 ~~d more moderat~ 9aln~ in M G , A expenses for th~ res' of 
rlGc~1 19S~ w~ ~re maintaIning our ~arnlng~ estlln~te of $2 30 for the 
f~a- Our preliminary estimate for fiscd! 1988 is ~3 00 which assum~s 
~not~er strong rev~nue QaIn but, more Importantly, a low~r t~X rat& by 
~~out ~ive points We continue to believe our outlook for the company 
15 reflected In the current stock price and we are maintaInIng our 
N~utl'al-l r~tlng on the stock at tMl$ time 
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Second Quarter .nd Full-Y.a" Esti •• ted Earn1ngs Per Share 
Ch.noe. (1) 

Second quarter 1987 
1987 
1988 

Fro. 
'0 . 47 

2 . 35 
2 . 95 

To 
'0 . 49 

(1) Expected to report : April 13th . 

Versus 
'0 . 29 

1 .44 
2 . 35 

Co.ment - Second fiscal quarter &st1 •• t. $0 . 49 versus $0 . 29, up 
62X . The Str •• t i. clustering around estimate. of '0 . 47, 50 we believe 
it would take earnings abov e SO . 50 to move the stock . Anything below 
'0 . 45 would disappoint, but the company is fastidious about avoiding 
down.ide surprises . so we don't look for one . 

~. recently boosted our fiscal 1987 estl.ate by a dl •• and our 
fiscal 1988 outlook by 4S cents . This recogniz8' the .o •• ntum of 
rand •• 's new products, new .ale •• taff, and new •• rkets, which are 
growing TNO"'s revenue line at a clip closer to JO~ than 20% . In 
particular, the company ' s new networking products, workstations, and 
replace.ents sal •• with its $1 .i11ion VLX are hot . land •• sells 
co_puters that deliver r~al productivity gains with good cost controls 
.nd without a lot of co . petition, and analysts keep mo v ing up their 
•• t i •• tes to reflect that success . Gi v en the leverage in landea ' s cost 
structure and its saall revenue base, se veral laroe cont r acts could 
make earn i ngs exceed even our new est i mates . FI986 $1 . ~4, up 75 . 6%; 
F1987E '2 . 35 . up 63 . 2Y.. F1988E '2 . 95 . up 25 . 5X . 

, ! 
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Minicomputer Monthly Revl~w 
(continued) 

T.ble 2: 
Possible Results By Fiscal Quarter for rand •• in F1987 
• in Millions} except per share data 

[Part 2 of 31 

Q1E 02E 03E 04E 
F1987 F1987 F1987 F1987 

( . ) ( . ) ( . ) ( . ) 

Equipment Sales 198 . 7 193 . 0 218.0 237 . 5 
Service Revenues 39 . 3 40 . 0 41 . 0 42 . 5 
Not Sales 238.0 233 . 0 259 . 0 280 . 0 
L.ss : 
Cost of equipment 53 . 6 53 . 6 61 . 2 66 . 7 
Cost of service 27 . 8 28 . 8 29 . 5 30 . 4 
HoIrketing, gene,.a1 , 
administrative 86 . 8 88 . 0 97 . 5 104 . 5 

Research , 
d&velopment 24 . 3 24 . 4 26 . 0 27 . 4 

Interest 
inco". (net) 2 . 8 3 . 0 3 . 2 3 . 4 

Preta. incom. 48 . 3 41 . 2 48 . 0 54 . 4 
Income tax 21 . 3 18 . 1 21 . 1 20 . 7 
Effective 

tox rat. 44 . 0 44 . 0 44 . 0 38 . 0 
Net income 27 . 0 23 . 1 26 . 9 33 . 7 
Earnln9s 

por shoir. 0 . 58 0 . 49 0 . 56 0 . 70 
Averao· share. 

outstanding 46 . 8 47 . 4 47 . 8 48 . 2 
Percent of 5.1.-5 
Equipment 5il1e5 83 . 5 82.8 84 . 2 84 . 8 
Service revenue-. 16 . 5 17 . 2 15 . 8 15 . 2 
Cost of equip •• nt 27.0 27 . 8 28 . I 28 . 1 
Cost of service 70 . 7 72 . 0 72 . 0 71 . 5 
Marketing. general , 

administr.ative 36 . 5 37 . 8 37 . 6 37 . 3 
Research , 

developmClnt 1 0 . 2 10 . 5 1 0 . 0 9 . 8 
Int.r •• t 1 . 2 1 .3 1 . 2 1 . 2 
Pretax income 20 . 3 17 . 7 18 . 5 19 . 4 
Aft.r-tax 

incolII. 11 . 3 9 . 9 10 . 4 12 . 0 

CORPORATE 
INFORMATION CENTr-~ 

C01!POftATE 
,~,~" '(H4 ! . .T'('~ Cf!~rrr-" 
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(Part 3 of 3] 

r. Change-
01 02 03 04 

versus versus versus versus 
01 02 03 04 

( r. ) ( r. ) ( r. ) ( r. ) 

Equip ... nt 5.1 •• 41 . 6 32 . 0 33 . 5 30 . 1 

Service Revenues 32 . 1 32 . 7 9 . 2 12 . 0 

Not Sal.s 39 . 9 32 . 1 29 . 0 27 . 0 

L •• s : 
Cost of equip".nt 23 . 8 29 . 2 40 . 9 41 . 9 

Cost of service 21 . 8 16 . 3 9 . 6 0 . 7 

l'tarke tin9 . general & 
adllinistrative 34 . 0 28 . 0 25 . 8 24 . 7 

Research & 
developlllent" 22 . 4 14 . 4 16 . 6 1 6 . 1 

Interest 
inco •• (net) 67 . 4 27 . 0 55 . 8 40 . 8 

Pretax inco .. e IlO . l 84 . 3 47 . 0 41 . 4 

Incolu tax -328 . 1 -282 . 2 -245 . 3 -222 . 4 

Effective 
t .. rat. 

Not incOllle 131 . 8 85 . 9 48 . 3 56 . 3 

Earnin95 
por share 106 . 0 67 . 9 40 . 6 48 . 8 

Average sharI's 
outstanding 12 . 5 10 . 7 5 . 5 5 . 0 

Percent of Sill •• 
Equ i pltent sale5 0 . 5 -1 . 9 0 . 5 -1 . 9 

Service rev/tnue5 -2 . 3 9 . 4 -2 . 3 9 . 4 

Cost of equip •• nt -8 . 0 -6 . 3 
Cost of service 7 . 1 -12 . 7 
Marketino . oeneral & 
ad.lntstratlv. 2 . 4 -1 . 0 

Re •• arch & 
develop •• nt 3 . 7 -8 . 3 

Intere.t 36.2 -23 . 7 
Pretax income 2 . 8 28 . 2 
After-tax 

inco". 2 . 8 28 . 2 

Not .. : Fiscal rear Ends Sept . 30 . 

E 
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We- recently visited with Tandem Computers (fNDM-70), Digital Equipment (DEC-I 68). Apple 
Computer (AAPL-66), Tolerant Systems (3 pri\'ately-held company) and Banyan Systems (a privately
held company), Below we ha\'e summarized our conclusions stemming from the DEC and Tandem 
visits. 

Tandem: The Most Signil'icant Wave of Demand Hasjust Arrived 
Tandem's s),st('m!" are on th(' C\' (' of t"xperi("ncing a third major wa,l't" of demand in the broad com
m('rd.ll marh·trlact'. MorC' significantly. Ihis wa\'e of demand will be the most prolonged and the 
largl'st that th(· company hal' ex~rienced to date. Simply put. th(" Tandem's archirecrur~ is 
prop€'lling tht" company ah~ad of tht" industry in nrtworking and distributed darabas~ technologit"s, 
which are perhaps the most significant factors in commercial data processing today. 

All three waves of demand for Tandem's systrms stem from tht" way in which the compan) applirs 
multiple procrssors to a single job stream and single- set of data. Tht" first wa\'e of demand stemmt"d 
from th<." "fault-tolerant" nalure- of this architecture. If one processor in a I 0 proc~ssor complex 
failed, tht'n tht" other nine- processors would handle- the workload uninterrupt~d. The second \\'avt" of 
drmand stemmed from the fact that Tandem is the only system in which a customer can add 
procesM>rs and achi~ve linur growth in perfonnance virtually without bound. 

But, it is this third wave of demand which truly shows the visionary nature of th~ Tandem archite-c
tur~. For Tandem is th~ only system with which customers can geographically distribute processors 
and data (much in the way user organizations are dispersed) yet the user perc~iye's that all of the data 
and processing powt"r ate locally attached. This capability underlies the reason that Tandem systems 
ha.\'€' bet"n used in the majority of intelligent, value-added networks implemented in recent years. 

Tandt"m will build on in inht"rent netv. orking ad\·antage when its unveils a major contribution to 
database technology. The company is about to announce its distributed version of the SQL databas~ 
language, which will enable both reading and updatil'\g of data at remote sites, with querit"~ 
originating from any node in the network. In essence, a single copy of the data will exist throughout 
the- system, and will, thrrefor<.", providt" the same data intt"grity as would exist if a single COP) of data 
simply resided on a single mainframe processor. Distributed database systems are transaction pro
cessing applications which naturally lend themselves to Tandem's architecture. 

Tandem will also extend its architectural umbrella to the Unix world with its multiple processor 
"FALCON" system. Tandem has recognized the burgeoning importance of UNIX and willlikel) soon 
unveil a major parallel processor optimized for this environment. 



A M ainstream Vendor 
Anoth~r h~' mark~1 trend bod~s well for Tandem. Recent major wins for the compan~' suggest that 
Tandem's systems are no longer cast in the r~le of a "front-end" to a mainframe or the gateway to a 
net" ork. ,\lultimillion-dollar contracts in recent months at Bank of Tok\"o. Chenolet. First r-:ational 
Bank of Chicago and Te!\.aco illustrate how Tandem is now appropri.atel; chosen for the mainstream 
5~'stC'm it~lr. This more complete role of Tandem system is. in pan, due to the increased customer 
sophistication with regard to computers which has resulted in an increased appreciation of and 
dependence on the Tandem architecture for critical applications. 

Refreshing t he Installed Bas~ 
An additional boost to Tandem's base revenue level is being furnished by a phenomenon not experi
enced b~' the company in the past. Because customers had the capability 10 grow their Tandem s~'stem 
b~' adding additional processors, the compan~' did not chum the customer base when it announced a 
nC'w product. This attribute, of course, was a major marketing advantage \'ersus th~ competition 
which reqUired that the custom~r swap out old boxes when perfonnance upgrades were reqUired. 

No", for the first time we are witnessing a meaningful replacement of Tandem's installed base. This 
repl.acC'menl of the installed base is due to the dramaticall~' impro\'ed price/perfonnance of the VLX 
s~·stem when compa.red .... ;th earlier implementations of the Tandem architecture. For example. 
whil" ITl \'ersion of thl: Tandt'm architecture might yield system!' that CO.!it S40.000ltransaction per 
.!iC'cclOd, tht· Vl~ ('O.!itS ahout half that amount. 

Different Competition 
Be(,.lu.!ie of the nell applications of Tandem's system.!i in net" orking .. nd dinributed computing appli
c.atinm, "f' ar~ 5t'~ing le.!i!> direct competition with Str.ltus Computer (STRA- 35) in .!itrict fauh
tolf'rant applications (wherf' Stratus tends to win in single node en\ironmf'nu). As a result. 
iO\ ("stmena in both stocks art' not mutually exclush~: in fact . ..... e continue to recommend purchase 
of Tandem Computers and Snatus Computer. 

Competition for Tandrm is increasing from Digital Equipment's VAX cluster. The cluster is the 
closest thing in the industT)' to Tandem's networked multiple processor .architeClur~, Toda}. DEC's 
multiple processing system is at a much more primitive lev~1 than Tandrm's system. The VAX,cluster 
does allow for the sharing of disk d rives at the file level. Missing is record le"el sharing (record level 
lockout) and a transaction protection scheme to roll back a transaction to the state that these data 
..... ere in prior to the initiation of the transaction. We believe that DEC is about a year away from 
record-Ie\'ellockout in the cluster, and se"eral years away from transaction protection, 

Reprinted by permission of Bear Stearns, Computer Industry Outlook, March 13, 1987 
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TANDEM COMPUTERS INCORPORATED (NYSE-TDM) $64 

52-Week Market Fiscal EPS Calendar PIE Trend-Line 
Range VaL (mil.) 1986A 1987E 1988E 1987 1988 Growth Rate -- --
$22-,3 $3,138 $1.44 $2.25 $3.00 26 21 25% 

Year Ends: September 31 DJIN: 2337.07 SPIN: 340.13 Note: f 

Revenues (12 mas): $901.8 million Return on Avg Equitlo': 16.4% 
Shares Outstanding: 49.0 million LT Debt/Total Capitalization: 1.3% 
ArmuaJ Dividend: nil Current Yield: nil 

0 Second quarter revenues in line with expectations; EPS slightly below. 
0 Proprietary SQL-compatible database management system announced 
0 Significant low-end hardware systems introduced. 
0 1987 EPS projection reduced due to higher anticipated expenses. 

Second Quarter Results 

Tandem Computers, the leading vendor of fault-tolerant distributed transaction 
processing sys tems, reported fiscal 1987 second quarter results as shown in Exhibit l. 
Revenues of $242.4 million increased 2% sequentially and 37 % year-to-year. Gross 
margins of 64.9% decreased slightly from 65.8 % in the first quarter owing in part to a 
buildup of the company's service organizationj product gross margins remained 
sequentially flat. Operating expenses grew 10% relative to first quarter levels due to 
accelerated hiring. Headcount now numbers 6,296, up from 5,959 at the end of 
Decemberj an increase of 18-20% in the work force is planned for 1987, compared with 
4% in fiscal 1986. Owing primarily to the sharper than expected increase in MG&A 
expenses, reported EPS of $0.46 were slightly shy of our projected $0.50; however, these 
results represented a dramatic improvement relative to the $0.29 reported for the year-
ago second quarter. 

Demand remained strong across the company's product line, particularly for the 
high-end NonStop VLX system. Domestic reVEflueSJ 31% above year-ago levels, 
represented 57% of total second quarter sa1es-a proportion in line with recent 
quarters. However, the composition of international business shifted relative to the first 
quarter, as increased demand from the Pacific Basin (1496 of second quarter revenues) 
compensated for slightly weaker European sales (29% of revenues). Overa1~ 
international business grew 48 % year-to-year. Managem ent reported significant new-
account activity in both the United States and Japan; 53 new-name accounts were signed 
during the quarter. 

L 
It 1981 Copyright Hambreeht & Quist Incorporated. All rlght~ reserved, f-The informalion contained herein is based on sources beUe~ed to be reliable, but is neither aU-inclusive nor guaranteed by our firm 

Opinions renect our Judgment a l this lime and are subject to change_ In the cours.e of our re&?lar business, '"e may be lon, or short 
In the securities mentioned, and may ma!::e purchases andlor sales of Ihem hom lime to lime In Ihe open markel or otherWIse. 



Exhibit 1 

S~OOND OUARTER R~~~TS YR-TQ-OATE: 6 MONTHS 
3/31,87 3/31,86 X eHG H&Q EST 3/31/87 3/31186 " tHG 

Revenues (Hi! l) S242.4 "76.3 '" $238.0 $480.4 S346.4 '" Pretax Income (Hi l 38.5 22.4 n 48.4 M.' 43.3 101 
Net Inc:o.e (Mill) 22.4 12.4 " 23.5 49.5 24.1 1,. 

earnings per Share 0.46 0.29 60 0.50 1.03 0.56 04 

Average Shares(Hit 49.0 43.4 13 47.0 47.9 42.8 " 
Gross Marilin 64." 62.41 6S.!X 65.4" 61.81 

Operating Mafllin 14.6 11.3 19.1 16.8 11.3 

Pretax Ma,gln 15.9 12.7 20.3 18.1 12.5 

Tlx Rate 41.7 44.5 44.0 43.0 44.5 

Net Marilin .. , 7.0 11.4 10.3 6.' 

Sales in the banking, telecommunications, and brokerage markets were particularly 
strong, representing 22%, 14%, and 9% of the quarter's revenues, respectively. Year-to
year, banking revenues grew 65%; telecommunications, 50%; brokerage, 53%; and 
manUl8cturing, 40%. Major contracts announced during the quarter include Bank of 
Tokyo ($16.5 million over two years), J.C. Penney, Colonial Penn Group, and the U.S. Air 
Force (the last through primary contractor Litton.) Tandem also annOWlced an 
agreement with Boeing for joint marketing and support of systems used for certain 
manufacturing and communications applications. 

New-Product Introductions 

In March, Tandem announced NonStop SQL, a proprietary SQL-compatible 
relational database management system (DBMS) promiSing significant on-line 
performance advantages relative to other currently marketed SQL-compatible DBMS 
offerings. Fully integrated into Tandem's proprietary GUARDIAN operating system, 
NonStop SQL will run on all Tandem NonStop hardware systems and is scheduled for 
general availability in the third calendar quarter of 1987. Tandem will continue to offer 
updated versions of its ENCOMPASS DBMS. 

Earlier this week, Tandem Wlveiled significant new additions to its hardware 
product line that are aimed at extending the company's low-cost offerings for distributed 
processing networks. Based on proprietary CMOS technology and fully compatible with 
Tandem's existing NonStop processors and GUARDIAN operating system, the new 
NonStop CLXs are targeted for use as network nodes in distributed processing 
applications. The CLX features a high degree of user serviceability (processor boards 
and disks are removable), as well as a much smalla' footprint than the NonStop EXT
attained in part through the use of smaller form factor peripherals and the consolidation 
of Tandem's NonStop processor system onto two boards (achieved through advanced 
Cl\10S silicon compilation). The fault-tolerant two-, four-, and six-processor CLX 
models (excluding software) range in price from $85,000 to $240,000; an entry-level, non
fault-tolerant, single-processor configuration (excluding software) lists for $39,900 in 
quantities of 25-39 units or $57,000 for single Wlits. The minimum price for a bundled 
fault-tolerant CLX system is approximately $85,000. 
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Exhibit 2 
TANDEM COMPUTERS INCORPORATED 

NonStop Processor Line 

CLXl610 CLXl620 CLXl640 CLX/660 EXT TXP VLX 

Technology CMOS CMOS CMOS CMOS TTL TTLECLmL 
First shipm ent 2Q88 4Q87 lQ88 2Q88 3Q86 4Q83 2Q86 
Processors/system 1 2 4 6 2-4 2-16 4-16 
Entry price ($000)" 65,3 101,5 194,0 289,5 98,S 330 1,000 

Main memory (mb) 4-12 8-24 16-48 24-72 4-16 4-16 32-64 
Disk storage (mb) 290 290 580 870 256 256 2,700 

• Represents singl~unit quantities; includes GUARDIAN software 

Tandem also introduced its non-fault-tolerant, 32-bit LXN multiuser system, the 
company's first system running the UNIX V.2 operating system. Based on hardware 
supplied by Altos, the LXN incorporates Tandem-added high-integrity features, including 
mirrored disks, an automatic restart capability, and an optional uninterruptable power 
supply. The LXN systems will serve to address those customers interested in distributed 
computing and the emerging UNIX software standard. (Offering significantly fewer 
proprietary features compared with Tandem's NonStop line, the LXN, we believe, will 
play less important a role than the CLX in Tandem's near-term low-end marketing 
strategy.) Pricing starts at $18,012 per system for purchases of 25-39 systems; single 
units are available for $23,700. The LXN system is available for immediate shipment; 
Tandem is expected to announce the first large LXN order next week. 

Outlook and Recommendation 

Management reports sustained healthy product demand in both domestic and 
international markets. Significant new software introductions, particularly in the 
networking and application-enabling area, are expected later this year. Tandem's share 
price dropped upon the release of second quarter results despite the company's having 
achieved or moderately exceeded its stated financial objectives; consensus Street 
expectations had anticipated an upside "surprise" similar to that of recent quarters. 
Based on the company's stated intention to hold operating mar:Jins at 16-18% owing to 
additional hiring and investment in new-product programs, we have revised our fiscal 
1987 EPS estimate to $2.25 from $2.40 on an unchanged revenue projection of $1.017 
billion. Without managem ent guidance, we have maintained our preliminary fiscal 1988 
projections at revenues of $1.25 billion and EPS of $3.00. Tandem stock may be held for 
long-term gain. 

Note: Tandem stock is now listed on the New York Stock Exchange under the 
symbol TDM, 

NOTE (f) Options are available on this issue. 
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fiscal: september 

REV 
S 

YR-TO'YR 

REV CHG , 
GROSS 

NARGIH , 
OPER 

INCOME 

S 

TANDEM CXMPUTERS 

SALES AND W)l I NGS IO)EL 

($ in thOUlendl, except EPS) 

OPER 
NARGIH 

X 

PS, 
S 

par 
HARGIH 

I 

TAX 
RATE 
I 

NET 

MARGIN 

I 

EPS 

S 

JC 
D4/16187 

YR'10'YII 

EPS CHG 
I 

SHARES 

.----_ .......... -_._ .................................................................................... ...................... . 

1984· lQ 

20 
30 
4Q 

YEAR (A) 

1985·1Q 

20 
30 
4Q 

YEAR (A) 

1986·10 

20 
30 
4Q 

YEAR(A) 

1981-1QA 

20A 

30' 
4Q, 

126,369 
111,236 
141,924 

153,090 

532,620 

159,653 
146,489 
144,165 
173,831 

624,138 

170,061 
116,327 
200,853 
220,552 

167,793 

238,035 
242,368 
264,000 
287,500 

YEAR (E) 1,031,903 

1988 (E) 1,250,000 

9ALAHCE SHEET 

Asseu: 
Cash , E~ivalents 
AccOU'\ts Receivable 
lnonotories 
Other Current Assets 

TOTAL CURRENT ASSETS 

PP&E 

Other Asseu 
TOTAL ASSETS 

'41 
"X ,.. 
'" 
'" 
'" ", 
'" '41 

", 

" >OX 

'" '" 

4 .. 

'" 31X , .. 

60.11 16,878 
51. 51 2,006 
59 .3X 14,342 
58 .6X 11,111 

5!.9X 51,101 

57.1X 22 , 509 
56 . 21 9,703 
55.41 540 
58.71 17,329 

51.01 50,081 

61.11 19,315 
62.41 19,998 
65 .01 30,601 
65 .01 36,064 

63.51 105,978 

65.ax 45,541 
64.91 35,293 
66.31 47,118 
66 .91 35,293 

341 66.01 180,914 

211 66.41 234,306 

.,86 3/87 

239,819 285,529 
197,658 234,151 
64,229 77,248 
17,505 22,476 

519,211 620,004 
175,022 209,643 
10,792 14,942 

705,025 844,589 

Liabilities' Stockholders E~lty: 
Current Liabilities 133,991 171,515 
Long Ten. Debt 6,526 8,449 

Deferred 
Stockholders Equity 

TOTAL LIAS' S/E 

29,828 30,088 
534,680 634,5]7 
705,015 844,589 

13.41 17,954 
l.ax 3,148 

10.11 15,585 

11.71: 19,597 

9.6% 56,284 

14.1X 24,397 
6.6X 11,276 
0 .4% 1,838 

10.01 18,839 

8.01 56, 350 

11.41 20,988 
11 .31 22,360 
15.21 32,655 
16.41 38,47'9 

1l.ax 114,482 

19.11 48,388 
14.61 38,526 
17 .ax 50, 618 
12.31 56,463 

14.21 

,.'" 
11.01 

12.ax 

10.61 

15.31 

7." 
1.31 

10.ax 

.... 
12.31 
12.71: 
16.3X 
11 .41 

14.91 

20.]1 

15 .91 
19.21 
19.6X 

44.OX 10,054 

37.3% ',974 
40.6% 9,150 
39.1X 11,~ 

41.01 33,208 

42 . 5X 14 , 028 
39.3X 6, 841 

'29.91 2,388 
41.01 11 , 117 

39.OX 34,374 

44 . 5X 11,648 
44.5% 12,410 
44.5% 18,124 

43.91 21,584 

44.3X 63 , 766 

44.OX 27,097 
41.71 22,444 
43.01 28,852 
43.OX 32,184 

17.51 193 , 994 18.ax 43.01 110,517 

16.71: 248,306 19.91 37.5X 155,191 

QUARTERLY RATIOS 

Return on Sales 
lIeturn on Assets 
Return on Equity 
R&D/silies 

Oays DIS A/R 
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T~nde. Computers In c . - Co.pany Repor t 
FIRST BOSTON CORPORATION (TH E ) - Peterson, M.S . 
01-21-87 (RN=701414) 

Tandem Computers Inc . TN OM 

CORPOllAlI 
rNFOlMAlJON CIMDt 

T~ndem Reports au~rt~r; R~1s1ng 1987 and 1988 Numbers ; Opinion : BUY 

PriC9- (I 

1 / 19/87 
50 1988E 

1987E 
1986A 

COIllIDon Shares 
Market Value 

Earnings (2) 
Per Share 
02 . 45 

2 . 15 
1 . 44 

46 . 2 mil 
$2 . 3 bil 

Book Value / Share S10 . 10 

PIE 
RatiOS 
20 . 4X 
23 3 

o1v'd 
Yield 

S2-l.Jeek 
Price Range 

50-21 1/4 

L . T Debt as % Total Capital 
Return on Avg . EqUity 

4 9% 
8 . 2% 

17% Est Future EPS 5 Yr Growth Rate 

( 1 ) 
(21 

On 1/19 / 87 the DJIA closed at 2102 . 5 and the S&P 400 
Fiscal year ends September 30 . Previous estimates : 
1987 = 02 . 00 

at 302 2 
1988 = $2 . 35; 

On January 19, TN OM announced a DEC-Ilke quarter : $238 million in 
revenues. up 40Y. over last year's '170 m1l110n , with SO . 58 in earnings 
per share, up 107% over SO . 28 . The numbers told the story : 

* Unlike DEC . which had year-over-year operating efficienCies that 
delivered a gross-margin extravagan~a , TNDM found its earnings .ainly 
from .bove-expectation revenues All the line item~ - COGS , R&D and 
SG &A - were down proportionately . Both equipment and serviCe sales were 
strong, up 42% and 32%. respectively . 

* Domestic 5ales were up 33Z, and international was up SOy. . This 
underlines the power of TNDM's sales reorganIzatIon and strong product 
cycle at a tim. when IBM's European story suffers . 

~ The company Signed a $7 million order on December 31 to supply 
General Motors with a Chevy dealer network . ThiS was the largest 
Single deal in TNDH's history . Glven TNCM's leverage, thlS order, if 
seen as pure contribution, probably added $0 12-0 . 14 per share to the 
bottom line . Uithout It, TNDM's quarter would have been more like 
SO . 44-0 . 46 - still above expectations , but not so o v erpowering . 

Looking forward, the company refuses to admit to an upturn In 
domestic orders . Even without the GM order, however, domestic sales 
would have been up JOX . Therefore. we view management's caution as 
largely a legaCY of their 1983 revenue-recognition problem . l.Je agree 
that TNCH's emphasis on bigger-ticket orders leaves it vulnerable to 
more volatility quarter-to-quarter . 



However, the TNOM story st111 has several quarters of visibIlIty. 
50 we are not prepared to stop buying in here in a bull market . Ue are 
r~ising our fiscal 1987 number from $2.00 to $2.15 and our fiscal 1988 
number from $2.35 to $2 . 45 . We look for a target price around $55. Ue 
would not be surprised If some analysts moved higher but we think that 
the f.ct that the gross margln didn't improve even more given the sales 
boost could mean a mix shift toward smaller, less-profitable systems . 
This is what we'll be monitoring over the next two quarters . 

January 19. 1987 closing prices : 
Digital Equipment (DEC) 143 IBM (IeM) 125 1/ 4 

General Motors (GM) 70 

N . B .: The First Boston Corporation has , within the last three years, 
ser~Qd as a manager or co-manager of a public offering of securities for 
General Motors and IBM . The firm ma~e5 a primary market in lssues of 
Tandem Computers . 
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Tandem Reports Quarter; Raising 1987 and 1988 Numbers; Opinion: BUY 

Price (1) 
1/19/87 
50 1988E 

1987E 
1986A 

Conunon Shares 
Market Value 
Book Value/ Share 

Earnings (2) 
Per Share 
$2.45 

2.15 
1. 44 

46.2 mil. 
$2 . 3 bil. 

$10.10 

PI E 
Ratios 
20 . 4X 
23 . 3 

Div'd 
Yield 

52-Week 
Price Range 

50-21 1/4 

L.T Debt as % Total Capital 
Return on Avg . Equity 

4.9% 
8.2% 

17% Est. Future EPS 5 Yr. Growth Rate 

(1) 
( 2 ) 

On 1/ 19/87 the DJIA closed at 2102 . 5 and the S&P 400 
Fiscal year ends September 30. Previous estimates : 
1987 = $2.00. 

at 302 . 2 
1988 = $2.35; 

On January 19, TNDM announced a DEC- like quarter: $238 million in 
revenues, up 40% over last year ' s $170 million, with $0.58 in earnings 
per share, up 107% over $0.28. The numbers told the story: 

* Unlike DEC, which had year-over-year operating efficiencies that 
delivered a gross-margin extravaganza, TNDM found its earnings mainly 
from above-expectation revenues. All the line items - COGS , R&D and 
SG&A - were down proportionately. Both equipment and service sales were 
strong, up 42% and 32%, respectively. 

* Domestic sales ~ere up 33%, and international was up 50% . This 
underlines the po~er of TNDM's sales reorganization and strong product 
cycle at a time when IBM's European story suffers. 

* The company signed a $7 million order on December 31 to supply 
General Motors ~ith a Chevy dealer network. This was the largest 
single deal in TNDM's history. Given TNDM'S leverage, this order, if 
seen as pure contribution, probably added $0.12-0.14 per share to the 
bottom line. Without it, TNDM's quarter would have been more like 
$0 . 44-0.46 - still above expectations, but not so overpowering. 

Looking forward, the company refuses to admit to an upturn in 
domestic orders . Even without the GM order, however, domestic sales 
would have been up 30%. Therefore, we view management's caution as 
largely a legacy of their 1983 revenue-recognition problem . We agree 
that TNDM's emphasis on bigger - ticket orders leaves it vulnerable to 
more volatility quarter-to-quarter. 
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However, the TNDM story still has several quarters of visibility, 
so we are not prepared to stop buying in here in a bull market. We are 
raising our fiscal 1987 number from $2.00 to $2 . 15 and our fiscal 1988 
number from $2.35 to $2.45. We look for a target price around $55. We 
would not be surprised if some analysts moved higher but we think that 
the fact that the gross margin didn't improve even more given the sales 
boost could mean a mix shift toward smaller, less-profitable systems. 
This is what we'll be monitoring over the next two quarters. 

January 19, 1987 closing prices: 
Digital Equipment (DEC) : 143 
General Motors (GM): 70 

IBM (IBM) 125 1/4 

N.B.: The First Boston Corporation has. within the last three years, 
served as a manager or co-manager of a public offering of securities for 
General Motors and IBM. The firm makes a primary market in issues of 
Tandem Computers . 
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[Graphical Material Omitted: Chart] 

Summary and Recommendation 
We recommend purchase of Tandem Computers. 

Tqndem Business 
Inf mation Center 

We believe that Tandem yill displace many traditional computer 
vendors and become one of the major, surviving computer companies. 
Although Tandem has historically been associated with a limited market 
niche -- fault-tolerant systems -- we think that Tandem's unique 
computer architecture makes it better suited for the broad, mainstream 
commercial market . In short, investors will think of Tandem along side 
of other mainstream, successful companies such as Digital Equipment 
(DEC - 86) and IBM (IBM - 14B). 

Although ~e describe Tandem and the superiority of its computer 
systems in this report, we have not stressed fault-tolerance as have 
other reports on the company. While fault-tolerance is certainly a ke y 
feature of Tandem's machines, it is only one of many architectu r al 
advantages that makes Tandem's systems more suitable than traditional 
mainframes and minicomputers in the commercial marketplace. 

Reasons to purchase shares of Tandem Computers are: 

* Tandem's computer architecture should enable the company to 
steadily gain market share at the expense of traditional computer 
vendors. This architecture enables users to: I} physically and 
geographically distribute processors and data throughout their 
organization, yet perceive a single system image; 2) expand the 
performance of their systems in a much wider range than found in 
traditional computer designs; and 3) experience 100% up-time, a feature 
that has become a requirement as computers become a part of customers' 
own product offerings, rather than the historical overnight data 
processing use of computers . 
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* The advantages of Tandem's architecture should attract more 

third-party software; the availability of third-party software can make 
or break a computer hard~are vendor. 

* Tandem has more earnings leverage potential due to margin 
improvement than practically a ny other vendor in the industry, Such 
margin improvement would come from a reduction in Tandem's high 
SG'A/Revenue ratio (42%) as the average selling price of its systems 
rise from $250,000 to more than $500,000. 

Valuation 

We believe that Tandem's market share gains coupled ~ith long-term 
margin improvement viII result in 20\-25% annual earnings growth for 
the next several years. Tandem's PI E appears to be too lov; we believe 
that this growth justifies a PIE with a substantial premium to the 
market. Furthermore, as investors recognize that Tandem yill break 
a~ay from the traditional minicomputer croyd, its PIE should be 
decoupled from others in the group. That is, ~hile the shares of Data 
General (DGN - 391, Prime (PRM - 191 and Wang (WANB - 171 viII trade 
relative to their individual product cycles and the overall capital 
spending environment, Tandem should continue to groy at a steadier and 
faster pace due to its impending market share gains. Investors should 
reyard consistent growth in Tandem, much as they have embraced the 
stocks of Digital Equipment and Cray Research (CYR - 90). 

Risks 

There are several risks to investing in Tandem: 

* IBM has recognized the gravity of Tandem's market share inroads 
to date and has sought to plug the hole in its product line by 
aggressively marketing a computer produced by Stratus, a fault-tolerant 
vendor. 

* Tandem has historically ignored start-up competitors until they 
have made a meaningful inroad into its marketplace. This vas the case 
with Stratus and it appears to be repeating itself with one significant 
start-up, Tolerant Systems . Such overconfidence has also led to several 
earnings disappointments. 

* Capital spending for computers remains soft with industry-wide 
domestic orders about 15\ belay 1985's depressed levels. In addition, 
the stock has experienced a run-up over the past fey months due to a 
good second-quarter fiscal 1986. 

Market Environment: Consolidation 

The current period of computer industry consolidation is the basis 
of yet another reason to ovn stock in Tandem. With the competitive 
position of many mature computer companies challenged by substantial 
industry-vide overcapacity and a slowdown in industry grovth, many such 
vendors are seeking new ways to rejuvenate their businesses. As well, 
Tandem possesses an off-balance sheet asset, namely, the lock-in of its 
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customer base. We believe that an acquisition-rich environment will 
emerge as mature vendors whose competitive positi on has been eclipsed 
~ill seek to acquire those companies vhich ovn or are gaining market 
share. Since ~e believe that Tandem viII emerge as one of those few 
surviving and thriving computer companies due to the advantages 
inherent in its computer architecture, Tandem represents one of the 
most desirable properties. 

Tandem's Architecture: The Commercial Mainstream 

Ultimately. it ... ill be Tandem's computer architecture (*) that 
will enable it to grow while others in the computer industry stagnate. 
In short, we believe that Tandem should be a core holding for investors 
wishing to have exposure to the computer industry. Tandem vill likely 
gain market share at the expense of some of these established vendors 
because its unique product architecture will enable it to perform 
commercial applications substantially better than traditional 
computers. 

(*) Computer architecture refers to the machine's design, particularly 
its instruction set (add, subtract, multiply, divide, etc), memory 
organization and inter-processor communication. Strictly speaking, a 
machine's Functional Architecture is defined to be the programmer's 
viey of the machine (instruction set, register layout, addressing 
modes, etc.). The Design Architecture, also referred to as machine 
organization refers to how the vendor implements its programming, o r 
functional architecture. For example, IBM's 3090 and 4300 both 
incorporate the System/ 370 Functional Architecture. However the 
implementations are very different, both in terms of materials 
technology (semiconductors and packaging) as well as in the 
incorporation of machine resources (i .e., cache memory, pipelining, 
etc. ) . 

We believe that most great computer companies can t race their 
success to their advantages in computer architecture. Such 
architectural successes include IBM's mainframes, Digital Equipment' s 
minicomputers and Cray Research's supercomputers . For example, IBM' s 
decision in the early 1960s to offer a single mainframe architecture 
(the System/360) eliminated the need for customers to re-write their 
programs each time they moved to a more powerful machine. This 
architectural concept was so appealing that IBM soon dominated the 
mainframe market. In the case of Digital Equipment, its single, focus ed 
architecture enabled it to sustain its recent margin improvement as 
yell as extend its product line to a performance range beyond 
traditional minicomputers. Finally, Cray Research's key advantage IS 

how it organized its machine to achieve the highest performance, 
without developing its own fast semiconductors. 

A Long-Term Proprietary Advantage 

Tandem's architectural innovations (described belo~) represent a 
long-term proprietary advantage for the company -- it is virtually 
impossible for other vendors to incorporate Tandem's architecture in to 
their systems ~ithout departing from their own locked-in installed bas~ 
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('the only company that has been able to incorporate a Tandem-l ike 
architecture while maintaining compatibility with their installed base 
has been NCR ) . Because Tandem conceived its architecture at least 10 
years later than most mainstream players in the industry, it could make 
a clean break with the past, something that established vendors could 
not contemplate. Thus, advantages in computer architec ture actually 
represent as significant a proprietary advantage as advanced 
semiconductor technology. In fact. all vendors ult imately gain access 
to the latest semiconductor technology ~hen it reaches the merchant 
market. However. mature companies ~ill not be able to incorporate 
architectural innovations vhile preserving their installed customer 
base. 

Tandem's Architecture 

Distributing Programs and Data 

Simply put, Tandem's architecture enables customers to do things 
that cannot be done effectively on other vendors' systems -- vith 
Tandem computers users can physically distribute data and programs 
throughout their organization. Yet, the user perceives the image of a 
single system -- transparent to the user, the operating system fetches 
and stores data at remote sites if needed. The user perceives the data 
to be local. It is Tandem's underlying operating system, and special 
machine-to-machine ftmessaging" instructions ( not found on conventional 
machines) that provide this capability. 

Note, it is possible to tie together geographically dispersed 
on-line users vith conventional computers. Typically, this is done by 
connecting each computer terminal via its ovn telephone line to a 
centrally-located computer. In an era of rising telecommunications 
costs, such arrangements are becoming more impractical. 

The importance of being able to physically distribute processors 
and data becomes apparent vhe n one realizes that businesses and their 
employees are geographically dispersed, yet it is desirable to maintain 
only a single copy of important data. Consider the problem of 
allocating airline seats from any of 20,000 travel agent locations. 
While it is imperative not to allocate the same seat at different 
locations, it is desirable to alter the data from any location. In 
older systems, each travel agent and ticket counter vas tied into where 
the data resides (at the a irline's central computer) , We think that the 
airline industry represents one of the biggest opportunities for Tandem 
over the next fe~ years (in fact, sources suggest that Tandem is on the 
eve of announcing a major airline reservation contract). 

Expandability Without Degradation 

The second competitive advantage afforded to Tandem because of its 
unique architecture is the ability to construct high-end systems 
vithout the kind of capital requirements of traditional mainframe 
development. That is, Tandem can achieve higher performance levels than 
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conventional mainframes , yet use off-the- s helf s emiconductors. In 
Tandem's latest machine, the VLX, the company us es the l a t e st EeL gate 
array available in the merchant market, but achieves performance levels 
greater than mainframes using proprietary technology ( s ee below) , 

Unlike teday's mainframes. Tandem's machines do not experience 
performance degradation vhen multiple processors are strung together. 
In traditional mainframes, the only yay multiple processors can be 
linked together (while maintaining an image of a single machine) is for 
the processors to share main memory. A problem arises with shared 
memory design because only one processor can access memory at the same 
time, leaving other processors idle. This memory contention (or 
~bottleneck~) problem results in severe performance degradation for 
conventional multiprocessor mainframes. In contrast, Tandem's computers 
have no such bottleneck. Since each CPU has its o~n memory, a Tandem 
user can achieve a linear groyth in performance by adding processor 
modules to the system. If data residing in another machine's memory 1S 

desired, special -message instructions ft (transparent to the user) 
fetches the data from the other processor (Chart I) . The other 
processor and data can be located a long distance from the requesting 
processor. 

[Graphical Material Omitted: Chart I - Conventional System/Tandem 
System) 

For example, in IBM's largest system, the four-processor 3090 
Model 400, the user does not get the full performance of each 15 MIPS 
engine -- instead of obtaining 60 MIPS in performance, the total system 
delivers computing po~er closer to 50 MIPS. Tandem's VLX system, in 
contrast can string together 16 of its 4 MIPS VLX machines and achieve 
64 MIPS with no degradation. Because transaction processing systems 
typically involve the many small jobs they each run for a short period 
of time on its own processor, numerous small processors do the job as 
well as fewer large ones . In a sense, Tandem's systems are really a 
form of parallel processing for the commercial world. 

The importance of linear performance expandability is better 
understood by realizing that on-line transaction processing systems 
tend to groy as the customers' business grows. This stems from the fact 
that interactive/transaction processing systems generally form the core 
of the customers' own product offering -- the computer becomes part of 
the customers' competitive repertoire. For example, major stock 
exchanges use Tandem systems for order execution and reconciliation 
(SIAC has over 100 Tandem processors in a single site). With the 
burgeoning transaction volumes of recent years, such expandability was 
a necessary requirement for the system. 

Finally, the President of the Tandem Users Group, an independent 
association, informed us that customers are now purchasing Tandem 
systems more for their expandability than for fault-tolerance. 
Ironically, IBM's fault-tolerant system is manufactured by Stratus 
Computers and does not have the expandability of Tandem's system. IBM 
may have misperceived customers' attraction to Tandem systems. 
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Fault-Tolerance 

While the fault-tolerant feature was responsible for Tandem's 
e arly growth (driven by ATM networks where Tandem noy controls 60% of 
the market), we contend that fault-tolerance is really a by-product of 
Tandem's design . Because Tandem's systems are comprised of mUltiple 
processors running in parallel, the failure of a single engine does not 
interrupt the entire workload. Moreover, before each disk read or 
write, the transaction is Mcheck pointed,ft or recorded such that if a 
failure does occur, the transaction can be rolled back and resumed on 
another processor. Our survey suggests that more than half of Tandem's 
sales today are driven by factors other than fault-tolerance. While 
Tandem's product technology and market acceptance have been recog nized 
by IBM as a real threat leading it to incorporate Stratus' 
fault-tolerant system in order to fill a hole in its product line, IBM 
appears to have missed the true significance of Tandem's architectural 
advantages. 

Products and Shipments 

To date, there have been four implementations of the Tandem 
architecture (Table I). 

Table I . 1986 Shipments of Tandem Products 

Hodel ASP Revenue Un its 
S \ \ 

TXP 450,000 75 50 
NS 250,000 15 20 
EFT 150,000 10 30 
V~ 1,000,000 20 10 

Tandem's ne~est and fastest machine, the VLX <introduced in April 
1986), has met ~ith strong acceptance. We believe that the company is 
sold out of VLX's for the year and Yill be pressed to increase 
production volumes leading to a strong fiscal fourth Quarter (ending 
September 30, 1986). 

Yet, only a small fraction of the existing customer base surveyed 
by Bear Stearns indicated that they vould migrate to the VLX 
immediately. For existing customers, the performance expandability of 
their current TXP and Non Stop systems dampens their need to migrate to 
Tandem's ne~est machine (yet nearly three-fourths of customers 
interviewed noted that they would undergo some form of performance 
increment over the next 12 months). Interestingly, the customers for 
the Sl million VLX are in nev accounts, such as Federal Express' 
ZapMail and Chrysler's communication network. We believe that the 
demand at new accounts for the VLX systems, with performance starting 
at 50 transactions/second (on par Yith IBM's 3090 mainframe at three 
times the cost), ~ill supply 25% of Tandem's revenue in fiscal 1987 . 

One final important aspect of the VLX -- ve believe that this 
product has a yet-to-be-revealed performance upgrade already built into 
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the initial product. That is. despite the fact the VLX uses the EeL 
chip technology, which is faster than the TTL used in the older TXP, 
Tandem announced the product with the same cycle time (83 nanoseconds) 
as its predecessor. The reason for this was that the VLX uses the same 
I/O controller circuitry and memory as the TXP. Should Tandem cast 
these peripheral logic cards into EeL as well, we believe that the 
machine could operate at nearly half the cycle time (or twice the MIPS 
rate). This built-in upgrade will enable Tandem to introduce faster, 
field upgradable models down the road. The gross margin of the system 
viII likely improve as Tandem will price its product in relation to the 
higher terms of performance, yet its COSts Yill remain the same. 

Customer Profile and Survey of Users and Soft~are Developers 

We recently intervie~ed 15 Tandem end users and six Tandem 
soft~are houses. Half of the customers noted that they chose Tandem not 
because of its fault-tolerance, but rather that the particular softwa re 
application they yere seeking happened to be available on Tandem. When 
ye queried the soft~are houses as to vhy they chose Tandem, they said 
that Tandem's architecture alloyed the softvare houses to develop an 
application that could not be conceived on a conventional mainframe. 
Over time ~e believe that Tandem will be able to attract more 
third-party softvare vendors than other computer companies because of 
this unique architecture (Tandem currently has nearly 200 software 
houses that it Yorks ~ith). Attracting third-party software vendors vho 
add value to a vendor's machine has become the key to success in the 
computer industry. Simply put, customers do not vant to develop their 
o~n softvare as they did for so many years. 

We also note that Tandem's customers, yhich were once dominated by 
financial services industry, have substantially diversified (Chart II). 

[Graphical Material Omitted: Chart II - Tandem Users] 

The follo~ing is a sample of the applications that have been able 
to take advantage of Tandem's architecture: 

Chrysler Corporation 

Chrysler's communications operation viII use a Tandem system to 
control their da t a communications activities. The company had compared 
Stratus' and Tandem's units and chose Tandem. Chrysler viII likely 
order the VLX. The major attraction to Tandem ~as an application 
package that runs only on Tandem. Stratus is developing a similar 
package but it is not ready. 

Cincinnati Enquirer 

This daily has a TXP operation and plans to increase performance 
next year. The major attrac tion to the Tandem system vas the ability to 
have one system hand l e all its editorial and classified functions. 
Obviously, fault-tolerance is important here since a daily has to be 
produced vithout dovn time. 
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Mead Corporation 

Mead chose Tandem for its fault-tolerance; the company runs a mill 
24 hours a day, seven days a veek. Mead plans to add more TXP 
processo r s next year - - it currently has three TXPs and two 
Non-Stop-IIs. 

J. C. Penney 

The company is creating a credit authorization system to replace 
TRW. 

System Integrators Inc. (SINT - 14 ) 

This software house markets a ne~spaper publishing system. I t has 
installed about 100 Tandem systems. Bes i des the non-stop nature of 
newspaper publishing, it is imperative to have a system that can be 
geographically dispersed (since the reporters and printers are), yet 
there must be a single version of the copy . 

PBL Associates 

This software house offers a complete distributed accounting 
system that runs on Tandem computers . In addition to offering standard 
Ge neral Ledger, the company has finished goods dis t ribution / 
purchasing / order entry/ invoic i ng / a i r cargo/ personnel modules. PBL was 
attracted to Tandem because of the technical capabilities and the 
unique platform that Tandem offers. The company's distribution s o ftwar e 
package takes advantage of the distributed data processing capab i li ti es 
of the Tandem system. 

Competition 

We have noted that Tandem does not participate exclus i vely in the 
fault-tolerant market niche. However, this line of thinking has led 
some to believe that success for bot h Stratus and Tandem is 
s i multaneously i mposs i ble. We have c haracterized Tandem's 
fault-tolerance as a by-product of i ts multiprocessor architecture. 
This contrasts with the Stratus approach in vhich the arithmetic log ic 
is replicated four times. Indeed, for strict rel i ability the Stratus 
approach has some advantages. Hovever, being a shared-memory des i gn , 
Stratus has limited mUltiprocessing and performance expa ndability, and 
cannot geographically distribute processo rs and data. 

Thus, while much of Tandem's early grovth stemmed from the 
fault-tolerant arena, today it participates in the computer mainstream 
for reasons beyond its non-stop capabilities. In some ATM and brokerage 
environments, Stratus' systems have challenged Tandem's position; we 
believe that the market for Tandem's systems are much larger. That is , 
while the market for fault-tolerant computers might be in the order of 
$3 billion, the general on-line transaction processors market is abou t 
10 t i mes that. 
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Fortunately for both Tandem and Stratus, the fault-tolerant 

competition has thinned out considerably. Many of the start-ups that 
entered the fault-tolerant market have foundered due to cash shortfalls 
and lack of market acceptance. One start-up that is succeeding is 
Tolerant Systems in San Jose, CA. Tolerant has built a Tandem-like 
system using standard microprocessors (National 32000), By choosing a n 
OEM strategy, Tolerant has avoided the heavy SG&A costs incurred by 
Tandem. 

Poten tial Earnings Leverage 

We believe that long term, Tandem is veIl positioned to sustain 
margin improveme nt through a lover SG&A/ revenue ratio. Currently, 
Tandem's 42\ SG&A/revenue is just about the highest in the industry. 
This high ratio has been responsible for some of the company's pas t 
earnings disappointments. 

Yet, we believe that such high historical SG&A spending levels 
will ultimately hold Tandem in good stead. The reason Tandem's SG&A 
expenses are so high stems from the company's efforts to sell products 
right on IBM's own turf. Such an effort entails a long sell cycle and a 
lot of hand-holding. In a sense, Tandem attempted to out-IBM I BM. 
However, with a historical average selling price of S250,000, versus 
IBM's S4 million mainframes, Tandem ~as in no position to effectively 
leverage its sales force. Only now that Tandem offers the $1+ million 
VLX processor complex will the company effectively a chieve a meaningful 
reduction in SG&A/ revenue. While this improvement will not likely occur 
in fiscal 1986, we believe that this margin improvement will occur in 
the following year. Within three years such margin improvement should 
enable the company to achieve 16% operating margin. 

Financial Condition and Recent Performance 

Tandem has a very clean balance sheet. Debt as a percentage of 
total capitalization is only 3% and the company has more than $100 
million in cash. 

We project that sales growth this year will be about 12%, with 
service growing 25% (Table II). 

Tandem's earnings in second-quarter fiscal 1986 (ended March 31, 
1986) exceeded our expectations, and caused the stock's recent run-up. 
Earnings grew 83% on revenue growth of 20\. Gross margin improvement 
from 61% to 67% accounts for the rest of the gain. In the current 
quarter we estimate earnings of SO.30 per share, compared with SO.06 in 
third quarter fiscal 1985. We believe that revenues will grow 24% to 
S180 million this quarter. 

Table II. Projected Revenues/Earnings 
<$ Mill ions) 

9/30/87 Est. 9/30/86 Est. 9/30/85 
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p'roduct Revenue 
Service & Other 

Revenue 

Cost of Revenue 
Product Development 
Marketing, General & Admin. 
Net Interest 

Total Costs 

EBIT 
Pretax Income 
Income Tax 
Net Income 

Shares Outstanding (Mil.) 

Earnings Per Share ($) 

Margins (%) 

Cost of Revenue 
Product Development 
Marketing, General' Admin. 
EBIT 
Pretax Income 
Income Tax 
Net Income 

Growth (%) 
Product 
Service 
Pretax Income 
Net Income 

Product Revenue ($M) 
NS-II 
TXP 
EXT 
VLX 

Percent of Sales (%) 
NS-II 
TXP 
EXT 
VLX 

Unit Shipments 
NS- I I 
TXP 
EXT 
VLX 

693 
166 
859 

283 
94 

353 
-8 

722 

128 
136 

60 
76 

43 

1. 75 

33 
11 
41 
15 
16 
44 

9 

20 
20 
33 
33 

50 
440 

53 
150 

7 
64 

8 
22 

200 
1,100 

350 
150 

598 
138 
736 

245 
85 

311 
-8 

633 

94 
102 

45 
57 

43 

1. 33 

33 
12 
42 
13 
14 
44 

8 

16 
27 
81 
66 

63 
440 

53 
50 

10 
74 

9 
8 

250 
1,100 

350 
50 

515 
109 
624 

240 
72 

262 
-6 

568 

50 
56 
22 
34 

42 

0.82 

38 
11 
42 

8 
9 

39 
6 

15 
30 
o 

-20 

77 
386 

52 
o 

15 
75 
10 
o 

300 
1,000 

350 
o 
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Table I I I. Tandem's Results By Quarters 
($ Millions) 

[ Part 1 of 2J 

1985 
I I I III IV 

Product Revenue 134 120 117 144 
Service " Other 26 26 27 30 

Revenue 160 147 144 174 

Cost of Revenue 62 58 56 64 
Product Development 15 17 18 21 
Marketing, General &. Admin. 60 62 70 71 
Net Interest -2 -2 -1 -2 

Total Costs 135 135 142 155 

EBIT 23 10 0 17 
Pretax Income 24 11 2 19 
Income Tax 10 4 -1 8 
Net Income l4 7 2 11 

Shares 
Outstanding (Mi 1.) 41 42 42 42 

Earnings Per Share ( $ ) 0 . 34 0 . 16 0.06 0.27 

Margins ( % ) 

Cost of Revenue 39 39 39 37 
Product Development 9 12 12 12 
Marketing, General & Admin. 38 42 48 41 
EBIT l4 7 0 10 
Pretax Income 15 8 1 11 
Income Tax 43 39 -31 41 
Net Income 9 5 2 6 

Grovth (% ) 

Product 24 32 -2 11 
Service 42 32 19 28 
Pretax Income 35 253 -89 -2 
Net Income 37 241 -75 -48 

[ Part 2 of 2J 
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Product Revenue 
Service " Other 

Revenue 

Cost of Revenue 
Product Development 
Marketing, General" Admin. 
Net Interest 

Total Costs 

EBIT 
Pretax Income 
Income Tax 
Net Income 

Shares Outstanding (Mil . ) 

Earnings Per Share (S) 

Margins (t) 
Cost of Revenue 
Product Development 
Marketing. General" Admin. 
EBIT 
Pretax Income 
Income Tax 
Net Income 

GrO'"'th (t) 
Product 
Service 
Pretax Income 
Net Income 

(*) Estimated 

I 

137 
33 

170 

59 
20 
72 
-2 

149 

19 
21 

9 
12 

42 

0.28 

35 
12 
42 
11 
12 
45 

7 

2 
29 

-14 
-17 

1986 
II 111(*) 

143 
34 

176 

58 
21 
17 
-2 

154 

20 
23 
10 
13 

43 

0.29 

33 
12 
44 
11 
13 
44 

7 

145 
35 

180 

59 
21 
78 
- 2 

156 

21 
23 
10 
13 

43 

0.30 

33 
12 
44 
12 
13 
44 

7 

19 24 
27 27 

100 1,220 
83 464 

IV( *) 

173 
37 

210 

69 
23 
84 
-2 

174 

34 
36 
16 
20 

43 

0 .46 

33 
11 
40 
16 
17 
44 

9 

20 
25 
87 
77 

Prices of other public companies mentioned in this report: 

Chrysler Corp . (C - 35) 
J.C. Penney (JCP - 79) 
Mead Corp. (MEA - 49) 
TRW (TRW - 101) 

(*) At the time of this report, Bear, Stearns" Co. Inc. yas a market 
maker in this security. 
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I N C 0 R P 0 R A T E D 

TANDEM COMPUTER INCORPORATED (OTC-TNDM) $53 112 

52-Week Market Piscal EPS Calendar PIE Tren~Line 

Range VaL (miL) 1985A 1986A 1987E 1986 1987 Growth Rate -- --
$21-54 $2,503 $2.25 $1.44 $2.40 31 21 25% 

Year E'- September 30 DJIN: 2107.28 SPIN: 302.47 Notes: 8 & f 

Tandem is the leading vendor of fault-tolerant computer systems designed (or on-
line transaction processing (OLTP) applications. The company reported first quarter 
results significantly above expectations. Record revenues of $238 million (compared 
with our projected $215 million) increased 8% sequentially and 40% year-to-year. The 
higher-then-expected revenues resulted from a strong quarter-end surge of domestic 
business, which represented 58% of total revenues in the quarter. Demand was 
reportedly strong across the company's product linej sales of the mid-range NonStop TXP 
in particular picked up during the period. 

Record gross margins of 65.8% rose 0.8% sequentially and 4.7% relative to last 
year. (Tandem has reclassified certain expense items previously reported as operating 
costs into cost of goods sold. Consequently, the restated historical gross margins as now 
reported are lower than under the previous accounting system, with compensatingly 
lower operating expenses.) Operating margins in the first quarter reached 19%, up from 
16.4% in the fourth quarter of 1986 and 11.4% in the first quarter of 1986. Earnings per 
share of $0.58 increased 110% over year-ago levels and 23% sequentially. The company 
continued to be cash flow positive from operations. Cash levels decreased $6 million to 
$234 million owing to a $15 million ouUay made during the quarter for the purchase of 
two previously used buildings. 

Despite a continuation in the second quarter of the bookings strength demonstrated 
in the first quarter, management expects the traditionally weak March quarter to yield 
sequentially lower revenues and earnings (but with significantly positive comparisons to 
last years results). Headcount as of quarter-end numbered 5,950j we anticipate that 
Tandem will begin hiring more aggressively in the second half of the year. Based on the 
strong first quarter results and the positive demand outlook cited by management, we 
have raised our fisca11981 revenue projection to $1.02 billion from $940 million and our 
1981 EPS estimate to $2.40 from $1.85. In fiscal 1986 Tandem earned $1.44 per share on 
revenues of $168 million. 

Tandem's share price has appreciated significantly in response to its first quarter 
report. The company has benefited from continued expansion in demand for on-line 
transaction processing equipment and from its successful product transition cycle: both 
the new high- and low-end extensions to the NonStop product line have been well 
received. Further additions at the low end (with both fault-tolerant and non-fault-
tolerant offerings) are expected this year. ConSidering Tandem management's tendency 
during the last three quarters to provide overly conservative guidance, the Street may 
now err on the high side in anticipating future results. Despite this possibility, given the 
company's present business momentum, and assuming a continued buoyant technology 
equity market, we do not consider Tandem stock overpriced. 

January 26, 1981 (Other recent reports: 11/4/86, 7/29/86) Jeffry Canin 
Sussn Nishimoto 

~ 
c 1987 Copyrigh. Hambrech. & Quis' incorporaled. All righls re~erved. r-The infonnallon contained herein is based on sources beUeved 10 be reUable, bUI is neilher III-inclusive nor auaranleed by our firm. 

Opinions renect our judgmenl II Ihis lime Ind are 5ubjeci 10 chlnge. In Ihe course of our regular business, we may be lon~ or shorl 
in Ihe ~ecurilles mentioned, and may make purchases and/or sales of them from lime 10 lime In Ihe open mlrkel or olberw ~e 
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YR·TO·YR 
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GROSS 
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X 
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TANDEM CCMPUTE"RS 

SALES AND EARNINGS MOOEL 
($ In thousands, except EPS) 

OPER 
MARGIN 

X 
PBT 

• 
PBT 

MARGIN 

X 

TAX 
RATE 
X 

MET 
IN_ 

• 
MET 

MARG IN 

X 
EPS 
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JC 

01/19/87 

YR·TO·YR 

EPS CIIG 

X 
SKARES 

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

1984·10 
20 

'" 4Q 

126,369 
111,236 
141,924 
153,090 

YEAR (A) 532,620 

1985·10 159,653 
2Q 146,489 
30 144,165 
40 173,831 

YEAR(A) 624,138 

1986·10 
20 

'" 4Q 

170,061 
176,327 

200,853 
220,552 

YEAA(A) 767,793 

1987·1QA 238,035 
20E 235,500 
30E 261,500 
40f 282,500 

YEAR (E) 1,017,535 

BAlAHCE SHEET 

Assets; 

Cash' Equivalents 
Accounts Reeelv.ble 

Inventorl •• 

Other Current Ass.U 

lOTAl CURRENT ASSETS 
PPI< 
Other Assets 

TOTAL ASSETS 

34X 

16X 
m 
30S 

27X 

26X 
m ,. 
14X 

17X 

'" 20S 
31'X 

2'" 

40S 
34X 

30S 
20X 

m 

6O.1X 16,878 
57.5X 

59.3X 
2,006 

14,342 
58.6X 11,111 

511 .91 51,101 

69.1X 37,673 
70.1X 23,365 
70.91 17,512 
70 .91 31,058 

7O.3X 109,608 

61.1X 19,315 
62.4X 19,998 

65 .OX 30,601 
65 .OX 36,064 

63.5X 105,978 

65.8% 45,541 
65.3X 38,969 
66.4X 50,100 
66 .11: 38,969 

66.1X 190,912 

9/86 121M 

239,1119 234,056 
197,6511 243,326 
64,229 66,455 
17,5OS 24,365 

519,211 568,202 
175,022 
10,1'92 

705,025 

195,438 
12,914 

n6,554 

II Ibil it j.s , Stockholders Equi ty: 

Current Li.billtles 

long T.,.. Debt 

Deferred 

Stockholders Equity 

TOTAL II A8 & S/E 

133,991 164,m 
6,526 8,327 

29,828 29,916 
534,680 573,538 

705,025 n6,554 

13.4X 17,954 
1.8% 3,148 

10.1X 15,585 

11.n 19,597 

9. 6X 56,284 

23.6X 39,561 
16 . OX 24,938 
12.1X 18,810 
17.91 32,568 

17.6X 115 ,IIn 

11 .4l 20,988 
11.3l 22,360 
15.2X 32,655 
16.4X 38,41'9 

13 .8% 114,482 

19.1X 48,388 
16.5l 42,031 
19.2X 52,900 
13 . 8% 59 , 103 

18.ax 202,421 

14.2X 

2." 
" .OX 
12.81 

10 . 6X 

24.81 
17 . OX 
13 . OX 
111 . n 

111.6l 

12.3l 
12 . n 
16.3X 
17.1oX 

14.91 

20.3X 
17.81 

20." 
20." 

19.91 

OUARTERlY RATIOS 

Return on Sal .. 

Return on AS'ets 

Return on Equl ty 

R&O/S.les 

Days O/S AIR 
Inventory Turns 

D.ys Sales in Inv 

Book Value 

Cash per Share 

Current 
Ouick 

Notes: 

44.OX 10,054 

37.3X 1,974 
40.6l 9,250 

39.1X 11,930 

41 .OX 33,208 

26.2X 29,192 
H.ax 20,503 
·2.91 19,360 
2l . n 24,846 

19.OX 93,901 

44.5X 11,648 
44 . 51 12,410 
44 .5l 111,124 
43.91 21,584 

44.31 63,766 

44.OX 27,097 
44.OX 23,537 
44.OX 29,624 
44.OX 33,097 

44.OX 113,355 

12/85 

6." 
8 .3X 

10 .91 
11. 7X 

96 
2.3 
T5. 

7.OS 

8.5X 
11.IX 
12.1X 

.4 
2.4 
154 

stO.31 $10.52 
SJ. HI $3.71 

4.5 4.6 

3.5 3.6 

'.OS 
1. .. 

6.5X 

7." 

6." 

111.3X 
14.OX 

13.41 
14.31 

15.OX 

UX 
7.OS 

• • OS 

• . ex 

lI.n 

11.41 
to.OX 
11.3X 
11. 7X 

11.1X 

6,86 

• • OS 

11. 7X 
15 . 2X 
11.IX 

.3 
2.6 

142 

$11.01 
$3.94 

4.2 
3 .4 

0.24 

0." 
0.23 
0.29 

0.80 

0.71 
0 . 49 
0.46 
0.60 

2.25 

0. 28 
0.29 
0.40 

0.47 

1.44 

0.58 
0.50 
0.62 
0.69 

2.40 

.,86 

.... 
12.ax 
16.ax 
10.7X 

" 2 •• 
125 

36X 41,841 
·m 41,794 

tOX 41,039 
36X 40 ,923 

6X 41,399 

194X 41 , 384 
930X 42,156 
105X 41,896 
lOSl 41,62l 

tSOX 41,765 

·61X 42,ln 
·411 43,385 
·13X 45,003 
·22X 46,237 

·36X 44,201 

110X 46,793 
751 47,000 
55X 47,500 
481 48,000 

66l 47,323 

121M 

11.4X 
14.61 
19.6X 
10.21 

., 
3.2 

'" 

4'OTR 

'VO 

9.5X 

l'.ax 
15.n 
10.9% 

.2 
4.2 

" 
$11.56 $12.26 $11.12 

14.06 
,.a 
'.1 

$5.19 $5.00 
3.9 3.4 
3.3 2.9 

Ca) K8IIbreeht , Quist Incorporated maintains a IIIIIrket in this stock . 
(f) Options are available on this Issue. 
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TANDEM COMPUTERS INCORPORATED (OTC-TNDM) $37 

S2-Week 

Range 
$16-40 

Market 
VaL (miL) 

$1,711 

Year Ends: September 31 

Revenues (12 mos): 
Shares Outstanding: 
AMual Dividend:. 

Piscal EPS 
1985A 1986A 1987E 
$0.82 $1.44 $1.85 

DJIN: 1892.43 

Calendar PIE 
1986 1987 

24 19 

SPIN: 273.32 

Return 00 A vg Equity: 

Tren~Line 

Growth Rate 
25% 

Notes: 8 & r 

$767.8 million 
44 .2 million 

nil 
LT Debt/Tolal Capitalizalioo: 

13.4% 
1.2% 
nil Current Yield: 

Strong Fourth Quarter Highlights Record Fiscal Year 

Tandem is the originator and leading vendor of fault-tolerant on-line transaction 
processing (OLTP) systems, with over 10,000 systems installed and 1,100 customers 
worldwide. The company reported 8 strong fourth quarter, in line with expec tati ons, to 
close out 8 record fiscal year for 1986. 

Revenues (mil) 
Pretax income (mil) 
Net income (mil) 
Earnings per share 
A verage shares (m il) 

Gross margin 
Operating marlin 
Pretax margin 
Tax rate 
Net martin 

Ezhibit 1 
TANDEM COMPUTERS DfCORPORATEO 

Fourth Quarter R~ts 
($ in millioas., except per Jhare deu.) 

Fourth Quarter Results Year-to-Oate: 12 Months 
./l0/15 .130/as "c>c B"'Q Eot 9/30/86 1/30/8' "C>C 

220.6 113.8 27 215.0 767.8 624.1 23 
38.' 18.8 10. 35.6 114.5 56.4 103 
21.6 11.1 9. 19.6 63.8 34.4 86 
0.41 0.21 7' 0.44 1.44 0.82 75 
46.2 41.6 11 45. 1 44.2 41.8 6 

68.3 63.0 69.3 61.1 61.5 
16.4 10.0 15.4 13.8 8.0 
11.4 10.8 16.6 14.9 9.0 
43.9 41.0 44.8 44.3 39.0 
9.8 6.' 9.1 8.3 5.3 

" I9MCOO"'OQGI'It ....... 8IU;C--. 0U1S'I' ~o 

, 
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Quarterly revenues or $220.6 million represented a 1096 sequential and 27% year
to-year improvement. As in recent quarters, sales of the mi~range-performance 
No~top TXP accounted tor the majority of product revenues. The company's high-end 
NonStop VLX system contributed approximately 2596 o( revenues, and NonStop EXT 
systems (both the older and the recently announced models) represented 5-1096 of saies
both ot the new machines experiencing demand above internal plans. International 
business-at 4196 of total fourth quarter sales-displayed strong growth, up 55.696 over 
the year-ago quarter. Gross margins decreased to 68.396 in the fourth quarter (rom the 
record 69.696 reported last quarter-the unusually strong third quarter margins were due 
primarily to the significant contribution from high-margin software consulting and disk 
drives revenues-but were well above the 63.096 of the year-ago fourth quarter. 
Operating expenses rose $S million to $114.5 million during the quarter but fell 2.596 as a 
percentage ot revenues. Pretax margins improved 1.1 96 trom third quarter levels to 
17.496-the best since lQ82-yielding EPS of $0.47, up 7596 year-to-year and 1696 
sequentially. 

Cash increased by $62.6 million from June levels to a record $240 million at the 
end of September. Asset management improved significantly; days outstanding in 
accounts receivable decreased to 82 from 93 last quarter and days sales in inventory 
were reduced to 84 from 101. 

Record annual revenues of $768 million were 2396 above fiscal 1985 levels, 
representing a trend reversal after six consecutive years of decelera ting to~line 
growth. International revenues represented 39.696 of the total, up from 33.196 in fiscal 
1985. The telecommunications, manufacturing, government, a"nd non-bank financial 
indus try sectors exhibited particularly strong growth in fiscal 1986 (see Exhibit 2). 

Exhibit 2 

TANDEM COMPUTERS INCORPORATED 
Piseal1986 Revenues by Industry Sector 

MANUFACTURING · \ 
21" ' 

SERVICE 
17'1. 

/' 
TELEPHONE - ' 

14'4 

• 

2 

. 32~ 

8'4 

OlliER 
2'4 

- - - DISTRIBUTION 
3'4 

'-RETAIL 
5'4 

L TRANSPORTATION 
8'4 
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Major customers added to Tandem's base over the year include Sate way, Kentucky Fried 
Chicken, First Nationwide Savings, and Audi. Full-year gross margins of 67.7%, the best 
in company history, improved from 61.596 last year as 8 result of higher sales volume, 
greater manufacturing efficiencies, and better inventory control Higher fiscal 1986 
operating margins of 13.896 relative to fisca11985's 8.096 yielded 8 7596 improvement in 
EPS to $1.44 despite a higher tax tate. Tandem added $111 million to its cash levels over 
the last twelve months owing to the strong bottom-line performance, improved asset 
management, and contributions from employee stock plans of approximately $50 million. 

New EXT Models Introduced; Additional Low-End Models Expected in 1987 

Following its successful TXP introduction in April, Tandem enhanced its low-end 
offerings during the fourth quarter with the announcement of the EXTIO and EXT25-the 
former reducing the entry-level price point for the NonStop processor line by over 3096 
to under $100,000 (see Exhibit 3). 

Exhibit 3 
TANDEM COMPUTERS INCORPORATED 

Nonstop Proeessor Line 

EXT TXP VLX 
• 

Technology- TTL TTL ECL/ TTL 
First shipment 3Q86 4Q83 2QS6 
Processors per sys tem 2-4 2-16 4-16 
Transactions per second 4-11 10 40-50 
Entry price $98,500 $330,000 $1,000,000 

Main memory (mb) 4-16 4-16 32-64 
Virtual memory (gb) 1 1 1 
Disk storage (mb) 256 256 2,700 

- TTL = transistor-transistor logic. 
Ee L = emitter-coupled logic . 

.. Includes GUARDIAN operating system software. 

Benchmarked at over four transactions per second, the EXTIO is priced at $82,500 
(the unbundled GUARDIAN 90X operating system software costs an additional $16,000), 
which represents about a 3096 price reduction relative to a comparably configured 
NonStop n. The EXT25, bench marked at eleven transactions per second, is priced at 
$325,000 (with an incremental $22,000 for software) and represents about a 20% price 
decrease over a comparable TXP model The new EXT models, compatible with 
Tandem's existing product line, are targeted at distributed networking and software 
development markets as well as the market (or smaller OLTP applications (the latter to 
be addressed primarily by third-party vendors participa ting in the Tandem Alliance 
program). Both new EXT models will be available in volume this quarter. 

In fiscal 1987 we ex~ct Tandem to introdUce two new low-end systems. In the 
first half of 1987, Tandem is expected to expand its networking product line with the 
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announcement of a UNlX multiuser system (the result of Tandem's joint development 
program with Altos). More significantly, we expect a second half introduction of a low
end departmental system based on CMOS gate~ray technology and priced below the 
EXTIO. Fully compatible with Tandem's current processors, the CMOs-based system is 
expected to reduce the floor space required by 5096 and to feature greater user 
serviceability (including removable processor boards and disk drives). We expect it to be 
positioned (like the EXTI0) as a low~st system for distributed networks and-through 
the company's VADs and VARs-for relatively small OLTP applications. 

llarket aod Industry Segm ... ta 

Tandem has targeted four primary application sectors-banking, manufacturing, 
telecommunications, and retail-as major growth markets for fiscal 1987. Banking, one 
of the initial and largest markets for OLTP systems, represented 2096 of Tandem's 
revenues in fiscal 1987; manufacturing, considered one of the fastest growing application 
sectors in OLTP, represented 21'J6 of Tandem's fiscal 1986 revenues. Although exhibiting 
Significant growth of over 2096, the manufacturing segment has proved to be somewhat 
disappointing owing principally to general economic conditions impacting prospective 
industrial customers. 

Dnly S96 of fiscal 1986 revenues, the retail segment is expected to grow at a 2596 
annual rate. A key feature of the company's retail strategy is the penetration of 
accounts currently using NCR point-of--sale (POS) terminals with Tandem's STORELINK 
co"6munications software, which integrates non-NCR equipment with installed NCR 
terminals. 

The telephone/ telecommunications sector, representing 1496 of fiscal 1986 
revenues, is the fastest-growing market segment for Tandem. The company has 
aggressively pursued business with the regional Bell operating companies (RBOCs); 
present customers include Pacific Bell (with which Tandem has formed a joint venture), 
Southwest Bell, and Atlantic Bell. 

In an effort to strengthen its market position as well as its coverage of these 
various application sectors and to attract larger numbers of quality resellers for its new 
low-end products, Tandem has been aggressively recruiting new third-party firms and 
strengthening ties with current Alliance participants through increased incentive 
programs and greater field support. Tandem Alliance members-fitting into five 
separate categories-now number over 225. 

CompetitiYe Environment 

Based on its current business momentum and what appear to be compelling new 
soon-to-be-introduced products, Tandem is likely for the foreseeable future-to retain its 
dominant share of the OLTP market addressed by fault-tolerant systems. Stratus and 
mM (marketing the System/88) remain the only significant fault-tolerant competitors to 
Tandem (Tolerant Systems, the only other fault-tolerant OLTP start-up, could become a 
greater factor in 1987, its greatest current obstacle being financing). The Stratus/IBM 
combination may increase market share over the next year owing to reduced conflict 
between the two companies' sales forces (Stratus recently decided to compensate its 
salespeople fully tor IBM System/88 sales). In addition. we expect Stratus (and mM) to 
be marke~ a broadened product offering in 1987 once it introduces its anticipated 
680211-be.oe<1 high-<>nd compatible systems. 

4 

, 



· . 

-

Bambreeht '" Quist Ineorporated 

The principal OLTP competitor overall remains IBM, selling its non-fault-tolerant 
43XX and 3090 series. Competition (rom other vendors is typically sector-specific. In 
the retail market, Tandem often encounters NCR 8S a strong incumbent due to its large 
installed base of POS terminals. Despite a fault-tolerant otrering (the new 9800), NCR 
may have limited its ability to capitalize on its current presence in the retail market 
given the incompatibility of its 9800 with its earlier offerings. In the case of the RBOCs, 
8 key target market for Tandem, primary competitors include DEC (with its strong 
RBOe installed base), Sperry/Computer Consoles, and AT&T (the last two also octering 
fault-tolerant configurations). 

In addition to its traditional competitive focus on IBM, Tandem has begun to 
address the presence of DEC in planning its recent marketing moves. DEC markets its 
VAX cluster for OLTP applications, offering some degree of fault tolerance (pale by 
comparison with Tandem), Significant communications and network facilities, and a wide 
range of single-architecture performance through its V AX supermini family • . In addition 
to concentrating development and marketing efforts on its broadening product line and 
communications facilities (a focus similar to DEC's), Tandem is mounting an aggressive 
direct-mail campaign aimed at DEC's third-party vendors, some of whom reportedly have 
become disgruntled as a result of DEC's recent cuts in the margins it offers to these 
vendors. Initial responses to this campaign, according to Tandem management, have 
reportedly been enthusiastic. In a recent analysts review, Burroughs and NCR were 
among the other manufacturers cited by management whose installed customer base is 
targeted by Tandem in 1987. 

Projections and Recommendations 

Despite the generally weak domestic demand environment being experienced by 
many major computer systems vendors, Tandem has enjoyed impressive revenue growth 
owing to its well-received high-- and low-end product line extensions and the overall 
growth of the OLTP markeL For fiscal 1987, management assumes no significant 
improvement in the current capital spending environment, with little positive impact 
from the dollar and a tax rate of 43-43.596 (which is likely to drop further in fiscal 
1988). Owing to the strength of fourth quarter 1986 results, the December quarter top 
line is likely to be flat or slightly down sequentiaUYi we project revenues of $215 million 
and EPS of $0.35-0.40. We have recently increased our fiscal 1987 projections to 
revenues of $940 million (previously $910 million) and EPS of $1.85 (previously $1.80i, . 
representing 2296 and 2896 year-tcryear increases, respectively. 

Tandem management has done an excellent job over the las t year in both increasing 
profitability significantly (after four years of flat bottom-line performance), improving 
employee productivity and asset management, and alleviating widely held investor 
concerns that the Tandem NonStop architecture was approaching its technology limits. 
The company has broadened its reputation from a niche vendor of fault-tolerant 
machines suitable for specialized applications to a mainstream supplier of distributed 
computing for OLTP. with a compelling strategic marketing plan backed by an impressive 
software and hardware product line. Although the easiest money has probably already. 
been made in Tandem stock, with the share price increasing nearly 15096 over the last 
year, we continue to recommend the stock for long-term appreciation. 

MOTES (8) Hambrecht & Quist Incorporated maintains a market in this stock. 

(0 Options are \vailable on this issue. 
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RESEARCH NOTES 

Computers David 'Nu, C.F ..... 

TANDEM COMPUTERS. INC. (TNOM - OTC)" 

Rec:a.....:jation: HOLD 
Price: $37.25 
October 31. 19.6 

Fiscal Net 
Year End EPS PIE Revs. Margin 

"liE $2.35 15.9x $1.28 9 •• \ 
9/17E $1.75 21.lx $94Il0l I.n 
9/1'" $1.44 25.'" $767101 •• 3\ 

~rket Capitalization $1. 76 
52-week Price Range $39 - 13 
Institutional OWnership: 74% 
Insider OWnership: 8% 
Average MOnthly Vo lume: 10.2M shs. 

SSP 500; 

Suramary 

Sh • • Ret .011 Bk. Val. Net 
OI S Av.Equ. Fi Sh Div. 

49.Il0l 17.0\ $16.19 -G-
47.CII 14.n $13.14 -G-
".2M 13.3\ $12.09 -G-

Projected Secular Growth Rate: 
CUrrent Mkt.Cap. / 1987 Revenues: 
Price /CUrrent ~ Value: 
1987 P / E/ Proj.Growth Rate : 
Long-Tenm Debt /Total Capital: 

243.98 

Net 
Yield 

0\ 
0\ 
0\ 

20% 
1.8x 
].4x 
1.1x 

2% 

Tandem Is well positioned to gain market share In the on-lIne transaction 
processing market. The company has reorganized Its marketing operation 
.,d has Initiated a new VAR program. We believe TNOM Is capable of 
generating operating margins of 15\ In fiscal 1917; however, on a 
valuation buls, the stock Is rated a HOLD. 

Tandem had an all-day anal ysts' meeting on October 24, followed by 
attendance at the AEA cOl1ference at Monterey. 

After extensive efforts over the p ast two to three years, the corn~any has 
put its own house In order with respect to product line , marketing and 
financial controls; It currently appears very much on the offensive to 
gain share in the on-line transact ion processin9 market. The s tock 
already reflects the positive fundamentals and 1iscounts fiscal 1987 
prospects. We estimate revenues of $940 million and EPS of $1 . 75 on a 4]% 
tax rate for f iscal 1987. The longer term case for the stock is that 
there is substantial upside to fiscal 1988 revenue and EPS from a 
successful VAR program launched during the fourth quarter of fiscal 1986. 
Our preliminary projections for fiscal 1988 call for revenue of $1,175 
million and EPS of $2.]5 on a tax rate of 35%. Hence, the stock could ~e 
viewed as having an upside potential of around $SO over the next 18 
months. It Is cUr'nmtly rated a HOLD. 
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Tandem Computers, Inc. S.C. Warburg & Co. Inc. 

Fiscal 1917 Outlook 
Management jJlans on a faster U.S. growth rate. particularly In the second half. 
offsetting a slower yrowth Internationally in U.S. dollar terms (but the same 
in local currencies) , This will result in about a 22\ revenue increase. Head 
count grew by 4\ during fiscal 1986, and will grow at a somewhat higher rate in 
fiscal 1987. Gross margins are expected to be slightly lower. due to a move 
toward the low end in its product mix as well as increased VAR business. Key 
to maintaining pretax operating margins around the 15\ level of the third 
quarter principally involves a lowering of marketing expense as a percentage of 
revenue; management is dedicated to achieving this goal. All new additions to 
the U.S. staff will be systems analysts; no new salespeople will be hired. 

Marketing Revle. 
Tandem completed its U.S. field reorganization in fiscal 1986 by consolidating 
eight regions Into six and eliminating several layers of sales management. A 
separate group was set up to handle third,:larty programs within the Alliance 
program, which has grown over the past three years from under 40 software 
packayes to 240 today. A small headquarters staff has also been · set up to 
handle international marketing coordination, since overseas activities account 
for over 40\ of the total. Significant new marketing ~rograms for fiscal 1987 
involve: (1) specialization of the sales force by industry in the major 
regions; (2) emphasis on solution selling and closer third,:larty ties ; and (3) 
a new VAR thrust to address smaller customers within targeted applications. An 
example of Tandem's newfound aggressiveness is its taking advantage of NCR's 
tardiness in offering hardware / software to link Its point-of-sales terminals to 
mainframes by offering its line of processors · as a controller to NCR's 
mainframes with "StoreLink", a third-party software package. Another example 
is with Tandem's new VAR program to sell EXT 10 ·and 25s by targeting 
dissatisfied nEC VARs with better discount schedules and without cross channel 
com~etition from Tandem's direct salesforce. While financial and manufacturing 
are still the two largest customers, the telephone industry is expected to be 
the fastest growing, with 14\ of fiscal 1986 revenue. 

Competition 
IBM continues to be the prime competitor . However, the System 88 (OEM from 
Stratus Computer) has been less aggressively marketed than in the past. DEC is 
a strong competitor only in manufactur ing applications. Stratus is quite 
ac t ive in smaller bids. 

Technology 
Tandem intends to spend around $100 million in R&D to key Its leadership in 
hi!Jh~nd transaction processing as well as extend that capability to lower end 
systems. Tandem's current size allows it to develop three to four ~rocessors 
at once for different segments of the market, as opposed to one at a time 
several years ago. Fiscal 1986 was the year of high~nd processor introduction 
(the VLX). Fiscal 1987 will be the year of low-end departmental level processor 
introduction, using CMOS gate arrays, followed by another high-end in fiscal 
1988. Tandem is positioning itself similarly to DEC to provide the 
intelligence backbone network for Fortune 500 companies. Hence there is the 
need for a whole range of system performance tools and the ability to network 
in a heterogeneous environment, including PCs. Tandem offers a wider range of 
device connectivity than DEC. since It will support any local area network that 
supports NETBIOS interface, which means it supports Ethernet, Token Ring and 
others. . 

• We are currently a registered market maker In this security. 
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AN INVESTMENT RESEARCH DEPARTMENT PUBLICATION 

October 20, 1986 

Tandem Computers Incorporated 

Recent Price 36 1/ 2-36 5/8 
12-Month Price Range 40-20 
Indicated Dividend Nil 
Yield: Nil 
• F iscal yea r ends September 30. 

Capitalization (11\11\) (June 30, 19116) 

(TNDM-OTC) 

Est. 19&7 Earns.· $1.8.5 
Est. 1986 Earns.· $1.40 

1985 Earns,- $0.82 
1984 Earns.· $0.80 

Long-Term Debt . • .•••. •• .....•.............• 
Deferred Taxes &. Capi tali zed Leases ..•.•.... .• 
Stockholders' Equity ...•..........•...•....•.. 
Total Capi taliza t ion (43 .1 million sha res) .•••• ... 

Summary and Recommendation 

$ 4.4 
37.9 

495.3 
$537.6 

1987 PIE, 
1986 PIE, 

19.7x 
26.1x 

TNDM is by far the leading supplier of modular (expandable) fau lt-toleran t computer syste ms for 
on-line transaction processing (OLTP). TNDM's systems are structured to provide a high degree o f data 
integrity by incorporating a redundant architecture which minimizes system downtime. Broadly 
defined, the OLTP market is $39 billion in size and growing an average 16% per year. TNDM's new non
stop VLX multiple processor system is double the size o f its predecessor machines, and should permit 
further market penetration. 

After five years of flat operating results, earnings broke out in fiscal 1986. Our projected 70% ga in in 
TNDM's earnings substantially outperformed the vast majority of computer hardware companies. Since 
VLX deliveries only began in the third quarter, we believe earnings should show more restrained gains 
of 30-3596 in fiscal 1987 and 20-2596 in fiscal 1988. However, these results are well above industry 
expectations and should ultimately lead to a I'Ugher multiple valuation versus other 
mainframe/minicomputer stocks. TNDM's proprietary fault-tolerant architecture sets it apart from 

AOOITIONAl lNFORMATION 15 AVAILABLE UPON REcu eST 
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traditional vendors and should facilitate increased market share. This product position~-combined with 
a cash-rich, debt-free balance sheet-reinforces our recommendation of growth-oriented TN OM for 
potential appreciation. The stock is ~ing added to the Supervised List. 

The OlTP market is $39 billion in size and expected to grow an average 1696 per year throughout 
the decade. We feel this projection is too conservative. The fault-tolerant submarket is an 
important and growing segment. TNDM is becoming increaSingly recognized for an archi tecture 
which is truly general purpose and not just confined to non-stop applications. TNOM has already 
penetrated manufacturing, distribution, banking, medical, airline, utility distribution and 
financial markets. It is now gearing up to enter retailing/grocery, telecommunications, 
publishing, factory automation and aerospace as well. 

TNDM's proprietary software-oriented architecture allows users to: (I) distribute programs and 
data throughout their internal systemsj (2) expand both size and performance of their systems il1 
a linear fashionj and (3) provide 10096 redundancy of their applications. Founded just 12 years 
ago, TNDM will be generating revenues at a running rate of $1 billion next year, encountering 
only minimal competition from others. Stratus Computers ($12.5 million revenues) employs a 
shared-memory, hardware-redundant system which is also marketed by IBM. OEM sales to IBM 
are below plan. NCR will ship its 9800 redundant system in November, 1986, primarily to its 
V8500 installed base. 

In April 1986, TN OM introduced the VLX--which utilizes VLSI ECL circuitry, processes 10 
transactions a second per processor, is rated at 4 MIPS, and costs about $1 million. VLX is an 
essential (strategic) product because it has an average selling price more than twice the smaller 
TXP, and therefore has little impact on TNDM's existing revenue stream. Gross margins exceed 
those of all other systems. Tandem can string together 16 of its 4MIPS VLX processors for 64 
MIPS. The result is penetration of the dynamic large-scale, on-line network market. TNDM 
shipped 22 VLX units (8% of revenues) in the third quarter and about 50 units (2096 of revenues) 
in the fourth quarter. VLX could represent close to 5096 of revenues in fiscal 1987. 

Theoretically, VLX provides greater price/performance than the IB!v1 3090 main frame series. A 
16 processor system could process 160 transactions per second, is rated at 64 MIPS, and cost~ $4 
million ($625,000 per MIPS). IBM 3090M200 can process 80-100 transactions per second, is-rated 
at 28 MIPS, and costs $5.5 million ($196,000 per MIPS). By contrast, a dual processor TXP is 
rated at 10 transactions per second and costs $400,000. These calculations must be considered 
theoretical at this time since the largest VLX at a customer site is a 10 processor system. IBM 
3090 is a true general-purpose computer. Still, VLX has been installed at diverse customers like 
Merrill Lynch, Wells Fargo, Transamerica, First Nationwide Savings, and Elder Beerman. In 
addition, TXP at its peak represented 8096 of revenues. Thus, high-margin VLX could provide an 
increasing percentage of Tandem's sales in fiscal 1987/1988. 

TNDM's product thrust in fiscal 1987 will be toward penetrating the low-end of the OLTP 
market, initially with the low-priced EXT model (starting at $82,000). It will then follow with 
new lower-priced CMOS systems in 1987. TNDM will continue to roll out systems and networking 
software to augment Its growth rate, add new customers, and put pressure on the offerings of 
Stratus and NCR. 

VLX carries a fuJly-paid-up (one time) monthly license fee for Guardian 90 operating 
software-marking the first time Tandem has charged for operating system software. This is a 
very profitable and strategic move, following the new pricing philosophy of IBM and Digital 
Equipment. TNDM has always charged for software and hardware maintenance, which represents 
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2096 of revenues. Vie est imate its software products will constitute 30-3.596 of revenues by the 
end of this decade. 

TN OM relies heavily on third party software developers who write application software for 
non-stop machines. They are an integral part of the sales/distribution strategy. These software 
developers increased from over 130 a year ago to 175 four months ago and 225 today. We believe 
TNDM wiH continue signing up these VARs at a high pace, partly as a concerted effort to capture 
distributors from Digital Equipment, who are unhappy over recent reductions in discounts. 

TNDM has a worldwide direct selling force of 546, up 20 from last year . The company 
reorganized its U.s . sales force last year--eliminating management overhead, placing more 
supervisors in the field, and weeding out under-quota salesmen. TNOM will continue expanding its 
interna tional selling force in fiscal 1987, but is likely to keep the domest ic force constant unless 
orders rise at a faster rate than 20%. 

Financial Review 

While five-year revenues nave compounded at 42% per yea r from $109 million to $624 million, share 
earnings have plateaued between $0.72-0.82. Given the gross margin contribution of VLX, projected 
revenue growth o f 2296, closer attention to expenses than ever before, and favorable currency effect, 
w.e believe earnings should rise to an estimated $1 .40 per share this year. Fiscal 1987 should be another 
excellent growth period as VLX reaches more than 40% of revenue mix, marketing and G&:A are 
leveraged by higher ASP products, and the U.S. market picks up. We expect earnings to inc rease 3296 
to $1.8~ per share on a similar revenue increase as this year, together with a two percentage point gain 
in operating and pretax margins. Aided by a 7-8 percentage poin t drop in the tax rate under the 
proposed new tax bill, earnings could advance to $2.25- 2.30 a share in fiscal 1988 on a projected $1 . 1 
billion revenues. 

Although TN OM will have higher capital outlays next year, cash flow should be modestly positive. 
TNOM has a very strong balance sheet (end of June), consisting of $173 million cash ($4 .00 per share) 
net of long-term debt. Stockholders' equity stands at $49~ million ($1 1. 45 per share). Although Tandem 
has made investments in software concerns, all its growth has been intemally-generated. 

We believe the only corporate risk for TN OM is if earnings fall short of expectations due to slower 
growth of domestic revenues and a smaller currency benefit (should the doUar strengthen appreciably). 
We see no major threat to the company's preeminent position in products and market share . 

Qmctcrly Earnings Comparisons (Per Share) 

1987E 
1986E 
1985 

.!Q 

$0.42 
0.28" 
0.34 

• Actual. ** Fiscal year ends September. 

19-
$0.41 

0.29" 
0. 16 

(over, please) 

1Q S Year·· 

$0.48 $0.54 $1.85 
0.40· 0.43 1.40 
0.06 0.26 0.82 
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Operating Record 

- ••• ····~·-Per Share~~-~~~~~-~~-
Year Pretax Net 
Ending Revenues Income Pretax Income Net Price PIE 
Sept (Yt~) (/1\ /II) Margin (WI\) Margin Earns.* Div. Range Range --
1987E $925.0 $153.9 16.696 $86 .9 9.496 $1.85 --- -- ---
1986E 760.0 111.2 14.6 61.7 8.1 1.40 -- 39- 19' 28-14· 
1985 624.1 56.4 9.0 34.4 5.5 0.82 --- 29- 13 35-16 
1984 532.6 56.3 10.6 33.2 6.2 0.80 --- 40-13 49-16 
1983 418.3 50.5 12.0 30.8 7.4 0.76 --- 40-24 52-31 
1982 312.1 46.7 15.0 29 .9 9.6 0.76 --- 33-14 43-19 
1981 208.4 51.0 24.5 26.5 12.7 0.72 --- 35-20 48-28 
• To date. 

Technical 

Technically, TND\1 has spent the past ten months in a strong recovery uptrend and is now challenging 
an all-time-high area surrounding 40. Uptrend support is now at 32~33 near ~term . A rally above the 
J9~40 high points could reach 46~47 initially and continue higher over the intermediate~ to-long term . 
Additional support exists at 28·29. 

: ·,~· .... ··~7·U ...... . - . ... ... ... . ........... . 

.' -
..... ... . . . . .. .. .. . 

-;t-cr=-:--C!-h-::-=h:---1 -
....... -

(Chart courtesy of R. W. Mansfield) 

JOHN J. McMANUS 
Investment Research Department 

Thomson McKinnon Securities Inc. makes a principal market in Tandem Computers Incorporated and, 
for this purpose, may buy from or sell to its clients these shares . 

, 
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Summary Comment 
SUMMARY COMMENT 

Cal. Yr. PIE 
1986E 1987E 

21. 9X 16.2X 

After several years of no growth, earnings at Tandem are once 
again moving ahead strongly. Third quarter results exceeded our 
expectations with both revenues and margins above what we had assumed. 
The strength in revenues reflects the positive impact of new products, 
particularly the high-end VLX, as well as the reorganization of field 
operations earlier this year and expanded relations with third party 
software houses. We look for earnings to remain strong in 40 and, 
despite an uncertain economic outlook, we expect momentum to continue 
in FY 1987. Given the likelihood that earnings will remain on a 
positive trend, we continue to recommend purchase of the stock. 

Third Quarter Results 
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Third quarter earnings of $0.40 per share were well above our 
estimate ($0.35 per share) with both revenues and margins exceeding 
what we had assumed. The results are outlined below. 

Revenues 
Gross Margin 
Expenses 
Operating Income 

, of Sales 
Interest Income 
Pre-Tax Income 

, of Sales 
Rff. Tax Rate 
Net Income 

Per Share 

TANDEM COMPUTERS, INC. 
Fiscal Third Quarter Comparison 

(In millions, except per share data) 
Fiscal Year: September 

3Q:FY85 2Q:FY86 3Q:FY86 
$144.2 $176.3 $200.9 

61.1% 67.1\ 69.6%. 
87.5 98.3 109.2 

.5 20.0 30.6 
0.4% 11.3' 15.2% 
1.3 2.4 2 . 1 

$1.8 $22.4 $32.7 
1. 3' 12. " 16.3' 

NM 44.5' 44.5% 
$2.4 $12.4 $18.1 

$0.06 $0.29 $0.40 

% Change 
3Q/30 
39.3% 

24.8% 
NM 

61. 5% 
NM 

NM 
NM 

The pickup in revenues from $176 million in 20 to $200 million in 
3Q reflected a sharp 161 sequential gain in domestic shipments as well 
as continuing strong growth overseas. The principal impetus to demand 
resulted from initial shipments of the new high-performance VLX 
processors introduced at the beginning of the quarter, with 
approximately 20 units delivered in the third quarter at an average 
price in excess of $1 million. While demand for the VLX has exceeded 
expectations, orders for the low-end EXT processor, which were strong 
in the first two months of the quarter, fell off sharply in June and 
were below plan for the entire quarter probably owing to the impending 
release of a new low-end machine. 

Business conditions in the U.S. computer market clearly remain 
difficult, and the recent improvement in Tandem's domestic orders (+28' 
year-to-year) attests to the strength of new products introduced over 
the past year including the VLX processor, the Guardian 90 operating 
system, as well as the V8 and XL disk drives. Guardian 90 XF has 
enabled both an expansion in program size as well as increased 
throughput with applications running TMP (transaction monitoring 
facility) greatly reducing the need for checkpointing without 
sacrificing processor performance . This new software has most likely 
helped sales of the mainstay TXP processor. In addition to the recent 
strengthening of the product line, orders are clearly benefitting from 
expanded re l ations with third party software houses, which are 
contributing significantly to the addition of new customers. 

Orders outside the u.S. remain on a sharp uptrend, increasing 62\ 
year-to-year in 20 in part as a result of weakness in the dollar but 
also due to strength in the U.K. where deregulation is stimulating 
demand. Domestically, orders derived from the banking and other 



financial sectors were up as a percentage of total business (30+%) as 
were bookings from manufacturing customers (20+\) where, ex-autos, 
demand has strengthened. Federal and state government markets are both 
strong while t elecomm and transportation declined on a relative basis 
in the third quarter. 

Operating margins improved substantially in 30 to 15.2% from 11.3% 
the prior quarter, and are now much closer to the long-term targeted 
range of 16-18%. Gross margins came in just under 70% reflecting the 
impact of the weakened dollar as well as a sizable infusion of 
high-margin software revenue. The headcount increased 2 . 3% to 5,564 on 
board while the sales force remained flat at 546 worldwide. 

The pace of incoming orders thus far in the 40 pOints to a 
continuation of recent positive trends in the final period of FY 1986. 
Accordingly, we have hiked our estimate of 40 revenues to a range of 
$215-225 million and look for earnings of $0.43-0.48 per share bringing 
our full year 1986 estimate to $1.40-1.45 per share. Looking ahead, we 
are leaving our estimate for next year unchanged at $1 . 95 per share 
given our current reservations regarding economic trends here and 
abroad. Our quarterly model for this year and next is outlined on the 
next page. We continue to recommend purchase of the stock. 

• 



TANDEM COMPUTERS, INC. 
Quarterly Earnings Outlook 
(In thousands, except per share data) 
Fiscal Year Ends: September 

[Part 1 of 21 

OPERATING INTEREST 
SEP IT REVENUE INCOME MARGIN INCOME 

FY 1985 
10 
20 
30 
40 
YEAR 

FY 1986E 
lOA 
20A 
30A 
40E 
YEAR 

FY 1987E 
10E 
20E 
30E 
40E 
YEAR 

159,653 
146,489 
144,165 
173,831 
624,138 

170,061 
176,327 
200,853 
215,000 
762,241 

220,000 
220,000 
235,000 
260,000 
935,000 

22,509 
9,703 

540 
17,329 
50,081 

19,315 
19,998 
30,601 
32,895 

102,809 

34,200 
32,200 
37,500 
44,100 

148,000 

[Part 2 of 21 

PRETAX 
SEP IT 

FY 1985 
10 
20 
30 
40 
YEAR 

FY 1986E 
lOA 
20A 
30A 
40E 
YEAR 

FY 1987E 
10E 
20E 

I NeOME MARG IN 

24,397 
11,276 

1,838 
18,839 
56,350 

20,988 
22,360 
32,655 
34,895 

110,898 

36,200 
34,200 

15.3 
7.7 
1.3 

10.8 
9.0 

12.3 
12.7 
16.3 
16.2 
14.5 

16.5 
15.5 

14.1 
6.6 
0.4 

10.0 
8.0 

11.4 
11.3 
15.2 
15.3 
13 .5 

15.5 
14.6 
16.0 
17.0 
15.8 

1,888 
1,573 
1,298 
1,510 
6,269 

1,673 
2,362 
2,054 
2,000 
8,089 

2,000 
2,000 
2,000 
2,000 
8,000 

TAX NET SHARES 
RATE INCOME OUTST. 

42.5\ 
39.3' 
(550) 
41.0' 
39.0' 

44.5' 
44.5\ 
44.5\ 
44.5' 
44.5' 

41.5\ 
41.5' 

14 ,028 
6,841 
2,388 

11,117 
34,374 

11,648 
12,410 
18,124 
19,367 
61,549 

21,177 
20,007 

41,384 
42,156 
41,896 
41,623 
41,765 

42,177 
43,385 
45,003 
45,500 
44,016 

46,000 
46,500 

EPS 

0.34 
0.16 
0.06 
0.27 
0.82 

0.28 
0.29 
0.40 
0.43 
1. 40 

0.46 
0.43 



, 

30E 39,500 16.8 41. 5% 23,108 47,000 0.49 
40E 46,100 17.7 41.5% 26,969 47,000 0.57 
YEAR 156,000 16.7 41.5% 91,260 46,625 1. 95 

(*) 4Q:84 excludes $0.24/share from change in accounting for DISC 
benefits. 

Alex. Brown & Sons Incorporated currently maintains a market in the 
common shares of Tandem Computers, Inc. 

The author of this report has a beneficial interest in the common 
shares of Tandem Computers, Inc. 
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Tandem Computers, Inc. ~t 2. f, /9 t'c" 
1984-1986E 
(Data in $000) 
(Years to 9/ 30) 

[ Part 1 of 51 

lQF84 2QF84 3QF84 4QF84 FY 84 
12/ 31/ 83 3/ 31/ 84 6/ 30/ 84 9/30/ 84 

Product 
Revenues $108,474 $91,223 $1l9,064 $129,850 $448,611 

Service 
, Other 17,895 20,013 22,861 23,240 84,009 

Total 
Revenues $126,369 $111,236 $141,925 $153,090 $532,620 

Cost of 
Revenues 50,437 47,245 57,787 63,341 218,810 
, of 

Revenues 46.5' 51.8' 48.5' 48.8' 48.8' 
R • 0 10,849 12,853 13,514 15,298 52,514 

, of 
Revenues 8.6' 11.6\ 9.5' 10.0' 9.9' 

S G • A 48,205 49,132 56 , 282 56,576 210,195 
, of 

Revenues 38.1\ 44.2' 39.7\ 37.0' 39.5' 
Operating 

Costs $109,491 $109,230 $127,583 $135,215 $481,519 

Operating 
Profit 16,878 2,006 14,342 17,875 51,101 

Operating 
Profit Margin 13.4\ 1. 8' 10.1\ 1l.7\ 9.6' 

Other 
Income, Net 1,076 1,142 1,243 1,722 5,183 

Pretax 
Income 17,954 3,148 15,585 19,597 56,284 

Pretax 
Margin 14.2' 2.8' 11.0' 12.8' 10.6' 

Income Taxes 7,900 1,174 6,335 7,667 23,076 
Effective 

Tax Rate 44.0' 37.3\ 40.6\ 39.1\ 41.0\ 
Net Income $10,054 $1,974 $9,250 $1l,930 $33,208 

Average 
Shares-OOO 41,841 41,794 41,039 40,923 41,399 

E.P.S. $0.24 $0.05 $0.23 $0.29 $0.80 
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(Part 2 of 5J 

011'85 201'85 30F85 
12/31/84 3/31/85 6/30/85 

Product 
Revenues $134,135 $120,088 $116,868 

Service 
& Other 25,518 26,401 27,297 

Total 
Revenues $159,653 $146,489 $144,165 

Cost of 
Revenues 62,021 57,713 56,116 
, of 

Revenues 46.2\ 39.4\ 38.9\ 
R , D 15,127 17,075 18,027 

, of 
Revenues 9.5' 11.7\ 12.5' 

S G , A 59,996 61,988 69,482 
, of 

Revenues 37.6' 42.3' 48.2' 
Operating 

Costs $137,144 $136,786 $143,625 

Operating 
Profit 22,509 9,703 540 

Operating 
Profit Margin 14.1% 6.6' 0.4\ 

Other 
Income, Net 1,888 1,573 1,298 

Pretax 
Income 24,397 11,276 1,838 

Pretax 
Margin 15.3' 7.7\ 1. 3' 

Income Taxes 10,369 4,435 (550) 
Effective 

Tax Rate 42.5' 39.3\ (29.9') 
Net Income $14,028 $ 6 ,841 $2,388 

Average 
Shares-OOO 41,384 42,156 41,896 

E.P.S. $0.34 $0.16 $0.06 
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[Part 3 of 5] 
, Change 

4QF85 FY 85 85 vs 84 
9/30/85 

Product 
Revenues $144,018 $515,109 14 .8% 

Service 
& Other 29,813 109,029 29.8% 

Total 
Revenues $173,831 $624,138 17.2% 

Cost of 
Revenues 64,298 240,148 9.8% 
% of 

Revenues 37.0% 38.5% 
R • 0 21,348 71,577 36.3% 

\ of 
Revenues 12.3\ 11. 5\ 

S G • A 70,856 262,332 24.8% 
\ of 

Revenues 40.8\ 42.0\ 
Operating 

Costs $156,502 $574,057 19.2% 

Operating 
Profit 17,329 50,081 (2.0\) 

Operating 
Profit Margin 10.0\ 8.0\ 

Other 
Income, Net 1,510 6,269 21.0% 

Pretax 
Income 18,839 56,350 0.1\ 

Pretax 
Marg in 10.8\ 9.0\ 

Income Taxes 7,722 21,976 (4.8\) 
Effective 

Tax Rate 41. 0% 39.0\ 
Net Income $11,117 $34,374 3.5\ 

Average 
Shares-OOO 41,623 41,765 0.9% 

E.P.S. $0.27 $0.82 2.6\ 
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[Part 4 of 51 

lQF86 2QF86 3QF86 4QF86E 

12/ 31/ 85 3/ 31/ 86 6/ 30 / 86 9/30/86 

Product 
Revenues $137,228 $142,754 $159,237 $170,000 

Service 
& Other 32,833 33,573 41,616 42,500 

Total 
Revenues $170,061 $176,327 $200,853 $212,500 

cost of 
Revenues 58 , 844 58,025 61,030 65 , 875 

\ of 
Revenues 34.6\ 32 . 9\ 30.4\ 31.0\ 

R , D 19,817 21,318 22,299 24,650 

\ of 
Revenues 11.7\ 12.1\ 11.1\ 11.6\ 

5 G , A 72,085 76,986 86,923 90,738 

, of 
Revenues 42 . 4\ 43.7\ 43.3\ 42.7\ 

operating 
Costs $150,746 $156,329 $170,252 $181, 263 

Operating 
profit 19,315 19 , 998 30,601 31,238 

operating 
profit Margin 11.4\ 11.3\ 15.2\ 14.7\ 

Other 
Income, Net 1 , 673 2,362 2 , 054 2 , 400 

Pretax 
Income 20 , 988 22,360 32,655 33,638 

Pretax 
Margin 12.3\ 12 . 7\ 16.3\ 15.8' 

Income Taxes 9,340 9,950 14,531 14 , 868 

Effective 
Tax Rate 44.5\ 44 . 5\ 44.5\ 44 . 2\ 

Net Income $11,648 $12,410 $18,124 $18,770 

Average 
Shares-OOO 42,177 43,385 45,003 45,500 

E.P.5 . $0.28 $0 . 29 $0 . 40 $0.41 
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[Part 5 of 51 

% Change % Change 

FY 86E 86 vs 85 FY 87E 87 vs 86 

9 / 30/ 86 9/ 30/87 

Produc t 
Revenues $609,219 18.3% $735 , 000 20.6% 

Service 
& Other 150,522 38 . 1\ 185,000 22 . 9% 

Total 
Revenues $759 , 741 21 . 7% $920,000 21.1\ 

Cost of 
Revenues 243 , 774 1.5% 292 , 560 20.0% 

% of 
Revenues 32.1\ 31.8% 

R&D 88,084 23 . 1\ 105 , 340 19 . 6% 

% of 
Revenues 11.6% 11.5% 

S G & A 326,732 24.5% 380,420 16.4% 

% of 
Revenues 43.0% 41. 4\ 

Operating 
Costs $658,590 14 . 7\ $778,320 18.2% 

Operating 
Profit 101,152 102.0% 141,680 40 . 1\ 

Operating 
Profit Margin 13 . 3\ 15.4\ 

Other 
Income , Net 8,489 35 . 4\ 9,000 6.0' 

Pretax 
Income 109 , 641 94.6% 150 , 680 37 . 4\ 

Pretax 
Margin 14.4\ 16.4% 

Income Taxes 48,869 121 . 6% 64 , 792 33.1\ 

Effective 
Tax Rate 44 . 4\ 43 . 0% 

Net Income $60,951 77 . 3% $85,888 40.9' 

Average 
Shares-OOO 44,016 5 . 4\ 46,500 5.6% 

E.P . S. $1.38 68.2% $1.85 33.4% 

(C) - DBL makes a market in certain converts &/or warrants of this 

company. 
(M) - OBL makes a market in th is secur i ty . 
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Stock Highlight: TANDEM COMPUTERS (36-0TC) 

Tandem Computers is one of the 
few computer companies that are 
thriving in today's sluggish tech
nok>gy markets. Whereas most com
puter makers followed by Value line 
have reported lower earnings in the 
first half of 1986, Tandem's share net 
roared ahead by 200010. We estimate a 
70% year-to-year advance in fiscal 
1986 (ends Sept. 30th) and a further 
30% gain in fiscal 1987. 

Although this equity has earned 
our highest rank for Timeliness, in
vestors should note with caution the 
stock's Safety Rank of 4. The below
average ranking is based, in part, on 
the stock's Price Stability rating, 
which. at 5 out of 100, is our lowest 
score. Indeed, the stock has rallied, 
declined, and rallied again, all in the 
past two years. The Beta score (l.55) 
is also high. 

Despite the risks. we still believe 
that strong earnings gains will enable 
this stock to outperform the market 
averages over the next year. 

Fail Safe 
Tandem produces computer sys

tems and networks for on-line trans
action processing (OLTP). Its products 
automate routine business functions 
such as bank drafts, airline reserv
ations. securities trades, and inven
tory control. Tandem pioneered OLTP 
technology some 12 years ago. ~ 
though IBM and other major co~ 
puter makers now dominate the $30 
billion market, Tandem holds a 
commanding lead in the fastest 
growing niche. The company pro
duces "fault tolerant " (or fail-safe) 
systems. This refers to It computer 
that continues to operate even If 
some of its components fail. Sophis
ticated software systems enable the 
computer to be reconfigured in the 
event of component failure by aut~ 
matically shifting functions to alter
nate components. Meanwhile, the 
system architecture is designed to 
protect the database from ~s or al
teration. Theoretically at least, faih 
ufe systems can eliminate the possi
bility of computer downtime. Be-

cause system fa il ure can be 
extremely costly, corporate users are 
willing to pay premium prices for this 
feature. 

Tandem has an estimated 
85%-90% share of the fault-tolerant 
OlTP systems market. Although cur
rently smal l, this niche market is ex
pected to grow at a more than 30".4 
average annual rate into the 1990s. 
What's more, two other performance 
characteristics have kept Tandem 
ahead of the OLTP competition . They 
are (in computer jargon) "modular 
expendability with linear growth in 
processing power", and "distribution 
of functions to all nodes of a 
network". 

The phrases mean several things. 
For one, customers can easily u~ 
grade their systems in a way that fully 
protects the value of their existing 
investment. Users simply increase 
capacity by adding new components 
that are fully compatible with existing 
hardware (modular expand ability). 
Secondly, processIng power, as 
measured in transactions per second, 
rises in proportion to growth in ca
pacTry, as measured by the number of 
processors (linear growth). Finally, 
Tandem's OLTP computers can as
sign to geographically dispersed 
work stations different computer 
capabilities (distribution of func
tions). Recentty, Tandem has inten
sified its emphasis on this "network" 
niche, which is the most lucrative 
segment of the OlTP markel 

In sum. when the broad OLTP mar
ket is restricted to products with these 
three performance traits, Tandem 
holds a unique position. 

Big Blue Miscue 
Until November, 1984, many co~ 

puter industry observers remained 
unimpressed with the market poten
tial for fault-tolerant computers. But 
in that month, an unprecedented 
event occurred_18M, which had long 
prided itself on an ability to supply its 
own products 10 III important leO
ments of the data processing market, 
6igned its first agreement to remartret 

another company's entire product 
line. Big Blue's partner was tiny Strat
us Computers , Tandem's leading 
faulHolerant competitor. 

IBM's dec isio n to sell Stratus 's 
model as its System B8 was widely 
interpreted as an admission that it 
had neglected the growing demand 
for fault-tolerant computers. An in
creasing number of IBM's customers 
had come to demand fail-safe com
puters, and apparently IBM was 
forced to ally itself with Stratus in 
order to satisfy them. Tandem's suc
cessful bid for an $8 million J.P. Pen
ney contract in head-to-head com
petition with IBM may also have been 
a deciding factor. 

Initially perceived as a threat to 
Tandem, the IBM-Stratus partnership 
may have been a shor t-term blessing 
in disguise. Big Blue's endorsement 
of the fault-tolerant concept has 
stImula ted greater interest in the 
market. Meanwhile, Tandem enjoys a 
clear performance lead over Stratus 
Although the prospect IS nOI immi
nent. in the long run IBM may de
velop its own fault-tolerant tech
nology, which could permit it to claim 
a larger share of Tandem's market. 

Artful Dodger 

Tandem has managed to dodge the 
computer slump for several reasons_ 
• Demand for OlTP systems has 
been rising rapidly as customers in 
manufacturing, communications, 
Ind publishing discover new appli
cations for the technology. 
• Tandem's new high-volume sys
tem, the VLX, has been an over
whelming success since its intro
duction last April. The new system rs 
sening industry standards for pricel 
performance, reliability, and oper
ating and maintenance costs. 
• The weaker dollar has boosted 
Tandem's overseas business con
siderably. Foreign $8les contribute 
over one-third of the company's total. 
(The overvalUed dollar was 8 key tao
tor in Tandem's sluggish profit per
formance in the early 1980s.) Value 
line's forecast for a steady relatte!)-

, --- -
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ship between the dollar and most 
major foreign currencies through 
1987 augurs well for Tandem . 
• A cost containment plan has helped 
control expenses, long 21 thorn in the 
company's side. In the fall of 1985. 
management implemented a salary 
freeze and other measures. Although 
the salary freeze has been lihed. we 
think that in the future Tandem will be 
more adept at keeping costs under 
control . 
• Finally, Tandem restructured its 
marketing organizat ion early this 
year, eliminating an entire layer of 
administrative personnel. h currently 

'T'RS 

!AI ..... ... 
~ ..... 1aJ _ ... -

has a larger sales force in the field 
while spending less on marketing 
overall than one year ago. Moreover, 
the company is successfully targeting 
the largest blue-chip 8CCOUnts. 

We think the five conditions above 
will continue to power Tandem's im. 
pressive profit momentum in 1987 
and beyond. Moreover. a fulJ..scale 
turnaround in the data processing in
dustry next year-which our esti
mates do not assume--a;)uld acceJ.. 
erate the company 's profit growth 
even further. We nate, too, that de
sp ite the loss of investment tax 
credits, Tandem stands to gain from 

-

the pending tax bill, due to its high 
reported tax rates. 

,"vestment Considerations 
We expect continued rapid earn

ings growth to fuel above-average 
share price ga ins both over the 
coming year and to 1SSS-91 . We cau
tion, however, that this equity does 
have risks. Although the PIE is not 
historically out of line, the stock is 
selling at a considerable premium to 
the market. Th is could make it par
ttcularly vulnerable to earnings dis
appointments or other unwelcome 
developments. ~ 
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(For a ful~page report including company statistics. see page 1116 of Ratings & Reports dated fI.8.86) 
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RECOMMENDED STOCKS 

(Part 1 of 2J 

Fiscal Price 
COmpany Year 7/02/86 
Autodesk, Inc. 

(OTC: ACAD) 1 $38.25 
Cray Research 

(NYSE: CYR) 12 $97.38 
Daisy Systems 

(0Te: DAZY) 9 $11. 00 
Digital Equipment Corp. 

(NYSE: DEC) 6 $89.50 
Floating Point Systems 

(NYSE: l"LP) 10 $37.88 
Hewlett-Packard 

(NYSE: BWP) 10 $42.25 
Mentor Graphics 

(OTC: MENT) 12 $15.50 
Novell, Inc. 

(OTC: NOVL) 10 $20.00 
Stratus Computer 

(OTC: STRA) 12 $21.50 
Sun Microsystems 

(0Te: SUNW) 6 $15.50 
Tandea Coaputers 

(0Te: TNDM) 9 $32.38 
Tellabs, Inc. 

(0Te: TLAB) 12 $12.38 
Ongermann-Bass, Inc. 

(0Te: UNGR) 12 $11.50 

-- - -~- .----------_.-

FY Earnings Per Share 
1985A 1986E 1987E 

$0.30 $1.03 $1.55 

$2.49 $4.00 $5.00 

$1.18 $0.00 $1.25 

$3.19 $4.65 $6.25 

$1.75 $2.05 $2.75 

$1.91 $2.02 $2.65 

$0.52 $0.70 $1.40 

$0.41 $0.92 $1.50 

$0.45 $0.72 $1.15 

$0.38 $0.45 $1.00 

$0.82 $1.30 $1.85 

$0.52 $0.72 $1.00 

$0.22 $0.38 $0.80 



[Part 2 of 2) 
, Change in Calendar bed 

Py Barnings Per Share P!B Ratio (s) 
Coapany 85-86B 86-87E 1986E 1987B 
Autodesk, Inc. 

(OTC: ACAD) 243.3\ 50.5' 37.1 24.7 
Cray Research 

(NYSB: CYR) 60.6\ 25.0' 24.3 19.5 
Daisy Systems 

(OTC: DAZY) NM NM NM 8.1 
Digital Bquipment Corp. 

(NYSE: DEC) 45.8' 34.4\ 16.6 12.8 
Floating Point Systems 

(NYSE: FLP) 17.1\ 34.2\ 17.0 13.0 
Hewlett-Packard 

(NYSE: BWP) 5.8' 31.2\ 21.1 15.6 
Mentor Graphics 

(OTC: MENT) 34.6' 100.0\ 22.1 11.1 
Novell, Inc. 

(OTC: NOVL) 124.4\ 63.0\ 20.0 12.5 
StratuB Computer 

(OTC: STRA) 60.0\ 59.7\ 29.9 18.7 
Sun Microsystems 

(OTC: SONW) 18.4\ 122.2\ 19.4 12.9 
Tandea Computers 

(OTC: TNDM) 58.5\ 42.3\ 20.9 15.4 
Tellabs, Inc. 

(OTC: TLAB) 38.5' 38.9\ 17.2 12.4 
Ungermann-Bass, Inc. 

(OTC: ONGR) 72.7\ 110.5\ 30.3 15.3 

INVESTMENT STRATEGY: 

Short term - still highly selective; longer term - begin to accumulate. 

Recent econoaic data on factory orders, industrial production, 
employment, and capacity utilization has reinforced our view that 
capital spending will provide no impetus to the economy this year. This 
outlook is increasingly being factored into economic forecasts for 
1986, and clearly the majority view has become .ore tentative regarding 
an acceleration in business during the second balf. Accordingly, 
earnings expectations are diminishing for technology companies (e.g. 
semiconductors), and we are becoming more positive on the stocks as 
valuations decline. 

While econoaic growth in general, and capital spending in 
particular, remain very important factors influencing the demand for 
information processing systems, they are not the whole story_ Demand . 
has been restrained during the last two years by factors other than the 
economy and we foresee the impact of these factors waning during the 
next 6-12 months. Indeed, the current sluggish order environment 
reflects in part the excessive addtions to data processing capacity 
made during the 1983/1984 time frame (particularly PCs), the lack of 
complete systems integration, and an increasingly coaplex sales cycle 

.... ~ -- -



attendant to tbe growing atrategic i.portance of tecbnology spending. 
Furtheraore, looking abead, the odds reaain favorable that an 
acceleration in econo.ic growtb will occur in early 1987 wbicb should 
8et the stage for a pickup in capital spending. We foraee this recovery 
developing as a function of recent aonetary ezpansion, lover real 
interest rates, and the favorable iapact of the declining dollar on the 
balance of trade, all of which should lead to a resurgence in aggregate 
de.and and expanded production. 

Information Systeas 

Given the uncertain timing of a recovery, ~ur re~eDdations for 
ahort-tera momentua accounts continue to be highly selective and 
focused on companies whose near-term earnings prospects reaain positive 
despite the absence of impetus from tbe domestic econoay_ ~ea. 
recommendations include Digital Bquipment Corp., Novell, and Tandea 
Computers with a combination of tbe following cbaracteristics: (1) 
favorable new product dynamics, (2) a sizeable overseas component, (3) 
a specific niche that is growing irrespective of the econoay, or (4) a 
tight rein on costs and expenses with significant operating leverage 
when business improves. For those with a longer time horison, given our 
increasingly positive view of the group, we suggest accumulating 
positions in Ungermann-Bass, Hewlett-packard, Stratus, Sun 
Microsystems, and Floating Point Systems. 

· . - . 
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Tandem Computers (*) (TNOM - 35) 

Continuing Buy Recommendation 

1985 BPS (9/30): 
1986 BPS Bst.: 
PIE 1986 Est.: 
PiE 1987 Est.: 
Dividend: 
Yield: 
1986 Price Range: 
Common Shares Out.: 

Summary and Investment Conclusion 

$0.82 
$1.41 

24.8x 
19.3z 
Nil 
Nil 

35-20 
43 Mil. 

CORI'OIIA'It 
INFOIIMATION CENTU 

Tandem continued its market share gains and margin iaprovement 
during third-quarter fiscal 1986. As a result, earnings in the quarter 
exceeded our $0.33 estimate, rising to $0.40 compared with $0.06 in the 
prior year. Revenues grew 39\ to $200.8 million, substantially higher 
than a year ago in both domestic (up 28\) and international (up 62\) 
markets. The U.S. showed strength for the first time in more than a 
year. We continue to recommend purchase of Tandem. 

Increased EPS Estimates 

We have increased our fiscal 1986 and 1987 earnings per share 
estimates to $1.41 and $1.81, respectively. Revenue growth of 21t is 
projected for the year. 

Fiscal 1986 Third-Quarter Results 

Tandem experienced growth in both higher-priced segments of its 
product line, the $400,000 TXP and $1,000,000 VLX. As a result, gross 
margins improved to an all-time high of nearly 70'. As well, the 
company was able to better leverage its sales force, seeing 
SG&A/revenue decline by one percentage point versus second-quarter 1986 
to 43'. Tandem's low-end EXT system was somewhat behind plan, a 
situation which ironically aided gross margins. We believe that Tandem 
will soon introduce two low-end systems, the EXT-IO and EXT-2S, whicb, 
for the first time, will break below the $100,000 price point. 

We are encouraged by the fact that some of the company's long sell 
cycle efforts are bearing fruit, justifying its extensive marketing 
efforts. For example, contracts are believed to have been closed with 
Safeway (SA - 60), Wells Fargo Bank (WFC - 103), Merril Lynch 
(MER - 34) and Nabisco during the quarter. Furthermore, third-party 
software vendors are generating an ever increasing portion of the 
company's revenues, (believed to be as high as 20'). 



Financial Condition 

Tandem continues to have one of the healthiest balance sheets in 
tbe industry. Cash rose to $177 aillion during tbe quarter, wbile debt 
reaained at $35 million (representing less tban 5' of total capital). 
The number of shares outstanding rose to 45 million due to dilution 
arising from employees exercising stock options. Such conversions also 
added about $20 million in casb. 

A Mainstream Player 

We continue to believe that Tandem will becoae one of the main 
industry vendors. While its initial growth wave CeDe from its 
fault-tolerant features, its unique computer architecture bas enabled 
it to address the broad commercial on-line transaction processing 
(OLTP) market in a more effective way than traditional mainframe 
suppliers. That is, instead of competing in tbe $1 billion 
fault-tolerant market, Tandem competes in the $30 billion OLTP market. 

The Advantages of Tandem's Multiprocessor Computer AIchitecture 

Tandem's architectural advantages stem from the multiprocessor 
nature of its architecture which permits many processing units to be 
connected together within a single cabinet. This contrasts with the 
typical mainframe approach which involves building large, single 
processor engines. This latter approach requires fast semiconductors 
and advanced circuit packaging, both of which are capital intensive. On 
the other hand, Tandem can build higher performance processing 
complexes than can IBM by using off-the-shelf components (thereby 
achieving a better gross margin). 

Tandem~s architecture is more effective in -transaction 
processing- environments. A transaction is essentially a small program. 
Por example, consider a bank with 100 automatic teller machines (ATM) 
controlled by a computer. If a customer wants to withdraw money from 
bis checking account, the computer must look up the custo.er's balance, 
compare it vith the withdrawal amount, subtract that amount fra. the 
balance if it is suffiCient, send a message to the ATM to dispense the 
money and finally, log the transaction in a record file. This 
transaction might involve 10-12 accesses to disk drives and the 
execution of 100,000 machine instructions. Typically a stream of these 
independent transactions come in from the ATMs to the bank's computer. 
If the computer is a mainframe, the transactions will get queued-up and 
then executed in succession. If it is a Tandem computer, the operating 
system vill assign the next available processor to the transaction. Up 
to 16 processors can be contained in one cabinet, and up to 14 cabinets 
can be connected together to end up with significant parallelisa in the 
execution of these transaction. As a result, Tande.~s architecture has 
enabled it to capture about two-thirds of the ATM market. 

Other segments of industry, such as travel reservations, financial 
markets and manufacturing are becoming increasingly dependent on 
on-line transaction processing systems. 



Table I. Rejected Revenue/Barnings 
($ Millions) 

9/30/87 Bst. 9/30/86 Est. 9/30/85 

Product Revenue 693 615 515 
Service , Other 174 US 109 
Revenue 867 760 624 

Cost of Revenue 277 245 240 
Product Development 95 87 72 
Mktg, General & Admin 356 325 262 
Net Interest -8 -8 -6 
Total Costs 721 649 565 

!BIT 138 103 50 
Pretax Income 146 III 56 
Income Tax 64 49 22 
Net Income 82 62 34 

Shares Outstanding (Mil. ) 45 45 42 

Earnings Per Share ($) 1.81 1.41 0.82 

Margins (t) 
Cost of Revenue 32 32 38 
Product Development 11 11 11 
Mktg, General, Admin. 41 43 42 
BRIT 16 14 8 
Pretax Income 17 15 9 
Income Tax 44 44 39 
Net Incoae 9 8 6 

Growth (t) 
Product 20 19 15 
Service 20 33 30 
Pretax income 31 97 0 
Net IncOJlle 32 79 -20 

Product Revenue ($ Mil.) 
NS-II 50 63 77 
TXP 440 440 386 
EXT 53 53 52 
VLX 150 50 0 

Percent of Sales (t) 
NS-II 7 10 15 
TXP 64 72 75 
EXT 8 9 10 
VLX 22 8 0 

Unit Shipments 
NS-II 200 250 300 
TXP 1,100 1,100 1,000 



EXT 
VLX 

350 
150 

350 
50 

350 
o 

.. _-



Table II. Results by Quarters 
($ Millions) 

1985 1986 
I II III IV I II III IV 

(8) 

Product Revenue 134 120 117 144 137 143 159 176 
Service , Otber 26 26 27 30 33 34 42 37 
Revenue 160 147 144 174 170 176 201 213 

Cost of Revenue 62 58 56 64 59 58 61 67 
Product Development 15 17 18 21 20 21 22 23 
Marketing, General 

, Admin 60 62 70 71 72 77 87 89 
Net Interest -2 -2 -1 -2 -2 -2 -2 -2 
Total Costs 135 135 142 155 149 154 168 178 

BBIT 23 10 0 17 19 20 31 33 
Pretax Income 24 11 2 19 21 23 33 35 
Income Tax 10 4 -1 8 9 10 15 15 
Net Income 14 7 2 11 12 13 18 20 

Shares Outstanding 
Barnings per 

41 42 42 42 42 43 45 45 

Share ($) 0.34 0.16 0.06 0.27 0.28 0.29 0.40 0.44 

Margins (t) 
Cost of Revenue 39 39 39 37 35 33 30 32 
Product Development 9 12 12 12 12 12 11 11 
Marketing, General 

, Admin 38 42 48 41 42 44 43 42 
BBIT 14 7 0 10 11 11 15 15 
Preta:z Income 15 8 1 11 12 13 16 16 
Income Tax 43 39 -31 41 45 44 44 44 
Het Income 9 5 2 6 7 7 9 9 

Growth (') 
Product 24 32 -2 11 2 19 36 22 
Service 42 32 19 28 29 27 52 25 
Pretax Income 35 253 -89 -2 -14 100 1,745 84 
Net Income 37 241 -75 -48 -17 83 652 74 

(8) • Estimate 

Note: For additional information please refer to the Higblights dated 
June 6, 1986 and New purchase Recommendation dated June 11, 1986. 

(*) At the time of this report, Bear, Stearns & Co. IDC. was a market 
maker in this security. 

- - - .- . ~ 
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Tandem Computers, Inc. ( * ) (TNDM - 32) 

1985 EPS (9130): 
1986 EPS Est.: 
1987 EPB Est.: 
PIE 1986 Est . : 
PIE 1987 Est.: 
Dividend : 
Yield: 
1986 Price Range : 
Common Shares Out.: 

SO.82 
S1. 33 
S1. 75 

24.1x 
18.3x 

Ni 1 
Nil 

34-13 
43 Mil. 

{Graphical Material Omitted: Chart] 

Summary and Recommendation 
We recommend purchase of Tandem Computers. 

COIIPoaAn 
Nobc4no... CINJa 

Tandem Business 
Inf~rmation Center 

We believe that Tandem will displace many traditional computer 
vendors and become one of the major, surviving computer companies . 
Although Tandem has historically been associated with a limited market 
niche -- fault-tolerant systems -- we think that Tandem's unique 
computer architecture makes it better suited for the broad, mainstream 
commercial market. In short, investors yill think of Tandem along side 
of other mainstream, successful compan i es such as Digital Equipment 
(DEC - 86) and IBM (IBM - 148). 

Although ye describe Tandem and the superiority of its computer 
systems in this report, ve have not stressed fault-tolerance as have 
other reports on the company . While fault-tolerance is certainly a key 
feature of Tandem's machines, it is only one of many architectural 
advantages that makes Tandem's systems more suitable tha n traditional 
mainframes and minicomputers in the commercial marketplace. 

Reasons to purchase shares of Tandem Computers are: 

* Tandem's computer architecture should enable the company to 
steadily gain market share at the expense of traditional computer 
vendors . This architecture enables users to: 1) physically a nd 
geographically distribute processors and data throughout their 
organization, yet perceive a single system image; 2) expand the 
performance of their systems in a much 'Wide r range than found in 
t r aditional computer designs; and 3) experience 100% up- time, a feature 
that has become a requirement as computers become a part of customers' 
own product offerings, rather than the historical overnight data 
processing use of computers . 

1 



* The advantages of Tandem's architecture should attract more 
t~ird-party soft~are; the availability of third-party soft~are can make 
or break a computer hard~are vendor. 

* Tandem has more earnings leverage potential due to margin 
improvement than practically any other vendor in the industry. Such 
margin improvement would come from a reduction in Tandem's high 
SG&A/Revenue ratio (42%) as the average selling price of its systems 
rise from $250,000 to more than $500,000. 

Valuation 

We believe that Tandem ' s market share gains coupled Yith long-term 
margin improvement yill result in 20\-25% annual earnings groyth for 
the next several years. Tandem's PI E appears to be too loy; we believe 
that this groyth justifies a PIE with a substantial premium to the 
market. Furthermore, as investors recognize that Tandem Yill break 
away from the traditional minicomputer crowd, its PIE should be 
decoupled from others in the group. That is, vhile the shares of Data 
General (DGN - 39), Prime (PRM - 19) and Wang (WANB - 17) vill trade 
relative to their individual product cycles and the overall capital 
spending environment, Tandem should continue to gro~ at a steadier and 
faster pace due to its impending market share gains. Investors should 
re~ard consistent gro~th in Tandem, much as they have embraced the 
stocks of Digital Equ ipment and Cray Research {CYR - 90}. 

Risks 

There are several risks to investing in Tandem: 

* IBM has recognized the gravity of Tandem's market share inroads 
to date and has sought to plug the hole in its product line by 
aggressively marketing a computer produced by Stratus, a fault-tolerant 
vendor. 

* Tandem has historically ignored start-up competitors until they 
have made a meaningful inroad into its marketplace. This vas the case 
with Stratus and it appears to be repeating itself with one significant 
start-up, Tolerant Systems. Such overconfidence has also led to several 
earnings disappointments. 

* Capital spending for computers remains soft with industry-vide 
domestic orders about 15% below 1985's depressed levels. In addition, 
the stock has experienced a run-up over the past fey months due to a 
good second-quarter f iscal 1986. 

Market Environment: Consolidation 

The current period of computer industry consolidation is the bas is 
of yet another reason to o~n stock in Tandem. with the competitive 
position of many mature computer companies challenged by substantial 
industry-wide overcapacity and a slowdown in industry gro~th, many such 
vendors are seeking ne~ ways to rejuvenate their businesses. As well, 
Tandem possesses an off-balance sheet asset, namely, the lock-in of its 
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customer base. We believe that an acquisition-rich environment will 
emerge as mature vendors vhose competitive position has been eclipsed 
viII seek to acquire those companies which own or are gaining market 
share. Since ve believe that Tandem will emerge as one of those fe~ 
surviving and thriving computer companies due to the advantages 
inherent in its computer architecture, Tandem represents one of the 
most desirable properties. 

Tandem's Architecture: The Commercial Mainstream 

Ultimately, it will be Tandem's computer architecture (.) that 
will enable it to grow while others in the computer industry stagna te. 
In short, we believe that Tandem should be a core holding for investors 
wish i ng to have exposure to the computer industry. Tandem viII like ly 
gain market share at the expense of some of these established vendors 
because its unique product architecture will enable it to perform 
commercial applications substantially better than traditional 
computers. 

(.) Computer architecture refers to the machine's design, particularly 
its instruction set {add, subtract, multiply, divide, etc}, memory 
organization and inter-processor communication. Strictly speaking, a 
ma chi ne's Functional Architecture is defined to be the programmer's 
view of the machine (instruction set, register layout, address ing 
modes, etc.). The Design Architecture, also referred to as machine 
organization refers to how the vendor implements its programming , or 
functional architecture. For example, IBM's 3090 and 4300 both 
incorporate the System/370 Functional Architecture. However the 
implementations are very different, both in terms of materials 
technology (semiconductors and packaging) as well as in the 
incorporation of machine resources (i.e., cache memory, pipelining, 
etc.). 

We believe that most great computer companies can trace their 
success to their advantages in computer architecture. Such 
architectural successes include IBM's mainframes, Digital Equipment's 
minicomputers and Cray Research's supercomputers. For example, IBM 's 
decision in the early 1960s to offer a single mainframe architecture 
(the System/ 360) eliminated the need for customers to re-yrite their 
programs each time they moved to a more powerful machine. This 
architectural concept was so appealing that IBM soon dominated the 
mainframe market. In the case of Digital Equipment, its single, focused 
architecture enabled it to sustain its recent margin improvement as 
yell as extend its product line to a performance range beyond 
traditional minicomputers. Finally, Cray Research's key advantage is 
hov it organized its machine to achieve the highest performance, 
without developing its own fast semiconductors. 

A Long-Term Proprietary Advantage 

Tandem's architectural innovations (described belo~) represent a 
long-term proprietary advantage for the company -- it is virtually 
impossible for other vendors to incorporate Tandem's architecture into 
their systems without departing from their ovn locked-in installed base 
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<the only company that has been able to incorporate a Tandem-like 
a.rchitecture while maintaining compatibility ... ith their installed base 
has been NCR). Because Tandem conceived its architecture at least 10 
years later than most mainstream players in the industry, it could make 
a clean break with the past, something that established vendors could 
not contemplate. Thus, advantages in computer architecture actually 
represent as significant a proprietary advantage as advanced 
semiconductor technology. In fact. all vendors ultimately gain access 
to the latest semiconductor technology when it reaches the merchant 
market. However. mature companies will not be able to incorporate 
architectural innovations Yhile preserving their installed customer 
base. 

Tandem's Architecture 

Distributing Programs and Data 

Simply put, Tandem's architecture enables customers to do things 
that cannot be done effectively on other vendors' systems -- yith 
Tandem computers users can physically distribute data and programs 
throughout their organization. Yet, the user perceives the image of a 
single system -- transparent to the user, the operating system fetches 
and stores data at remote sites if needed . The user perceives the data 
to be local. It is Tandem's underlying operating system, and special 
machine-to-machine "messaging" instructions (not found on conventional 
machines) that provide this capability. 

Note, it is possible to tie together geographically dispersed 
on-line users vith conventional computers. Typically, this is done by 
connecting each computer terminal via its avn telephone line to a 
centrally-located computer. In an era of rising telecommunications 
costs, such arrangements are becoming more impractical. 

The importance of be i ng able to physically distribute processors 
and data becomes apparent vhen one realizes that businesses and their 
employees are geographically dispersed, yet it is desirable to maintain 
only a single copy of important data. Consider the problem of 
allocating airline seats from any of 20,000 travel agent locations. 
While it is imperative not to allocate the same seat at different 
locations, it is desirable to alter the data from any location. In 
older systems, each travel agent and ticket counter yas tied into Yhere 
the data resides (at the airline's central computer). We think that the 
airline industry represents one of the biggest opportunities for Tandem 
over the next fey years (in fact, sources suggest that Tandem is on the 
eve of announcing a major airline reservation contract). 

Expandability Without Degradation 

The second competitive advantage afforded to Tandem because of its 
unique architecture is the ability to construct high-end systems 
Yithout the kind of capital requirements of traditional mainframe 
development. That is, Tandem can achieve higher performance levels than 
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conventional mainframes, yet use off-the-shelf semiconductors. In 
Tandem's latest machine, the VLX, the company uses the lates t EeL gate 
a r r ay available in the merchant market, but achieves performance levels 
great e r than mainframes using proprietary technology {s ee below}. 

Unlike today's mainframes, Tandem's machines do not experience 
performance degradation when multiple processors are strung together. 
In traditional mainframes, the only way multiple processors can be 
linked together (while maintaining an image 0: a single machine) is for 
the processors to share main memory. A problem arises with shared 
memory design because only one processor can access memory at the same 
time, leaving other processors idle. This memory contention (or 
Rbottleneck R) problem results in severe performance degradation for 
conventional mUltiprocessor mainframes. In contrast, Tandem's computers 
have no such bottleneck. Since each CPU has its own memory, a Tandem 
user can achieve a linear growth in performance by adding processor 
modules to the system. If data residing in another machine's memory i s 
desired, special Rmessage instructions R (transparent to the user) 
fetches the data from the other processor (Chart I) . The other 
processor and data can be located a long distance from the requesting 
processor. 

(Graphical Material Omitted: Chart I - Conventional System/Tandem 
System) 

For example, in IBM's largest system, the four-processor 3090 
Model 400, the user does not get the full performance of each 15 MIPS 
engine -- instead of obtaining 60 MIPS in performance, the total system 
delivers computing pover closer to 50 MIPS. Tandem's VLX system, in 
contrast can string together 16 of its 4 MIPS VLX machines and achieve 
64 MIPS vith no degradation. Because transaction processing systems 
typically involve the many small jobs they each run for a short period 
of time on its own processor, numerous small processors do the job as 
well as fewer large ones. In a sense, Tandem's systems are really a 
form of parallel processing for the commercial world. 

The importance of linear performance expandability is better 
understood by realizing that on-line transaction processing systems 
tend to 9ro .. · as the customers' business gro .... s . This stems from the fact 
that interactive/ transaction processing systems generally form the core 
of the customers' own product offering -- the computer becomes part of 
the customers' competitive repertoire. For example, major stock 
exchanges use Tandem systems for order execution and reconciliation 
(SIAC has over 100 Tandem processors in a single site) . ~ith the 
burgeoning transaction volumes of recent years, such expandability .... as 
a necessary requirement for the system. 

Finally, the President of the Tandem Users Group, an independent 
association, informed us that customers are now purchasing Tandem 
systems more for their expandability than for fault-tolerance. 
Ironically, IBM's fault-tolerant system is manufactured by Stratus 
Computers and does not have the expandability of Tandem's system. IBM 
may have rnisperceived customers' attraction to Tandem systems . 
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While the fault-tolerant fea ture was respons ible fo r Tandem's 
early growth (driven by ATM networks where Tandem now controls 60% of 
the market), we contend that fau lt- t oleran ce i s really a by-product of 
Tandem's design. Because Tandem ' s systems are comprised of multiple 
processors running in parallel, the failure of a single engine does not 
interrupt the entire workload. Moreover, before each disk read or 
write, the transaction is "check pointed,ft or recorded such that if a 
failure does occur, the transaction can be rolled back and resumed on 
another processor. Our survey suggests that more than half of Tandem's 
sales today are driven by factors other than fault-tolerance. While 
Tandem's product technology and market acceptance have been recogn i zed 
by I BM as a real threat l eading i t to incorporate Strat us' 
fault-tolerant system in order to fill a hole in its product line, IBM 
appears to have missed the true significance of Tandem's architectural 
advantages. 

Products and Shipments 

To date, there have been four implementations of t he Tandem 
architecture (Table I) . 

Table 1. 1986 Shipments of Tandem Products 

Model ASP Revenue Units 
$ \ \ 

TXP 450,00 0 75 50 
NS 250,000 15 20 
EFT 150,000 10 30 
Vl.X 1,000,000 20 10 

Tandem's newest and fastest machine, the VLX (introduced in April 
1986) , has met with strong acceptance. We believe that the company is 
sold out of VLX's for the year and will be pressed to increase 
production volumes leading to a strong fiscal fourth quarter (ending 
September 30, 1986). 

Yet, only a small fraction of the existing customer base surveyed 
by Bear Stearns indicated that they would migrate to the VLX 
immediately. For exis ting customers , the performance expandability of 
their current TXP and Non Stop systems dampens their need to migrate to 
Tandem's newest machine (yet nearly three-fourths of customers 
interviewed noted tha t they would undergo some form of performance 
increment over the next 12 months). Interestingly , the customers for 
the $1 million VLX are in new accounts, such as Federal Express ' 
ZapMail and Chrysler's communication network. We believe that the 
demand at nev accounts for the VLX systems, with performance starting 
at 50 transactions/second (on par with IBM's 3090 mainframe at three 
times the cost), will supply 25% of Tandem's revenue in fiscal 1987 . 

One final important aspect of the VLX -- we believe that this 
product has a yet-to-be-revealed perfo rmance upgrade already built into 
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the initial product. That is, despite the fact the VLX uses the EeL 
c~ip technology, vhich is faster than the TTL used in the older TXP, 
Tandem announced the product vith the same cycle time (83 nanoseconds) 
as its predecessor. The reason for this vas that the VLX uses the same 
I/O controller circuitry a nd memory as the TXP. Should Tandem cast 
these peripheral logic cards into ECL as veIl, ve believe that the 
machine could operate at nearly half the cycle time (or tvice the MIPS 
rate ) . This built - in upgrade viII enable Tandem to introduce faster, 
field upgradable models dovn the road. The gross margin of the system 
will likely improve as Tandem yill price its product in relat ion to the 
higher terms of performance, yet its costs v i II remain the same . 

Customer Profile and Survey of Users and Software Developers 

We recently intervieved 15 Tandem end users and six Tandem 
softvare houses. Half of the customers noted that they chose Tandem not 
because of its fault-tolerance, but rather that the particular softwa r e 
application they vere seeking happened to be available on Tandem. When 
we queried the software houses as to vhy they chose Tandem, they said 
that Tandem's architecture allowed the software houses to develop an 
application that could not be conceived on a conventional mainframe. 
Over time ve believe that Tandem viII be able to attract more 
third-party softvare vendors than other computer companies because of 
this unique architecture (Tandem currently has nearly 200 softvare 
houses that it works vith). Attracting third-party software vendors vho 
add value to a vendor'S machine has become the key to success in the 
computer industry. Simply put, customers do not vant to develop their 
own soft~are as they did for so many years. 

We also note that Tandem's customers, vhich vere once dominated by 
financia l services industry, have substantially diversified (Chart I I ). 

(Graphical Material Omit t ed: Chart II - Tandem Users] 

The folloving is a sample of the applications that have been ab le 
to take advantage of Tandem's architecture: 

Chrysler Corporation 

Chrysler's communications operation vill use a Tandem system to 
control their data communications activities. The company had compared 
Stratus' and Tandem's units and chose Tandem. Chrysler viII likely 
order the VLX. The major attraction to Tandem was an application 
package that runs only on Tandem. Stratus is developing a similar 
package but it is not ready. 

Cincinnati Enquirer 

This daily has a TXP operation and plans to increase performance 
next year. The major attraction to the Tandem system vas the ability t o 
have one system handle all its editorial and classified functions. 
Obviously, fault-tolerance is important here since a daily has to be 
produced vithout doyn time. 
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M~ad Corporation 

Mead chose Tandem for its fault-tolerance; the company runs a mill 
24 hours a day, seven days a yeek. Mead plans to add more TXP 
processors next year -- it currently has three TXPs and two 
Non-Stop-IIs. 

J. C. Penney 

The company is creating a credit authorization system to replace 
TRW. 

System Integrators Inc. (SINT - 14) 

This software house markets a newspaper publishing system. It has 
installed about 100 Tandem systems. Besides the non-stop nature of 
newspaper publishing, it is imperative to have a system that can be 
geographically dispersed (since the reporters and printers are). yet 
there must be a single version of the copy. 

PBL Associates 

This software house offers a complete distributed accounting 
system that runs on Tandem computers. In addition to offering standard 
General Ledger, the company has finished goods distribution/ 
purchasing/order entry /invoicing/air cargo/personnel modules. PBL was 
attracted to Tandem because of the technical capabilities and the 
unique platform that Tandem offers. The company's distribution softvare 
package takes advantage of the distributed data processing capabilities 
of the Tandem system. 

Competition 

We have noted that Tandem does not participate exclusively in the 
fault-tolerant market niche. Ho~ever, this line of thinking has led 
some to believe that success for both Stratus and Tandem is 
simultaneously impossibl e. We have characterized Tandem's 
fault-tolerance as a by-product of its multiprocessor architecture. 
This contrasts Yith the Stratus approach in vhich the arithmetic logic 
is replicated four times. Indeed, for strict reliability the Stratus 
approach has some advantages. Ho~ever, being a shared-memory design, 
Stratus has limited mUltiprocessing and performance expandability, and 
cannot geographically distribute processors and data. 

Thus, ~hile much of Tandem's early gTOyth stemmed from the 
fault-tolerant arena, today it participates in the computer mainstream 
for reasons beyond its non-stop capabi lities. In some ATM and brokerage 
environments , Stratus ' systems have challenged Tandem's position; ye 
believe that the market for Tandem's systems are much larger . That is , 
yhile the market for fault-tolerant computers might be in the order of 
$3 billion, the general on-line transaction processors market is about 
10 times that. 
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Fortunately for both Tandem and Stratus, the fault-tolerant 
competit ion has thinned out considerably. Many of the start-ups that 
e ntered the fau l t-tolerant market have foundered due to cash shortfalls 
and lack of market acceptance. One start-up that is succeeding is 
Tolerant Systems in San Jose, CA . Tolerant has built a Tandem-like 
s ystem using standard microprocessors (National 32000). By choosing an 
OEM strategy, Tolerant has avoided the heavy SG&A costs incurred by 
Tandem. 

Potential Earnings Leverage 

We believe that long term, Tandem is ~ell positioned t o sustain 
margi n imp rovement through a lo~er SG&A/ revenue ratio . Currently, 
Tandem's 42% SG&A/ revenue is just about the highest in the indust ry. 
This high ratio has been r esponsible for some of the company's past 
earnings disappointments. 

Yet, ~e believe that such high historical SG&A spending levels 
~ill ultimately hold Tandem in good stead. The reason Tandem's SG&A 
expenses are so high stems from the company's efforts to sell products 
right on IBM's o~n turf. Such an effor t entails a long sell cycle and a 
lot of hand-holding. In a sense, Tandem attempted to out-IBM IBM. 
Ho~ever, with a historical average selling price of S250,OOO, versus 
IBM's $4 million ma inframes, Tandem ~as in no position t o effectively 
leverage its sales force. Only now that Tandem offers the $1+ million 
VLX processor complex ~ill the company effectively achieve a meaningful 
reduction in SG&A / revenue. While th i s improvement Yill not likely occur 
in fiscal 1986, ~e believe that this margin improvement Yill occur in 
the follo~ing year. Within three years such margin improvement should 
enable the company to achieve 16% operating margin. 

Financial Condition and Recent Performa nce 

Tandem has a very clean balance sheet. Debt as a percentage of 
total capitalization is only 3\ and the company has more than $100 
million in cash. 

We project that sales growth this year will be about 12\, with 
service growing 25\ (Table II) . 

Tandem's earnings in second-quarter fiscal 1986 (ended March 31, 
1986 ) exceeded our expectations, and caused the stock's recent run-up. 
Earning s grew 83% on revenue growth of 20%. Gross margin improvement 
from 61% to 67\ accounts for the rest of the ga in . In the current 
quarter we estimate earnings of SO.30 per share, compared with SO.06 in 
third quarter fiscal 1985. We be li eve that revenues ~ill grow 24% to 
S180 million this quarter. 

Table II. Projected Revenues / Earnings 
($ Millions ) 

9/ 30/87 Est. 9 /30/86 Est. 9/30/85 
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Product Revenue 
Service & Other 

Revenue 

Cost of Revenue 
Product Development 
Marketing, General & Admin . 
Net Interest 

Total Costs 

EBIT 
Pretax Income 
Income Tax 
Net Income 

Shares Outstanding (Mil.) 

Earnings Per Share ($) 

Ma rg ins {!t;} 

Cost of Revenue 
Product Development 
Marketing, General' Admin. 
EBIT 
Pretax Income 
Income Tax 
Net Income 

Gro,"th (%) 
Product 
Service 
Pretax Income 
Net Income 

Product Revenue ($M) 
NS-II 
TXP 
EXT 
VLX 

Percent of Sales (%) 
NS-II 
TXP 
EXT 
VLX 

Unit Shipments 
NS-II 
TXP 
EXT 
VLX 

69 3 
166 
859 

283 
94 

353 
-8 

722 

128 
136 

60 
76 

43 

1. 75 

33 
11 
41 
15 
16 
44 

9 

20 
20 
33 
33 

50 
440 

53 
150 

7 
64 

8 
22 

200 
1,100 

350 
150 

598 
138 
736 

245 
85 

311 
-8 

633 

94 
102 

45 
57 

43 

1. 33 

33 
12 
42 
13 
14 
44 

8 

16 
27 
81 
66 

63 
440 

53 
50 

10 
74 

9 
8 

250 
1,100 

350 
50 

51 5 
109 
6 24 

2 40 
72 

262 
- 6 

568 

50 
56 
22 
34 

42 

0 . 82 

38 
11 
42 

8 
9 

39 
6 

15 
30 
o 

-20 

77 
386 

52 
o 

15 
75 
10 
o 

300 
1,000 

350 
o 

10 



Table Ill. Tandem's 
(So Millions) 

Results By Quarters 

[Part 1 of 2 J 

1985 
I I I III IV 

Product Revenue 134 120 117 144 
Service & Other 26 26 27 30 

Revenue 160 147 144 174 

Cost of Revenue 62 58 56 64 
Product Development 15 17 18 21 
Marketing, General & Admin. 60 62 70 71 
Net Interest -2 -2 -1 -2 

Total Costs 135 135 142 155 

EBIT 23 10 0 17 
Pretax Income 24 11 2 19 
Income Tax 10 4 -1 8 
Net Income 14 7 2 11 

Shares 
Outstanding (Mi 1.) 41 42 42 42 

Earnings Per Share ( S ) 0.34 0.16 0 . 06 0 .2 7 

Margins ( % ) 

Cost of Revenue 39 39 39 37 
Product Development 9 12 12 12 
Marketing, General & Admin. 38 42 48 41 
EBIT 14 7 0 10 
Pretax Income 15 8 1 11 
Income Tax 43 39 -31 41 
Net Income 9 5 2 6 

Gro..,th (%) 

Product 24 32 -2 11 
Service 42 32 19 28 
Pretax Income 35 253 -89 -2 
Net Income 37 241 -75 -48 

[ Part 2 of 2J 
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1986 
1 11 111(*) IV (*) 

Product Revenue 137 143 145 173 
Service' Other 33 34 35 37 

Revenue 170 176 180 210 

Cost of Revenue 59 58 59 69 
Product Development 20 21 21 23 
Marketing, General & Admin. 72 77 78 84 
Net Interest -2 -2 -2 -2 

Total Costs 149 154 156 174 

EBIT 19 20 21 34 
Pretax Income 21 23 23 36 
Income Tax 9 10 10 16 
Net Income 12 13 13 20 

Shares Outstanding (Mil.) 42 43 43 43 

Earnings Per Share ( $) 0.28 0.29 0.30 0.46 

Margins (%) 
Cost of Revenue 35 33 33 33 
Product Development 12 12 12 11 
Marketing, General & Admin. 42 44 44 40 
EBIT 11 11 12 16 
Pretax Income 12 13 13 17 
Income Tax 45 44 44 44 
Net Income 7 7 7 9 

Gro ... th (% ) 
Product 2 19 24 20 
Service 29 27 27 25 
Pretax Income -14 100 1,220 87 
Net Income -17 83 464 77 

( * ) Estimated 

Prices of other publ ic companies mentioned in this report: 

Chrysler Corp. (c - 35) 
J.C. Penney (JCP - 79) 
Mead Corp. (MEA - 49) 
TRW (TRW - 101) 

(.) At the time of this report, Bear, Stearns, Co. Inc . was a market 
maker in this security. 
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Copyr ight 
INVESTEXT/COMPUTERS AND OFFICE EQUIPMENT 

July 14, 1986 

Tandem Computers , Inc . - Compa ny Report 
BEAR STEARNS & COMPANY - Fram, J., et al 
06-11-86 (RN-607398) 

Tandem Computers, Inc . (*) (TNDM - 32) 

1985 EPS (9/30): 
1986 EPS Est . : 
1987 EPB Est . : 
PIE 1986 Est.: 
PIE 1987 Est.: 
Dividend : 
Yield: 
1986 Price Range: 
Common Shares Out.: 

SO.82 
S1. 33 
S1. 75 

24. Ix 
18.3x 
Nil 
Hi 1 

34-13 
43 Mi 1. 

(Graphical Material Omitted: Chart] 

Summary and Recommendation 
We recommend purchase of Tandem Computers. 

Tandem Business 
Information Center 

We believe that Tandem yill displace many traditional computer 
vendors and become one of the major, surviving computer companies. 
Although Tandem has historically been associated vith a limited market 
niche -- fault-tolerant systems -- ve think that Tandem's unique 
computer architecture makes it better suited for the broad, mainstream 
commercial market. In short, investors ~ill think of Tandem along side 
of other mainstream, successful companies such as Digital Equipment 
(DEC - 86) and IBM (IBM - 148). 

Although ye describe Tandem and the superiority of its computer 
systems in this report, ye have not stressed fault-tolerance as have 
other reports on the company. While fault-tolerance is certainly a key 
feature of Tandem's machines, it is only one of many architectural 
advantages that makes Tandem's systems more suitable than traditional 
mainframes and minicomputers in the commercial marketplace. 

Reasons to purchase shares of Tandem Computers are: 

* Tandem's computer architecture should enable the company to 
steadily gain market share at the expense of traditional computer 
vendors. This architecture enables users to: 1) physically and 
geographically distribute processors and data throughout their 
organization, yet perceive a single system image; 2) expand the 
performance of their systems in a much ~ider range than found in 
traditional computer designs; and 3) experience 100% up-time, a feature 
that has become a requirement as computers become a part of customers' 
own product offerings, rather than the historical overnight data 
processing use of computers. 
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* The advantages of Tandem's architecture should attract mo r e 
third-party software; the availability of third-party software ca n make 
or break a compute r hardware vendor. 

* Tandem has more earnings leverage potential due to margin 
improvement than practically a ny other vendor in the industry. Such 
margin improvement would corne from a reduction in Tandem's high 
SG&A/Revenue ratio (42\) as the average selling price of its systems 
rise from S250,OOO to more than S500,OOO. 

Valuation 

We believe that Tandem's market share gains coupled with long-term 
margin improvement viII result in 20\-25% annual earnings growth for 
the next several years. Tandem's PIE appears to be too low; we believe 
that this growth justifies a PIE with a substantial premium to the 
market. Furthermore, as investors recognize that Tandem ~ill break 
ayay from the traditional minicomputer cro~d, its PIE should be 
decoupled from others in the group. That is, vhile the shares of Data 
General (DGN - 39), Prime (PRM - 19) and Wang (WANB - 17) will trade 
relative to their individual product cycles and the overall capital 
spending environment, Tandem should continue to graY at a steadier and 
faster pace due to its impending market share gains. Investors should 
reward consistent growth in Tandem, much as they have embraced the 
stocks of Digital Equipment and Cray Research (CYR - 90) . 

Risks 

There are several risks to investing in Tandem: 

* IBM has recognized the gravity of Tandem's market share inroads 
to date and has sought to plug the hole in its product line by 
aggressively marketing a computer produced by Stratus, a fault-tolerant 
vendor. 

* Tandem has historically ignored start-up competitors until they 
have made a meaningful inroad into its marketplace. This was the case 
with Stratus and it appears to be repeating itself with one significant 
start-up, Tolerant Systems. Such overconfidence has also led to several 
earnings disappointments. 

* Capital spending for computers remains soft with industry-wide 
domestic orders about 15% below 1985's depressed levels. In addition, 
the stock has experienced a run-up over the past few months due to a 
good second-quarter fiscal 1986. 

Market Environment: Consolidation 

The current period of computer industry consolidation is the basis 
of yet another reason to own stock in Tandem . With the competitive 
position of many mature computer companies challenged by substantial 
industry-wide overcapacity and a slowdown in industry growth, many such 
vendors are seeking new ways to rejuvenate their businesses. As well, 
Tandem possesses an off-balance sheet asset. namely, the lock-in of its 
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customer base. We believe that an acquisition-rich environment will 
emerge as mature vendors whose competitive position has been eclipsed 
viII seek to acquire those companies which own or are gaining market 
share. Since we believe that Tandem will emerge as one of those few 
surviving and thriving computer companies due to the advantages 
inherent in its computer architecture, Tandem represents one of the 
most desirable properties. 

Tandem's Architecture: The Commercial Mai nstr eam 

Ultimately, it ",ill be Tandem's computer architect u re (*) that 
will enable it to grow while others in the computer industry stagnate. 
In short. we believe that Tandem should be a core holding for investors 
wishing to have exposure to the computer industry. Tandem vill likely 
gain market share at the expense of some of these established vendors 
because its unique product architecture viII enable it to perform 
commercial applications substantially better than traditional 
computers. 

(.) Computer architecture refers to the machine's design, particularly 
its instruction set (add, subtract, multiply, divide, etc), memory 
organization and inter-processor communication. Str ictly speaking, a 
machine's Functional Architecture is defined to be the programmer's 
viev of the machine (instruction set, register layout, addressing 
modes, etc.). The Design Architecture, also referred to as machine 
organization refers to hov the vendor implement s its programming, or 
functional architecture . For example, IBM's 3090 and 4300 both 
incorporate the System/ 370 Functional Architecture. Hovever the 
implementations are very different, both in terms of materials 
technology (semiconductors and packaging) as veIl as in the 
incorporation of machine resources <i .e., cache memory, pipelining, 
etc. ) . 

We believe that most great computer companies can trace their 
success to their advantages in computer architecture. Such 
architectural successes include IBM's mainframes, Digital Equipment 's 
minicomputers and Cray Research's supercomputers. For example, IBM's 
decision in the early 1960s to offer a single mainframe architecture 
(the System/360) eliminated the need for customers to re-vrite their 
programs each time they moved to a more poverful machine. This 
architectural concept vas so appealing that IBM soon dominated the 
mainframe market. In the case of Digital Equipment, its single, foc used 
architecture enabled it to sustain its recent margin improvement as 
veIl as extend its product line to a performance range beyond 
traditional minicomputers. Finally, Cray Research's key advantage IS 

hoy it organized its machine to achieve the highest performance, 
without developing its ovn fast semiconductors. 

A Long-Term Proprietary Advantage 

Tandem's archit ectural innovations (descr ibed beloy) represent a 
long-term proprietary advantage for the company -- it is virtually 
impossible for other vendors to incorporate Tandem's architecture into 
their systems vithout departing from their ovn locked-in installed base 
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(the only company that has bee n able to incorporate a Tandem-like 
architecture while maintaining compatibility with their installed base 
has been NCR). Because Tandem conceived its architecture at least 10 
years later than most mainstream players in the industry, it could make 
a clean break with the past, something that established vendors could 
not contemplate. Thus, advantages in computer architecture actually 
represent as significant a proprietary advantage as advanced 
semiconductor technology . In fact, all vendors ultimately gain access 
to the latest semiconductor technology when it reaches the merchant 
market. Ho~everr mature companies viII not be able to incorporate 
architectural innovations yhile preserving their installed customer 
base . 

Tandem's Architecture 

Distributing Programs and Data 

Simply put, Tandem's architecture enables customers to do things 
that cannot be done effectively on other vendors' systems -- with 
Tandem computers users can physically distribute data and programs 
throughout their organization . Yet, the user perceives the image of a 
single system -- transparent to the user, the operating system fetches 
and stores data at remote sites if needed. The user perceives the data 
to be local. It is Tandem's underlying operating system, and special 
machine-to-machine Rmessaging R instructions (not found on conventional 
machines) that provide this capability. 

Note, it is possible to tie together geographically dispersed 
on-line users yith conventional computers. Typically, this is done by 
connecting each computer terminal via its own telephone line to a 
centrally-located computer. In an era of rising telecommunications 
costs, such arrangements are becoming more impractical. 

The importance of being able to physically distribute processors 
and data becomes apparent yhen one realizes that businesses and their 
employees are geographically dispersed, yet it is desirable to maintain 
only a single copy of important data. Consider the problem of 
allocating airline seats from any of 20,000 travel agent locations. 
While it is imperative not to allocate the same seat at different 
locations, it is desirable to alter the data from any location . In 
older systems, each travel agent and ticket counter ~as tied into where 
the data resides (at the airline's central computer). We think that the 
airline industry represents one of the biggest opportunities for Tandem 
over the next fey years (in fact, sources suggest that Tandem is on the 
eve of announcing a major airline reservation contract) . 

Expandability Without Degradation 

The second competitive advantage afforded to Tandem because of its 
unique architecture is the ability to construct high-end systems 
~ithout the kind of capital requirements of traditional mainframe 
development. That is, Tandem can achieve higher performance levels tha n 
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conventional mainframes, yet use off-the-shelf semiconductors. In 
Tandem's latest machine. the VLX, the company uses the latest EeL gate 
array available in the merchant market, but achieves performance levels 
greater than mainframes using proprietary technology (see beloy), 

Unlike today's mainframes. Tandem's machines do not experience 
performance degradation when multiple processors are strung together. 
In traditional mainframes, the only Yay multiple processors can be 
linked together (while ma int aining an image of a single machine ) is for 
the processors to share main memory. A problem ar i ses with shared 
memory design because only one processor can access memory at the same 
time, leaving other processors idle. This memory contention (or 
ftbottleneck ft ) problem results in severe performance degradation for 
conventional mUltiprocessor mainframes. In contrast, Tandem's computers 
have no such bottleneck . Since each CPU has its own memory, a Tandem 
user can achieve a linear growth in performance by adding processor 
modules to the system. If data residing in another machine's memory is 
desired, special ftmessage instructions" (transparent to the user) 
fetches the data from the other processor (Chart I). The other 
processor and data can be located a long distance from the requesting 
processor. 

[Graphical Material omitted: Chart I - Conventional System/Tandem 
System] 

For example, in IBM's largest system, the four-processor 3090 
Model 400, the user does not get the full performance of each 15 MIPS 
eng ine -- instead of obtaining 60 MIPS in performance, the total system 
delivers computing poyer closer to 50 MIPS. Tandem's VLX system, in 
contrast can string together 16 of its 4 HIPS VLX machines and ach ieve 
64 HIPS with no degradation. Because transaction processing systems 
typically involve the many small jobs they each run for a short period 
of time on its own processor, numerous small processors do the job as 
well as fewer large ones. In a sense, Tandem's systems are really a 
form of parallel processing for the commercial world. 

The importance of linear performance expandability is better 
understood by realizing that on-line transaction processing systems 
tend to grow as the customers' business grows. This stems from the fact 
that interactive/transaction processing systems generally form the core 
of the customers' own product offering -- the computer becomes part of 
the customers' competitive repertoire. For example. major stock 
exchanges use Tandem systems for order execution and reconciliation 
(SIAC has over 100 Tandem processors in a single site). With the 
burgeoning transaction volumes of recent years, such expandability was 
a necessary requirement for the system. 

Finally, the President of the Tandem Users Group, an independent 
association, informed us that customers are now purchasing Tandem 
systems more for their expandability than for fault-tolerance. 
Ironically, IBM's fault-tolerant system is manufactured by Stratus 
Computers and does not have the expandability of Tandem's system. IBM 
may have misperceived customers' attraction to Tandem systems. 
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Fault-Tolerance 

While the fault-tolerant feature was responsible for Tandem's 
early growth <driven by ATM networks where Tandem nov controls 60% of 
the market), we contend that fault-tolerance is really a by-product of 
Tandem's design. Because Tandem's systems are comprised of multiple 
processors running in parallel, the failure of a single engine does not 
interrupt the entire workload. Moreover, before each disk read or 
write, the transaction is "check pointed,W or recorded such that if a 
failure does occur, the transaction can be rolled back and resumed on 
another processor. Our survey suggests that more than half of Tandem' s 
sales today are driven by factors other than fault-tolerance. While 
Tandem's product technology and market acceptance have been recognized 
by IBM as a real threat leading it to incorporate Stratus' 
fault-tolerant system in order to fill a hole in its product line, IBM 
appears to have missed the true significance of Tandem's architectural 
advantages, 

Products and Shipments 

To date, there have been four implementations of the Tandem 
architecture (Table I), 

Table I . 1986 Shipments of Tandem Products 

Model ASP Revenue Units 
S % % 

TXP 450,000 75 50 
NS 250,000 15 20 
EFT 150,000 10 30 
V~ 1,000,000 20 10 

Tandem's nevest and fastest machine, the VLX (introduced in April 
1986), has met ~ith strong acceptance. We believe that the company is 
sold out of VLX's for the year and viII be pressed to increase 
production volumes leading to a strong fiscal fourth quarter (ending 
September 30, 1986). 

Yet, only a small fraction of the existing customer base surveyed 
by Bear Stearns indicated that they yould migrate to the VLX 
immediately. For existing customers, the performance expandability of 
their current TXP and Non Stop systems dampens their need to migrate to 
Tandem's ne~est machine (yet nearly three-fourths of customers 
intervieved noted that they vould undergo some form of performance 
increment over the next 12 months). Interestingly, the customers for 
the $1 million VLX are in nev accounts, such as Federal Express' 
ZapMail and Chrysler's communication netvork. We believe that the 
demand at nev accounts for the VLX systems, vith performance starting 
at 50 transactions/second (on par vith IBM's 3090 mainframe at three 
times the cost), viII supply 25% of Tandem's revenue in fiscal 1987. 

One final important aspect of the VLX -- ve believe that this 
product has a yet-to-be-revealed performance upgrade already built into 
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the initial product. That is, despite the fact the VLX uses the EeL 
chip technology, which is faster than the TTL used in the older TXP, 
Tandem announced the product with the same cycle time (83 nanoseconds) 
as its predecessor . The reason for this was that the VLX uses the same 
I /O controller circuitry a nd memory as the TXP. Should Tandem cast 
these periphera l logic cards into ECL as well , we believe that the 
mach i ne could operate at nearly half the cycle time (or twice the MIPS 
rate ). This built-in upgrade will enable Tandem to introduce faster, 
field upgradable models down the road. The gross margin of the sys tem 
will likely improve as Tandem will price i ts product in relation to the 
higher terms of performance , yet its costs will remain the same. 

Customer Prof ile and Survey of Users and Software Developers 

We recently interviewed 15 Tandem end users and six Tandem 
software houses . Half of the customers noted that they chose Tandem not 
because of its fault-tolerance, but rather that the particular software 
application they were seeking happened to be available on Tandem. When 
we queried the software houses as to why they chose Tandem, they said 
that Tandem ' s architecture allowed the software houses to develop an 
application that could not be conceived on a conventional mainframe. 
Over time we believe that Tandem will be able to attrac t more 
third-party software vendors than other computer companies because of 
this unique arch i tecture (Tandem currently has nearly 200 s oftware 
houses that it works with) . Attract i ng third-party software vendors who 
add value to a vendor'S machine has become the key to success in the 
computer industry. Simply put, customers do not want to develop the ir 
own software as they did for so many years. 

We also note that Tandem 's customers, ~hich were once dominated by 
financi a l services industry, have substantially diversified (Chart I I). 

[Graphical Material Omitted : Chart I I - Tandem Users] 

The following is a sample of the app lic ations that have been able 
to take advantage of Tandem's architecture : 

Chrysler Corporation 

Chrysler's communications operation will use a Tandem system to 
control their data communications activiti es. The company had compared 
Stratus' and Tandem's units and chose Tandem. Chrysler will likely 
order the VLX. The major attraction t o Tandem was an application 
package that runs only on Tandem . Stratus is developing a similar 
package but it is not ready . 

Cincinnati Enquirer 

Th i s daily has a TXP operation and plans to increase perfo rmance 
next year. The major attraction to the Ta nd em system was the abil i ty to 
have one system handle all its editor i al and classified funct ions. 
Obviously, fault-tolerance is important here since a daily has to be 
produced without down time. 
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Mead Corporation 

Mead chose Tandem for its fault-tolerance; the company runs a mill 
24 hours a day, seven days a week. Mead plans to add more TXP 
processors next year -- it currently has three TXPs and two 
Non-Stop-Ils. 

J. C. Penney 

The company is creating a credit authorization system to replace 
TRW. 

System Integrators Inc. (SINT - 14) 

This software house markets a newspaper publishing system. It has 
installed about 100 Tandem systems. Besides the non-stop nature of 
ne~spaper publishing, it is imperative to have a system that can be 
geographically dispersed (since the reporters and printers are), yet 
there must be a single version of the copy. 

PBL Associates 

This soft~are house offers a complete distributed accounting 
system that runs on Tandem computers . In addition to offering standard 
General Ledger, the company has finished goods distribution/ 
purchasing/order entry/i nvoicing / air cargo/personnel modules. PBL was 
attracted to Tandem because of the technical capabilities and the 
unique platform that Tandem offers. The company's distribution soft~are 
package takes advantage of the distributed data processing capabilities 
of the Tandem system. 

Competition 

We have noted that Tandem does not participate exclusively in the 
fault-tolerant market niche. Ho~ever, this line of thinking has led 
some to believe that success for both Stratus and Tandem is 
simultaneously impossible. We have characterized Tandem's 
fault-tolerance as a by-product of its multiprocessor architecture. 
This contrasts with the Stratus approach in which the arithmetic log ic 
is repli cated fOUT times. Indeed, for strict reliability the Stratus 
approach has some advantages. Hovever, being a shared-memory design, 
Stratus has limited mUltiprocessing and performance expandability, and 
cannot geographically distribute processors and data. 

Thus, while much of Tandem's early grovth stemmed from the 
fault-tolerant arena, today it participates in the comput er mainstream 
for reasons beyond its non-stop capabilities. In some ATM and brokerage 
environments, Stratus' systems have challenged Tandem's position; we 
believe that the market for Tandem's systems are much larger. That is, 
~hile the market for fault-tolerant computers might be in the order of 
$3 billion, the general on-line transaction processors market is about 
10 times that. 
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Fortunately for both Tandem and Stratus, the fault - tolerant 
competition ha s thinned out cons iderably. Many of the start - ups that 
e nt er ed the fault-tolerant ma r ke t have foundered due to cash shortfalls 
and l ack of market acceptance. One start-up that is succeeding is 
Tolerant Syst ems in San Jose, CA. Tolerant has built a Tandem-like 
system using standard microprocessors (National 32000). By choosing a n 
OEM strategy, Tolerant has avoided the heavy SG&A COSts incurred by 
Tandem. 

Potentia l Earnings Leverage 

We believe that long term, Tandem is ~el1 posit i oned to sustain 
margin improvement through a lo~er SG&A/ revenue ratio . Currently, 
Tandem's 42\ SG&A/ revenue is just about the highest in the industry. 
This high ratio has been responsible for some of the company's past 
earnings disappointments . 

Yet, ~e believe that such high historical SG&A spending levels 
will ultimately hold Tandem in good stead. The reason Tandem's SG&A 
expenses are so high stems from the company's efforts to sell products 
right on IBM's o~n turf . Such an effort entails a long sell cycle and a 
lot of hand- holding. In a sense, Tandem attempted to out-IBM IBM. 
However, with a historical average selling price of $250,000, versus 
IBM's $4 million mainframes, Tandem was in no position to effectively 
leverage i ts sales force. Only no~ that Tandem offers the $1+ million 
VLX processor complex Yill the company effectively achieve a meaningf ul 
reduction in SG&A/ revenue. While this improvement will not likely occur 
in fiscal 1986, ye believe that this margin improvement will occur i n 
the folloying year. Within three years such margin improvement should 
enable the company to achieve 16\ operating margin. 

Financial Condition and Recent Performance 

Tandem has a very clean balance sheet. Debt as a percentage of 
total capitalization is only 3% and the company has more than $1 00 
million in cash. 

We proj ect that sales groyth th i s year will be about 12%, with 
service groying 25\ (Table II). 

Tandem's earnings in second-quarter fiscal 1986 (ended March 31 , 
1986 ) exceeded our expectations, and caused the stock's recent run-up . 
Earnings grew 83% on revenue growth of 20%. Gross margin improvement 
from 61\ to 67% accounts for the rest of the gain. In the current 
quarter we estimate earnings of SO.30 per share, compared yith $0 . 06 in 
third quarter fiscal 1985. We believe that revenues Yill groy 24% to 
$180 million this quarter. 

Table II. Projected Revenues / Earn i ngs 
(S Millions ) 

9/ 30 / 87 Est. 9/ 30/86 Est. 9/ 30 / 85 
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Product Revenue 
Service" Other 

Revenue 

Cost of Revenue 
Product Development 
Ma rketing, General' Admin. 
Net Interest 

Total Costs 

E8IT 
Pretax Income 
Income Tax 
Net Income 

Shares Outstanding (Mil.) 

Earnings Per Share (S) 

Margins (\) 

Cos t of Revenue 
Product Development 
Market ing, General" Admin. 
EBIT 
Pretax Income 
Income Tax 
Net Income 

Growth (\) 
Product 
Service 
Pretax Income 
Net Income 

Product Revenue (SM) 
NS-II 
TXP 
EXT 
VLX 

Percent of Sales (%) 
NS-II 
TXP 
EXT 
VLX 

Uni t Shipments 
NS-II 
TXP 
EXT 
VLX 

693 
166 
859 

283 
94 

353 
-8 

722 

128 
136 

60 
76 

43 

1. 75 

33 
11 
41 
15 
16 
44 

9 

20 
20 
33 
33 

SO 
440 

53 
150 

7 
64 

8 
22 

200 
1,100 

350 
150 

598 
138 
736 

245 
85 

311 
-8 

633 

94 
102 

45 
57 

43 

1. 33 

33 
12 
42 
13 
14 
44 

8 

16 
27 
81 
66 

63 
440 

53 
SO 

10 
74 

9 
8 

250 
1,100 

350 
SO 

515 
109 
624 

240 
72 

262 
-6 

568 

SO 
56 
22 
34 

42 

0.82 

38 
11 
42 

8 
9 

39 
6 

15 
30 
o 

-20 

77 
386 

52 
o 

15 
75 
10 
o 

300 
1,000 

350 
o 
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, · . 
Table I I I . Tandem's 
($ Millions ) 

Results By Quarters 

[Part 1 of 2) 

1985 
I II III IV 

Product Revenue 134 120 117 144 Serv ice " Othe r 26 26 27 30 Revenue 160 147 144 174 

Cost of Revenue 62 58 56 64 Product Development 15 17 18 21 Marketing, General" Admin. 60 62 70 71 Net Interest -2 -2 -1 -2 Total Costs 135 135 142 155 

EBIT 23 10 0 17 Pretax Income 24 11 2 19 Income Tax 10 4 -1 8 Net Income 14 7 2 11 

Shares 
Outstanding (Hi 1. ) 41 42 42 42 

Earnings Per Share ( $ ) 0 . 34 0.16 0.06 0.27 

Margins (% ) 

Cost of Revenue 39 39 39 37 Product Development 9 12 12 12 Marketing, General , Admin. 38 42 48 41 EBIT 14 7 0 10 Pretax Income 15 8 1 11 Income Tax 43 39 -31 41 Net Income 9 5 2 6 

Gro .... th ( %) 

Product 24 32 -2 11 Service 42 32 19 28 Pretax Income 35 253 -89 - 2 Net Income 37 241 -75 -48 
[Part 2 of 2) 
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. . 
1986 

I I I 111(*) IV(*) 

Product Revenue 137 143 145 173 
Service " Other 33 34 35 37 

Revenue 170 176 180 210 

Cost of Revenue 59 58 59 69 
Product Development 20 21 21 23 
Marketing. General & Admin. 72 77 78 84 
Net Interest -2 -2 -2 -2 

Total Costs 149 154 156 174 

EBIT 19 20 21 34 
Pretax Income 21 23 23 36 
Income Tax 9 10 10 16 
Net Income 12 13 13 20 

Shares Outstanding (Mi 1. ) 42 43 43 43 

Earnings Per Share ( $) 0 .28 0.29 0.30 0.46 

Margins (%) 
Cost of Revenue 35 33 33 33 
Product Development 12 12 12 11 
Marketing. General & Admin. 42 44 44 40 
EBIT 11 11 12 16 
Pretax Income 12 13 13 17 
Income Tax 45 44 44 44 
Net Income 7 7 7 9 

GrO\ith (% ) 
Product 2 19 24 20 
Service 29 27 27 25 
Pretax Income -14 100 1,220 87 
Net Income -17 83 464 77 

( * ) Estimated 

Prices of other public companies mentioned in this report: 

Chrysler Corp. (C - 35) 
J.C. Penney (JCP - 79) 
Mead Corp. (MEA - 49) 
TRW (TRW - lOll 

(*) At the time of this report, Bear, Stearns & Co, Inc. was a market 
maker in this security, 
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[Graphical Material Omitted: Chart) 

Summary and Recommendation 
We recommend purchase of Tandem Computers . 

COItPOIAn 
IiIFOIM4IJON CINJa 

Tandem Business 
'nformation Center 

We believe that Tandem will displace many traditional computer 
vendors and become one of the major, surviving computer companies. 
Although Tandem has historically been associated Yith a limited market 
niche -- fault-tolerant systems -- we think that Tandem's unique 
computer architecture makes it better suited for the broad, mainstream 
commercial market . In short, investors ~ill think of Tandem along side 
of other mainstream, successful companies such as Digital Equipment 
(DEC - 86) and IBM (IBM - 148). 

Although we describe Tandem and the superiority of its computer 
systems in this report, we have not stressed fault-tolerance as have 
other reports on the company. While fault-tolerance is certainly a key 
feature of Tandem's machines, it is only one of many architectural 
advantages that makes Tandem's systems more suitable than traditional 
mainframes and minicomputers in the commercial marketplace. 

Reasons to purchase shares of Tandem Computers are: 

* Tandem's computer architecture should enable the company to 
steadily gain market share at the expense of traditional computer 
vendors. This architecture enables users to: 1) physically and 
geographically distribute processors and data throughout their 
organization, yet perceive a single system image: 2) expand the 
performance of their systems in a much ~ider range than found in 
traditional computer designs; and 3) experience 100% up- time, a feature 
that has become a requirement as computers become a part of customers' 
own product offerings, rather than the historical overnight data 
processing use of computers. 
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* The advantages of Tandem's architecture should attract more 
third-party soft~are; the availability of third-party software can make 
or break a computer hard~are vendor. 

* Tandem has more earnings leverage potential due to margin 
improvement than practically any other vendor in the industry . Such 
margin improvement vould come from a reduction in Tandem's high 
SG&A/Revenue ratio (42%) as the average selling price of its systems 
rise from S250,OOO to more than S500,OOO. 

valuation 

We believe that Tandem's market share gains coupled vith long-term 
margin improvement viII result in 20%-25% annual earnings growth for 
the next several years. Tandem's PIE appears to be too low; we believe 
that this growth justifies a PIE with a substantial premium to the 
market. Furthermore, as investors recognize that Tandem ~ill break 
a~ay from the traditional minicomputer cro~d, its PIE should be 
decoupled from others in the group. That is, ~hile the shares of Data 
General (DGN - 39), Prime (PRM - 19) and Wang (WANB - 17) yill trade 
relative to their individual product cycles and the overall capital 
spending environment, Tandem should continue to grow at a steadier and 
faster pace due to its impending market share gains. Investors should 
re~ard consistent growth in Tandem, much as they have embraced the 
stocks of Digital Equipment and Cray Research (CYR - 90). 

Risks 

There are several risks to investing in Tandem: 

• IBM has recognized the gravity of Tandem's market share inroads 
to date and has sought to plug the hole in its product line by 
aggressively marketing a computer produced by Stratus, a fault-tolerant 
vendor. 

• Tandem has historically ignored start-up competitors until they 
have made a meaningful inroad into its marketplace. This ~as the case 
~ith Stratus and it appears to be repeating itself with one significant 
start-up, Tolerant Systems. Such overconfidence has also led to several 
earnings disappointments. 

• Capital spending for computers remains soft ~ith industry-vide 
domestic orders about 15% be1o~ 1985's depressed levels. In addition, 
the stock has experienced a run-up over the past fe~ months due to a 
good second-quarter fiscal 1986. 

Market Environment: Consolidation 

The current period of computer industry consolidation is the basis 
of yet another reason to own stock in Tandem. with the competitive 
position of many mature computer companies challenged by substantial 
industry-~ide overcapacity and a slo~do~n in industry gro~th, many such 
vendors are seeking new ~ays to rejuvenate their businesses . As ~ell, 
Tandem possesses an off-balance sheet asset, namely, the lock-in of its 
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customer base. We believe that an acquisition- r ich environment will 
emerge as mature vendors whose competitive position has been eclipsed 
will seek to acquire those companies which own or are gaining market 
s hare . Since we believe tha t Ta ndem yill emerge as one of those few 
surviving and thriving computer companies due to the advantages 
inherent in its computer architecture, Tandem represents one of the 
most desirable properties. 

Tandem's Architecture: The Commercial Mainstream 

Ultimately, it will be Tandem's computer architecture (*) that 
will enable it to groy while others in the computer industry stagnate . 
In short, ve believe that Tandem should be a core holding for investors 
wishing to have exposure to the computer industry. Tandem will likely 
gain market share at the expense of some of these established vendors 
because its unique product architecture will enable it to perform 
commercial applications substantially better than traditional 
computers. 

(*) Computer architecture refers to the machine's design, particularly 
its instruction set (add, subtract, multiply, divide, etc), memory 
organization and inter-processor communication. Strictly speaking, a 
machine's Functional Architecture is defined to be the programmer's 
viey of the machine (instruction set, register layout, addressing 
modes, etc.). The Design Architecture, also referred to as machine 
organization refers to hoy the vendor implements its programming, or 
functional architecture . For example, IBM's 3090 and 4300 both 
incorporate the System/ 370 Functional Architecture. Hoyever the 
implementations are very different, both in terms of materials 
technology (semiconductors and packaging) as well as in the 
incorporation of machine resources (i.e., cache memory, pipelining. 
etc . ). 

We believe that most great computer companies can trace their 
success to their advantages in computer architecture. Such 
architectural successes include IBM's mainframes, Digital Equipment's 
minicomputers and Cray Research's supercomputers, For example, IBM's 
decision in the early 1960s to offer a single mainframe architecture 
(the System/360) eliminated the need for customers to re-write their 
programs each time they moved to a more powerful machine. This 
architectural concept was so appealing that IBM soon dominated the 
mainframe market. In the case of Digital Equipment, its single, focus ed 
architecture enabled it to sustain its recent margin improvement as 
well as extend its product line to a performance range beyond 
traditional minicomputers. Finally, Cray Research's key advantage 1S 

hoy it organized its machine to achieve the highest performance, 
~ithout developing its o~n fast semiconductors. 

A Long-Term Proprietary Advantage 

Tandem's architectural innovations (described belo~) represent a 
long-term proprietary advantage for the company -- it is virtually 
impossible for other vendors to incorporate Tandem's architecture into 
their systems yithout departing from their own locked-in installed base 
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(the only company that has been able t o incorporate a Tandem-like 
arc hitecture ~hile ma i ntaining compatibility ~ith their installed base 
has been NCR). Because Tandem conceived its architecture at least 10 
years later than most mainstream players in the industry. it could make 
a clean break Yith the past. something that established vendors could 
not contemplate. Thus. advantages in computer architecture actually 
represent as significant a proprietary advantage as advanc ed 
semiconductor technology . In fact. all vendors ultimately ga in access 
to the latest semiconductor technology ~hen it reaches the merchant 
market. Ho~ever, mature companies ~ill not be able to incorporate 
architectural innovations yhile preserving their installed customer 
base. 

Tandem's Architecture 

Distributing Programs and Data 

Simply put. Tandem's architecture enables customers to do things 
that cannot be done effectively on other vendors' systems -- yith 
Tandem computers users can physically distribute da ta and programs 
throughout their organization. Yet. the user perceives the image of a 
single system -- transparent to the user, the operating system f et ches 
and stores data at remote sites if needed . The user perceives the data 
to be local. It is Tandem's underlying operating system, and special 
machine-to-machine "messaging" instructions (not found on conventional 
machines ) that provide this capability. 

Note, it is possible to tie together geographically d ispersed 
on-line users yith conventional computers. Typically, this is done by 
connecting each computer terminal via its ovn telephone line to a 
centrally-located computer. In an era of rising telecommunications 
costs, such arrangements are becoming more impractical. 

The importance of being able to physically distribute processors 
and data becomes apparent vhe n one realizes that businesses and their 
employees are geographically dispersed, yet it is desirabl e to maintain 
only a single copy of important data. Consider the problem of 
al locating airline seats from any of 20,000 travel agent locations. 
Wh ile it is imperative not to a llocate the same seat at d if ferent 
locations, it is desirable to alter the data from any location. In 
older systems, each travel agent and ticket counter yas tied into yhere 
the data resides (at the airline ' s central computer). We think that the 
airline industry represents one of the biggest opportuniti es for Ta ndem 
over the next fey years (in fact, sources suggest that Tandem is on t he 
eve of announcing a major airline reservation contract). 

Expandab ility Without Degradation 

The second competitive advantage afforded to Tandem because of its 
unique architecture is the ability to construct high-end systems 
yithout the kind of capital requirements of traditional mainframe 
development. That is, Tandem can achieve higher performance levels than 

4 



conventional mainframes, yet use off-the-shelf semiconductors. In 
Tandem's latest machine, the VLX, the company uses the latest EeL gate 
array available in the merchant market, but achieves performance levels 
greater than mainframes using proprietary technology (see below ). 

Unlike today's mainframes. Tandem's machines do not experience 
performance degradation vhen multiple processors are strung together. 
In traditional mainframes, the only way multiple processors can be 
linked together (while maintaining an image of a single machine) is for 
the processors to share main memory. A problem arises with shared 
memory design because only one processor can access memory at the same 
time, leaving other processors idle. This memory contention (or 
~bot tleneckft) problem results in severe performance degradation for 
conventional mUltiprocessor mainframes. In contrast, Tandem's computers 
have no such bottleneck. Since each CPU has its ovn memory, a Tandem 
user can achieve a linear gro~th in performance by adding processor 
modules to the system. If data residing in another machine's memory is 
des i red, special ~message instructions ft (transparent to the user) 
fetches the data from the other processor (Chart I). The other 
processor and data can be located a long distance from the requesting 
processor. 

[Graphical Material Omitted: Chart I - Conventional System/Tandem 
System) 

For example, in IBM's largest system, the four-processor 3090 
Model 400, the user does not get the full performance of each 15 MIPS 
engine -- instead of obtaining 60 MIPS in performance, the total system 
delivers computing poyer closer to 50 MIPS. Tandem's VLX system, in 
contrast can string together 16 of its 4 MIPS VLX machines and achieve 
64 MIPS ~ith no degradation. Because transaction processing systems 
typically involve the many small jobs they each run for a short period 
of time on its o~n processor, numerous small processors do the job as 
veIl as fe~er large ones. In a sense, Tandem's systems are really a 
form of parallel processing for the commercial vorld. 

The importance of linear performance expandability is better 
understood by realizing that on-line transaction processing systems 
tend to grow as the customers' business grovs. This stems from the fact 
that interactive/transaction processing systems generally form the core 
of the customers' ovn product offering -- the computer becomes part of 
the customers' competitive repertoire. For example, major stock 
exchanges use Tandem systems for order execution and reconciliation 
( SIAC has over 100 Tandem processors in a single site). With the 
burgeoning transaction volumes of recent years, such expandability ~as 
a necessary requirement for the system. 

Finally, the President of the Tandem Users Group, an independent 
association, informed us that customers are now purchasing Tandem 
systems more for their expandability than for fault-tolerance. 
Ironically, IBM's fault-tolerant system is manufactured by Stratus 
Computers and does not have the expandability of Tandem's system. IBM 
may have misperceived customers' attraction to Tandem systems . 
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Fault-Tolerance 

While the fault-tolerant feature yas responsible for Tandem's 
early growth (driven by ATM networks where Tandem nay controls 60% of 
the market), ye contend that fault-tolerance is really a by-product of 
Tandem's design. Because Tandem's systems are comprised of multiple 
processors running in parallel, the failure of a single engine does not 
interrupt the entire ~orkload. Moreover, before each disk read or 
write, the transaction is Rcheck pointed,ft or recorded such that if a 
failure does occur, the transaction can be rolled back and resumed on 
another processor. Our survey suggests that more than half of Tandem's 
sales today are driven by factors other than fault-tolerance. While 
Tandem's product technology and market accept ance have been recognized 
by IBM as a real threat leading it to incorporate Stratus' 
fault-tolerant system in order to fill a hole in its product line, IBM 
appears to have missed the true significance of Tandem's architectural 
advantages. 

Products and Shipments 

To date, there have been four implementations of the Tandem 
architecture (Table I). 

Table I. 1986 Shipments of Tandem Products 

Mode l ASP Revenue Units 
S \ % 

TXP 450,000 75 SO 
NS 250,000 15 20 
EFT 150,000 10 30 
V~ 1,000,000 20 10 

Tandem's nevest and fastest machine, the VLX (introduced in Apri l 
1986), has met with strong acceptance. We believe that the company is 
sold out of VLX's for the year and viI I be pressed to increase 
production volumes leading to a strong fiscal fourth quarter (ending 
September 30, 1986). 

Yet, only a small fraction of the existing customer base surveyed 
by Bear Stearns indicated that they vould migrate to the VLX 
immediately. For existing customers, the performance expandability of 
their current TXP and Non Stop systems dampens their need to migrate to 
Tandem's newest machine (yet nearly three-fourths of customers 
interviewed noted that they would undergo some form of performance 
increment over the next 12 months). Interestingly, the customers for 
the $1 million VLX are in new accounts, such as Federal Express' 
ZapMa il and Chrysler's communication netyork. We believe that the 
demand at new accounts for the VLX systems, with performance starting 
at 50 transactions/second (on par with IBM's 3090 mainframe at three 
times the cost), will s upply 25% of Tandem's reve nue in fiscal 1987. 

One final important aspect of the VLX -- we believe that this 
product has a yet-to-be-revealed performance upgrade already built into 
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the initial pr oduct . That i s , despit e t he f act t he VLX uses the ECL 
chip t echnology , which is f aster tha n the TTL us ed in the older TXP, 
Tandem announced the product with the s ame cycle t ime (83 nanos econds) 
a s i t s predecessor . The reason for this vas tha t the VLX uses the same 
1/ 0 cont roller ci r cuit r y and memory as the TXP . Should Tandem cast 
these peripheral logic cards into EeL as ~ell, we believe that the 
machine could operate at nearly half the cycle time (or t~ice the MIPS 
rate ) . This built-in upgr ade will enable Tandem to introduce faster, 
field upgradable models down the road . The gross margin of the system 
will likely improve as Tandem will price its product in relat i on to t he 
higher terms of performance , yet its COSts ~ill remain the same. 

Customer Profile and Survey of Users and Softwa r e Developers 

We recently interv i ewed 15 Tandem end users and six Tandem 
s oftware houses. Half of the customers noted that they chose Tandem not 
because of its fault-tolerance, but rather that the particular software 
application they were seeking happened to be available on Tandem . Whe n 
we queried the software houses a s to why they chose Tandem, they said 
that Tandem's architecture allowed the software houses to develop an 
applicat ion that could not be conceived on a conventional mainframe. 
Over time we believe that Tandem viII be able to attract more 
third-party software vendors than other computer companies because o f 
this un ique architecture (Tandem currently has nearly 20 0 sof t ware 
houses that it works with). Attracting third-party software vendors who 
add value to a vendor ' s machine has become the key to success in the 
computer industry. Simpl y put, customers do not want to develop the i r 
own softvare as they did for so many years. 

We also note that Tandem's customers, ~hi c h were once dom i na t ed by 
financia l services i ndustry , have substantially diversified (Chart II) . 

[Graph i cal Material Omitted: Chart II - Tandem Users) 

The follow i ng is a sample of the applications that have bee n ab l e 
to take advantage of Tandem ' s architecture: 

Chrysler Co r poration 

Chr ysler's communications operation viII use a Tandem system to 
control their da t a communications acti vi ties. The company had compared 
Stratus' and Tandem ' s units and chose Tandem. Chrysler will l i kely 
order the VLX . The major attraction to Tandem was an appl i cation 
pac kage that runs only on Tandem. Stratus is developing a sim i lar 
pac kage but i t is not ready . 

Cincinnat i Enquirer 

This daily has a TXP operati on and plans to increase perfo rma nce 
next year. The major attrac tion to the Tandem system was the abil i ty t o 
have one s ystem handle all i ts editorial and classified funct i ons . 
Obviously, fault-tolerance is important here since a daily has to be 
produced without dovn time. 
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Mead Corporation 

Mead chose Tandem for its fault-tolerance; the company runs a mil l 
24 hours a day, seven days a ~eek. Mead plans to add more TXP 
processors next year -- it currently has three TXPs and two 
Non-Stop-IIs. 

J. C. Penney 

The company is creating a credit authorization system to replace 
TRW. 

System Integrators Inc. (SINT - 14 ) 

This software house markets a ne~spaper publishing system. It has 
installed about 100 Tandem systems. Besides the non-stop nature of 
newspaper publishing, it is imperative to have a system that can be 
geographically dispersed (since the reporters and printers are), ye t 
there must be a single version of the copy. 

PBL Associates 

This software house offers a complete distributed accounting 
system that runs on Tandem computers. In addition to offering standard 
General Ledger, the company has finished goods distribution / 
purchasing/order entry/ invoicing/air cargo/personnel modules . PBL was 
attracted to Tandem because of the technical capabilities and the 
unique platform that Tandem offers. The company's distribution software 
package takes advantage of the distributed data processing capabilities 
of the Tandem system. 

Competition 

We have noted that Tandem does not participate exclusively in the 
fault-tolerant market niche. However, this line of thinking has led 
some to believe that success for both Stratus and Tandem is 
simultaneous ly impossible. We have characterized Tandem's 
fault-tolerance as a by-product of its multiprocessor architecture . 
This contrasts with the Stratus approach in which the arithmetic logic 
is replicated four times . Indeed, for strict reliability the Stratus 
approach has some advantages . However, being a shared-memory design, 
Stratus has lim ited mu ltiprocessing and performance expandability, and 
cannot geographically distribute processors and data. 

Thus, while much of Tandem's early growth stemmed from the 
fault-tolerant arena, today it participates in the computer mainstream 
for reasons beyond its non-stop capabilities. In some ATM and brokerage 
environments, Stratus' systems have challenged Tandem's position; we 
believe that the market for Tandem's systems are much large r. That is, 
while the market for fault-tolerant computers might be in the order of 
$3 billion, the general on-line transaction processors market is about 
10 times that. 
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Fortunately for both Tandem and Stratus, the fault-tolerant 
competition has thinned out considerably. Many of the start-ups that 
entered the fault-tolerant market have founde red due to cash shortfalls 
and lack of market acceptance. One start - up that is succeeding is 
Tolerant Systems in Sa n Jose, CA. Tolerant has built a Tandem-like 
system using standard microprocessors (National 32000). By choosing an 
OEM strategy, Tolerant has a voided the heavy SG&A costs incurred by 
Tandem. 

Potential Earnings Leverage 

We believe that long term, Tandem is veIl positioned to sustain 
margin improvement through a loyer SG&A/revenue ratio. Currently, 
Tandem's 42% SG&A/ revenue is JUSt about the highest in the industry . 
This high ratio has been responsible for some of the company's past 
earnings disappointments. 

Yet, we believe that such high historical SG&A spending levels 
will ultimately hold Tandem in good stead. The reason Tandem's SG&A 
expenses are so high stems from the company's efforts to sell products 
right on IBM's own turf. Such an effort entails a long sell cycle and a 
lot of hand-holding. In a sense, Tandem attempted to out-IBM IBM. 
However, with a historical average selling price of S25 0,OOO , versus 
IBM's S4 million mainframes, Tandem was in no position to effectively 
leverage its sales force. Only now that Tandem offers the Sl+ million 
VLX processor complex viII the company effectively achieve a meaningful 
reduction in SG&A/ revenue. While this improvement will not likely occur 
in fiscal 1986, we believe that this margin improvement will occur in 
the following year. Within three years such margin improvement should 
enable the company to achieve 16\ operating margin. 

Financial Condition and Recent Performance 

Tandem has a very clean balance sheet. Debt as a percentage of 
total capitalization is only 3\ and the company has more than S100 
million in cash. 

We project that sales growth this year viII be about 12%, with 
service groving 25% (Table II). 

Tandem's earnings in second-quarter fiscal 1986 (ended March 31, 
1986) exceeded our expectations, and caused the stock's recent run-up. 
Earnings grew 83% on revenue growth of 20\. Gross margin improvement 
from 61\ to 67% accounts for the res t of the gain. In the current 
quarter ve estimate earnings of SO.30 per share, compared with SO.06 1n 
third quarter fiscal 1985. We believe that revenues will grow 24% to 
$180 million this quarter. 

Table II. Projected Revenues / Earnings 
($ Millions) 

9/ 30 /87 Est. 9/30/86 Est. 9/30/85 
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Product Revenue 
Service" Other 

Revenue 

Cost of Revenue 
Product Development 
Marketing , General" Admin. 
Net Interest 

Total Costs 

EBIT 
Pretax Income 
Income Tax 
Net Income 

Shares Outstanding (Mil.) 

Earnings Per Share (S) 

Margins (tl 

Cost of Revenue 
Product Development 
Marketing, General" Admin. 
EBIT 
Pretax Income 
Income Tax 
Net Income 

Groyth (tl 
Product 
Service 
Pretax Income 
Net Income 

Product Revenue ($M) 
NS-II 
TXP 
EXT 
VLX 

Percent of Sales (tl 
NS-II 
TXP 
EXT 
VLX 

Unit Shipments 
NS-II 
TXP 
EXT 
VLX 

693 
166 
859 

283 
94 

353 
-8 

722 

128 
136 

60 
76 

43 

1. 75 

33 
11 
41 
15 
16 
44 

9 

20 
20 
33 
33 

50 
440 

53 
150 

7 
64 

8 
22 

200 
1,100 

350 
150 

598 
138 
736 

245 
85 

311 
-8 

633 

94 
102 

45 
57 

43 

1. 33 

33 
12 
42 
13 
14 
44 

8 

16 
27 
81 
66 

63 
440 

53 
50 

10 
74 

9 
8 

250 
1,100 

350 
50 

515 
109 
624 

240 
72 

262 
-6 

568 

50 
56 
22 
34 

42 

0.82 

38 
11 
42 

8 
9 

39 
6 

15 
30 
o 

-20 

77 
386 

52 
o 

15 
75 
10 
o 

300 
1,000 

350 
o 
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. . 
Table I I!. Tandem's Results By Quarters 
($ Millions ) 

[Part 1 of 2 ) 

1985 
I Jl I I I IV 

Product Revenue 134 120 117 144 
Service £. Other 26 26 27 30 

Revenue 160 147 144 174 

Cost of Revenue 62 58 56 64 
Product Development 15 17 18 21 
Marketing, General " Admin. 60 62 70 71 
Net Interest -2 -2 -1 -2 

Total Costs 135 135 142 155 

EB IT 23 10 0 17 
Pretax Income 24 11 2 19 
Income Tax 10 4 -1 8 
Net Income 14 7 2 11 

Shares 
Outstanding (Mi 1.) 41 42 42 42 

Earnings Per Share ( $ ) 0 .34 0 .16 0.06 0 .27 

Marg i ns ( % ) 

Cost of Revenue 39 39 39 37 
Product Development 9 12 12 12 
Marketing! General & Admin. 38 42 48 41 
EBIT 14 7 0 10 
Pretax Income 15 8 1 11 
Income Tax 43 39 -31 41 
Net Income 9 5 2 6 

Gro..,th ( % ) 

Product 24 32 -2 11 
Service 42 32 19 28 
Pretax Income 35 253 -89 -2 
Net Income 37 241 -75 -48 

[Pa rt 2 of 2) 
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• .. 
1986 

I II 111(*) IV( *) 

Product Revenue 137 143 145 173 
Service" Other 33 34 35 37 

Revenue 170 176 180 210 

Cost of Revenue 59 58 59 69 
Product Development 20 21 21 23 
Marketing, General , Admin. 72 77 78 84 
Net Interest -2 -2 -2 -2 

Total Costs 149 154 156 174 

EBIT 19 20 21 34 
Pretax Income 21 23 23 36 
Income Tax 9 10 10 16 
Net Income 12 13 13 20 

Shares Outstanding (Mi 1. ) 42 43 43 43 

Earnings Per Share ( $ ) 0.28 0.29 0.30 0.46 

Margins (\) 
Cost of Revenue 35 33 33 33 
Product Development 12 12 12 11 
Market ing, General , Admin. 42 44 44 40 
EBIT 11 11 12 16 
Pretax Income 12 13 13 17 
Income Tax 45 44 44 44 
Net Income 7 7 7 9 

Groyth ( % ) 
Product 2 19 24 20 
Service 29 27 27 25 
Pretax Income -14 100 1,220 87 
Net Income -17 83 464 77 

( * ) Estimated 

Prices of other public companies mentioned in this report: 

Chrysler Corp. (C - 35) 
J.C. Penney (JCP - 79) 
Mead Corp. (MEA - 49) 
TRW (TRW - lOll 

(*) At the time of this report, Bear, Stearns & Co. Inc. vas a market 
maker in this security. 
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Tandem Computers, Inc. - Company Report 
BEAR STEARNS & COMPANY - Frarn, J. 
06-06- 86 (RN=607097) 

Tandem Computers, Inc. (*) (TNDM - 33 ) 
New Purchase Recommendation 

1985 EPS: (9 / 30) 
1986 EPS Est. : 
1987 EPS Est . : 
P / E 1986 Est.: 
P / E 1987 Est.: 
Dividend: 
Yield: 
1986 Price Range: 
Common Shares Out.: 

$0 . 82 
$1. 33 
$1. 75 

25.0x 
19.0x 
Nil 
Nil 

34-13 
43 Mil. 

Tandem is not registered in Rhode Island. We can only accept 
unsolicited orders from Rhode Island residents . 

(Graphical Material Omitted: Stock Chart] 

Summary and Recommendation 
We recommend purchase of Tandem Computers. 

We believe that Tandem will displace many traditional computer 
vendors and become one of the major, surviving computer companies. 
Although Tandem has historically been associated with a limited market 
niche - fault - tolerant systems - we think that Tandem's unique computer 
architecture makes it better suited for the broad, mainstream 
commercial market. In short, investors will think of Tandem along side 
of other mainstream, successful companies such as Digital Equipment 
(DEC - 89) and IBM (IBM - 151). 

Although we describe Tandem and the superiority of its computer 
systems in this report, we have not stressed fault-tolerance as have 
other reports on the company. While fault-tolerance is certainly a key 
feature of Tandem's machines, it is only one of many architectural 
advantages that makes Tandem's systems more suitable than traditional 
mainframes and minicomputers in the commercial marketplace. 

Reasons to purchase shares of Tandem Computers are: 

* Tandem's computer architecture should enable the company to 
steadily gain market share at the expense of traditional computer 
vendors. This architecture enables users to: 1) physically and 
geographically distribute processors and data throughout their 
organization, yet perceive a single system image; 2) expand the 
performance of their systems in a much wider range than found in 
traditional computer designs; and 3) experience 100% up-time, a feature 
that has become a requirement as computers become a part of customers' 
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own product offerings, rather than the historical overnight data 
processing use of computers. 

* The advantages of Tandem's architecture should attract more 
third - party software; the availability of third - party software can make 
or break a computer hardware vendor. 

* Tandem has more earnings leverage potential due to margin 
improvement than practically any other vendor in the industry. Such 
margin improvement would come from a reduction in Tandem1s high 
SG&A/ Revenue ratio (42% ) as the average selling price of its systems 
rise from $250 , 000 to more than $500,000. 

Valuation 
We believe that Tandem's market share gains coupled with long term 

margin improvement will result in 20-25% annual earnings growth for the 
next several years . Tandem's PI E appears to be too low; we believe 
that this growth justifies a Pi E with substantial premium to the 
market. Furthermore, as investors recognize that Tandem will break away 
from the traditional minicomputer crowd, its PI E should be decoupled 
from others in the group. That is, while the shares of Data General 
(DGN - 41 ) , Prime (PRM - 20), and Wang (WANB - 17) will trade relative 
to their individual product cycles and the overall capital spending 
environment, Tandem should continue to grow at a steadier and faster 
pace due to its impending market share gains. Investors should reward 
consistent growth in Tandem, much as they have embraced the stocks of 
Digital Equipment and Cray Research (CYR - 94). 

Risk 

There are several risks to investing in Tandem: 

* IBM has recognized the gravity of Tandem's market share inroads 
to date and has sought to plug a hole in its product line by 
aggressively marketing a computer produced by Stratus, a fault-tolerant 
vendor . 

* Tandem has historically ignored start - up competitors until they 
have made a meaningful inroad into the marketplace. This was the case 
with Stratus and it appears to be repeating itself with one significant 
start - up, Tolerant Systems. Such overconfidence has also led to 
several earnings disappointments. 

* Capital spending for computers remains soft with industry wide 
domestic orders about 15% below 1985's depressed levels. In addition, 
the stock has experienced a run-up over the past few months due to a 
good second-quarter fiscal 1986. 

Market Environment: Consolidation 

The current period of computer industry consolidation is the basis 
of yet another reason to own stock in Tandem. with the competitive 
position of many mature computer companies challenged by substantial 
industry-wide overcapacity and a slowdown in industry growth, many such 
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vendors are seeking new ways to rejuvenate their businesses. As well, 
Tandem possesses an off-balance sheet asset, namely, the lock- in of its 
customer base. We believe that an acquisition-rich environment will 
emerge as mature vendors whose competitive position has been eclipsed 
will seek to acquire those companies owning or gaining market share. 
Since we believe that Tandem will emerge as one of those few surviving 
and thriving computer companies due to the advantages inherent in its 
computer architecture, Tandem represents one of the most desirable 
properties, in our opinion. 

(*) At the time of this report, Bear, Stearns & Co. Inc. was a market 
maker in this security. 
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Summary and Recommendation 
We recommend purchase of Tandem Computers. 

COII'OaAn 
Nobc411OH CIHnI 

Tandem Business 
'nfcrmCition Center 

We believe that Tandem will displace many traditional computer 
vendors and become one of the major, surviving computer companies. 
Although Tandem has historically been associated ~ ith a limited market 
niche -- fault-tolerant systems -- we think that Tandem's unique 
computer architecture makes it better suited for the broad, ma instream 
commercial market. In short, investors ,.,ill think of Tandem along side 
of other mainstream, successful companies such as Digital Equipment 
(DEC - 86) and IBM (I BM - 148) . 

Although we describe Tandem and the superiority of its computer 
sys tems in this report, we have not st ressed fault-tolerance as have 
other reports on the company. Wh i le fault-tolerance is certainly a key 
feature of Tandem's machines, it is only on e of many architectural 
advantages that makes Tandem's systems more suitable than traditional 
mainframes and minicomputers in the commercial marketplace . 

Reasons to purchase shares of Tandem Computers are: 

* Tandem's computer architecture should enable the company to 
steadily gain market share at the expense of traditional comput er 
vendors. This architecture enables users to: 1) physically and 
geographically distribute processors and data throughout their 
organization, yet perceive a single system image; 2 ) expand the 
performance of their systems in a much ,.,ider range than found in 
traditional computer designs; and 3) experience 100\ up-time, a feature 
that has become a requirement as computers become a part of customers' 
ovn product offerings, rather than the historical overnight data 
processing use of computers. 
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* The advantages of Tandem's architecture should a ttract more 
third-party software; the availability of third-party s oftware can make 
or b r eak a computer hardware vendor. 

* Tandem has more earnings leverage potential due to margin 
improvement than practically a ny other vendor in the industry. Such 
margin improvement would come from a reduction in Tandem's high 
SG&A/Revenue ratio (42\) as the average selling price of its systems 
rise from $250,000 to more than $500,000 . 

Valuation 

We believe that Tandem's market share gains coupled with long-term 
margin improvement will result in 20%-25\ annual earnings growth for 
the next several years . Tandem's PI E appears to be too low; we bel i eve 
that this growth justifies a PI E with a substantial premium to the 
market. Furthermore, as investors recognize that Tandem viII break 
away from the traditional minicomputer crovd, its PI E should be 
decoupled from others in the group. That is, vhile the shares of Data 
General (DGN - 39), Prime (PRM - 19 ) and Wang (WANB - 17) viII trade 
relative to their individual product cycles and the overall capital 
spending environment, Tandem should continue to grov at a steadier and 
faster pace due to its impending market share gains. Investors should 
revard consistent gro~th in Tandem, much as they have embraced the 
stocks of Digital Equipment and Cray Research (CYR - 90 ) . 

Risks 

There are seve r al risks to investing in Tandem: 

* IBM has recogn i zed the gravity of Tandem's market share inroads 
to date and has sought to plug the hole in its product line by 
aggressively marketing a computer produced by Stratus, a fault-tolerant 
vendor. 

* Tandem has historically ignored start-up competitors until they 
have made a meaningful inroad into its marketplace. This vas the case 
with Stratus and it appears to be repeating itself vith one significant 
start-up, Tolerant Systems. Such overconfidence has also led to several 
earnings disappointments . 

* Capital spend i ng for computers remains soft vith industry-vide 
domestic orders about 15% belov 1985 ' s depressed levels . In addition, 
the stock has experienced a run-up over the past fey months due to a 
good second-quarter fiscal 1986. 

Market Environment: Consolidation 

The current period of computer industry consolidation is the basi s 
of yet another reason to ovn stock in Tandem. With the competitive 
position of many mature computer companies challenged by substantial 
industry-wide overcapacity and a slovdo~n in industry gro~th, many such 
vendors are seeking nev vays to rejuvenate their businesses. As Yell, 
Tandem possesses an off-balance sheet asset , namely, the lock-in of its 

-

2 



custome r base . We beli eve that an acqui s ition-r ich envi r onment will 
emerge as mature vendors whose competi t ive position has bee n ec l i psed 
will s eek to acqui r e thos e compani es whi ch ovn or ar e gaini ng mar ket 
s hare. Since we beli eve tha t Tandem wil l emerge a s one of those fe w 
s urviving and thriving computer compani es due t o the adva nt age s 
inherent in its comput er architecture, Tandem represents one of the 
most desi r able properties. 

Tandem ' s Architecture: The Commercial Mainstream 

Ultimately, it will be Tandem's computer a rchitecture (* ) that 
~ill enable it to grow while others in the computer indust r y stagnate . 
In short, we believe that Tandem should be a core holding for investors 
wishing to have exposure to the computer indus try . Tandem will l ikely 
gain market share at the expense of some of t hese establi s hed vendo r s 
because its unique product architecture will enable it to pe rfo r m 
commercial applications substantially better t han t r aditiona l 
computers . 

(*) Computer architecture refers to the machine's design, particularly 
its instruction set (add, subtract, multiply , d ivide, etc), memo ry 
organization and inter-p rocessor communication. Strictly speaking, a 
machine's Functional Architecture is defined t o be the programmer ' s 
view of the machine (instruction set, register layout, addr essing 
modes, etc.). The Design Architecture, also refer r ed to a s machine 
organization refers to how the vendor implements its prog r amming, or 
functional architecture . For example, IBM's 3090 and 4300 both 
i ncorporate the System/ 370 Functional Architecture . However the 
implementations are very different, both in terms of materi a ls 
technology (semiconductors and packaging) as well as in t he 
incorporation of machine resources (i . e . , cache memory , pipelining, 
etc.). 

We believe that most great computer companies can t r ace thei r 
s uccess to their advantages in computer architecture . Such 
architectural Successes include IBM ' s mainframes, Digital Equipment's 
minicomputers and Cray Research's supercompute r s. For example, IBM's 
decision in the early 1960s to offer a single mainframe a rchitecture 
(the System/360) eliminated the need for customers to re - wr ite the ir 
programs each time they moved to a more pove r ful machine . This 
architectural concept was so appealing that I BM soon dominated the 
mainframe market. In the case of Digital Equipment , its single, focused 
architecture enabled it to sustain its recent ma rgin imp r ovement as 
well as extend its product line to a performance range beyond 
t raditional minicomputers. Finally, Cray Resea r ch ' s key advantage is 
hoy it organized its machine to achieve the highest pe rformance , 
without developing its own fast semiconductors . 

A Long-Term Proprietary Advantage 

Tandem ' s architectural innovations (desc r ibed below) r epresent a 
long-term proprietary advantage for the company -- it is v i r tua lly 
impossible for other vendors to incorporate Tandem's a rchit ecture into 
t heir systems yithout departing from thei r oyn locked- in ins talled base 

3 



.................... -------------------------
(the only company that has been able to incorporate a Tandem-like 
architecture while maintaining compatibility with their installed base 
has been NCR). Because Tandem conceived its architecture at least 10 
years later than most mainstream players in the industry, it could make 
a clean break with the past, something that es tablished vendors could 
not contemplate. Thus, advantages in computer architecture actually 
represent as significant a proprietary advantage as advanced 
semiconductor technology. In fact, all vendors ultimately gain access 
to the latest semiconductor technology when it reaches the merchant 
market. However, mature companies will not be able to incorporate 
architectural innovations while preserving their installed customer 
base. 

Tandem's Architecture 

Distributing Programs and Data 

Simply put, Tandem's architecture enables customers to do things 
that cannot be done effectively on other vendors' systems -- with 
Tandem computers users can physically distribute data and programs 
throughout their organization. Yet, the user perceives the image of a 
single system -- transparent to the user, the operating system fetches 
and stores data at remote sites if needed . The user perceives the data 
to be local . It is Tandem's underlying operating system, and special 
machine-to-machine Rmessaging" instructions (not found on conventional 
machines) that provide this capability. 

Note, it is possible to tie together geographically dispersed 
on-line users with conventional computers. Typically, this is done by 
connecting each computer terminal via its own telephone line to a 
centrally-located computer. In an era of rising telecommunications 
costs, such arrangements are becoming more impractical. 

The importance of being able to physically distribute processors 
and data becomes apparent when one realizes that businesses and their 
employees are geographically dispersed, yet it is desirable to maintain 
only a single copy of important data. Consider the problem of 
allocating airline seats from any of 20,000 travel agent locations. 
While it is imperative not to allocate the same seat at different 
locations, it is desirable to alter the data from any location. In 
older systems. each travel agent and ticket counter was tied into where 
the data resides (at the airline's central computer). We think that the 
airline industry represents one of the biggest opportunities for Tandem 
over the next fe~ years (in fact, sources suggest that Tandem is on the 
eve of announcing a major airline reservation contract). 

Expandability Without Degradation 

The second competitive advantage afforded to Tandem because of its 
unique architecture is the ability to construct high-end systems 
yithout the kind of capital requirements of traditional mainframe 
development . That is, Tandem can achieve higher performance levels than 
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conventional mainframes. yet use off-the-shelf semiconductors. In 
Tandem's latest machine , the VLX, the company uses the l atest EeL gate 
array available in the merchant market, but achieves pe r formanc e levels 
greater than mainframes using proprietary technology (s ee below), 

Unlike today's mainframes. Tandem's machines do not experience 
performance degradation when multiple processors are strung together. 
In traditional mainframes, the only way mUltiple processors can be 
linked together (while maintaining an image of a single machine) is for 
the processors to share main memory. A problem arises with shared 
memory design because only one processor can access memory at the same 
time, leaving other processors idle. This memory contention (o r 
"bottleneck") problem results in severe performance degradation for 
conventional multiprocessor mainframes. In contrast, Tandem's computers 
have no such bottleneck. Since each CPU has its o~n memory , a Tandem 
user can achieve a linear gro~th in performance by adding processor 
modules to the system. If data residing in another machine's memory is 
desired, special "message instructions" (transparent to the user) 
fetches the data from the other processor (Chart I). The other 
processor and data can be located a long distance from t he requesting 
processor. 

[Graphical Material Omitted: Chart I - Conventional System/Tandem 
System] 

For example, in IBM's largest system, the four-processor 3090 
Model 400, the user does not get the full performance of each 15 MIPS 
engine -- instead of obtaining 60 MIPS in performance, the total system 
delivers computing pover closer to 50 MIPS. Tandem's VLX system, in 
contrast can string together 16 of its 4 HIPS VLX machines and achieve 
64 MIPS with no degradation. Because transaction process i ng systems 
typically involve the many small jobs they each run for a short period 
of time on its o~n processor, numerous small processors do the job as 
veIl as fe~er large ones. In a sense, Tandem's systems are really a 
form of parallel processing for the commercial ~orld. 

The importance of linear performance expandability is better 
understood by realizing that on-line transaction processing systems 
tend to grow as the customers' business grovs. This stems from the fact 
that interactive/transaction processing systems generally form the core 
of the customers' own product offering -- the computer becomes part of 
the customers' competitive repertoire . For example, major stock 
exchanges use Tandem systems for order execution and reconciliation 
(SIAC has over 100 Tandem processors in a single site), With the 
burgeoning transaction volumes of recent years, such expandability ~a s 
a necessary requirement for the system. 

Finally, the President of the Tandem Users Group, an independen t 
association, informed us that customers are no~ purchasing Tandem 
systems more for their expandability than for fault-tolerance . 
Ironically, IBM's fault-tolerant system is manufactured by Stratus 
Computers and does not have the expandability of Tandem's system. IBM 
may have misperceived customers' attraction to Tandem systems . 
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Fault-Tolerance 

While the fault-tolerant fea tur e was responsible for Tandem's 
early growth (driven by ATM networks where Tandem now controls 60\ of 
the market), ve contend that fau lt-tolerance is really a by-product of 
Tandem's design. Because Tandem's systems are comprised of mUltiple 
processors running in parallel, the failure of a single engine does not 
interrupt the entire workload. Moreover, before each disk read or 
~rite. the transaction is wcheck pointed,~ or recorded such that if a 
failure does occur , the transaction can be r olled back and resumed on 
another processor. Our survey suggests that more than half of Tandem ' s 
sales today are driven by factors other than fault-tolerance. While 
Tandem's product technology and market acceptance have been recognized 
by IBM as a real threat leading it to incorporate Stratus' 
fault-tolerant system in order to fill a hole in its product line. IBM 
appears to have missed the true significance of Tandem's architectural 
advantages. 

Products and Shipments 

To date, there have been four implementations of the Tandem 
architecture (Table 1), 

Table I. 1986 Shipments of Tandem Products 

Model ASP Revenue Units 
S % % 

TXP 450,000 75 50 
NS 250,000 15 20 
EFT 150,000 10 30 
vu 1,00 0 ,000 20 10 

Tandem's nevest and fastest machine, the VLX (introduced in April 
1986), has met with strong acceptance. We believe that the company is 
sold out of VLX's for the year and wil l be pressed to increase 
production volumes leading to a strong fiscal fourth quarter (ending 
September 30, 1986), 

Yet, only a small fraction of the existing customer base surveyed 
by Bear Stearns indicated that they would migrate to the VLX 
immediately. For existing customers, the performance expandability of 
their current TX? and Non Stop systems dampens their need to migrate to 
Tandem's nevest machine (yet nearly three-fourths of customers 
i nterviewed noted that they would undergo some form of performance 
increment over the next 12 months), Interestingly, the customers for 
the $1 million VLX are in new accounts, such as Federal Express' 
ZapMail and Chrysler's communication network. We believe that the 
demand at ne~ accounts for the VLX systems, with performance starting 
at 50 transactions/ second (on par vith IBM's 3090 mainframe at three 
times the cost), viII supply 25% of Tandem's revenue in fiscal 1987. 

One final important aspect of the VLX -- we believe that this 
product has a yet-to-be-revealed performance upgrade already built into 
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the initial product. That is, despite the fact the VLX uses the EeL 
chip technology, which is faster than the TTL used in the older TXP, 
Tandem announced the product with the same cycle time (83 nanoseconds) 
as its predecessor. The reason for this was that the VLX uses the same 
I/O controller circuitry and memory as the TXP. Should Tandem cast 
these peripheral logic cards into ECL as well, we believe that the 
machine could operate at nearly half the cycle time (or twice the MIPS 
rate). This built-in upgrade will enable Tandem to introduce faster, 
field upgradable models down the road. The gross margin of the system 
will likely improve as Tandem will price its product in relation to the 
higher terms of performance, yet its costs will remain the same. 

Customer Profile and Survey of Users and Software Developers 

We recently interviewed 15 Tandem end users and six Tandem 
software houses. Half of the customers noted that they chose Tandem not 
because of its fault-tolerance, but rather that the particular software 
application they were seeking happened to be available on Tandem. When 
we queried the software houses as to why they chose Tandem, they said 
that Tandem's architecture allowed the software houses to develop an 
application that could not be conceived on a conventional mainframe. 
Over time we believe that Tandem will be able to attract more 
third-party software vendors than other computer companies because of 
this unique architecture (Tandem currently has nearly 200 software 
houses that it works with). Attracting third-party software vendors who 
add value to a vendor's machine has become the key to success in the 
computer industry. Simply put, customers do not want to develop their 
own software as they did for so many years. 

We also note that Tandem's customers, ~hich were once dominated by 
financial services industry, have substantially diversified <Chart II). 

(Graphical Material Omitted: Chart II - Tandem Users) 

The following is a sample of the applications that have been able 
to take advantage of Tandem's architecture: 

Chrysler Corporation 

Chrysler'S communications operation will use a Tandem system to 
control their data communications activities. The company had compared 
Stratus' and Tandem's units and chose Tandem. Chrysler ~ill likely 
order the VLX. The major attraction to Tandem was an application 
package that runs only on Tandem. Stratus is developing a similar 
package but it is not ready. 

Cincinnati Enquirer 

This daily has a TXP operation and plans to increase performance 
next year. The major attraction to the Tandem system was the ability to 
have one system handle all its editorial and classified functions. 
Obviously, fault-tolerance is important here since a daily has to be 
produced without down time. 
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Mead Corporation 

Mead chose Tandem for its fault-tolerance; the company runs a mill 
24 hours a day, seven days a week. Mead plans to add more TXP 
processors next year -- it currently has three TXPs and two 
Non-Stop-IIs. 

J. C. Penney 

The company 15 creating a credit authorization system to replace 
TRW. 

System Integrators Inc. <SINT - 14 ) 

This software house markets a newspaper publishing system. It has 
installed about 100 Tandem systems. Besides the non-stop nature of 
newspaper publishing, it is imperat i ve to have a system that can be 
geographically dispersed (since the reporters and printers are), yet 
there must be a single version of the copy . 

PSL Associates 

This software house otfers a complete distributed accounting 
system that runs on Tandem computers. In addition to offering standard 
General Ledger, the company has fin ished goods dis t ribu tion/ 
purchasing /o rder entry/ invoicing / air cargo/personnel modules. PBL was 
attracted to Tandem because of the technical capabilities and the 
unique platform that Tandem offers. The company's distribution s o ftware 
package takes advantage of the distributed data processing capabilities 
of the Tandem system. 

Competition 

We have noted that Tandem does not participate exclusively in the 
fault-tolerant market niche. However, this line of thinking has led 
s ome to believe that success for both Stratus and Tandem is 
simultaneously impossible. We have characterized Tandem ' s 
fault-tolerance as a by-product of its multiprocessor architecture. 
This contrasts with the Stratus approach in which the arithmetic logic 
is replicated four times. Indeed, for strict reliability the Stratus 
approach has some advantages. However, being a shared-memory design, 
Stratus has limited multiprocessing and performance expandability, and 
cannot geographically distribute processors and data. 

Thus, while much of Tandem's early growth stemmed from the 
fault -tolerant arena, today it participates in the computer mainstream 
for reasons beyond its non-stop capabilities. In some ATM and brokerage 
environments, Stratus' systems have challenged Tandem's position; we 
believe that the marke t for Tandem's systems are much larger. That is , 
while the market for fault-tolerant computers mi ght be in the order of 
$3 billion, the genera l on-line transaction processors market is about 
10 times that. 

, 

-
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Fortunately for both Tandem and Stratus, the fault-tolerant 
competition has thinned out considerably . Many of the start-ups that 
entered the fault-tolerant market have foundered due to cash shortfalls 
and lack of market acceptance. One start-up that is succeeding is 
Tolerant Systems in San Jose, CA. Tolerant has built a Tandem-like 
system using standard microprocessors (National 32000). By choosing an 
OEM strategy, Tolerant has avoided the heavy SG,A costs incurred by 
Tandem. 

Potential Earnings Leverage 

We believe that long term, Tandem is yell positioned to sustain 
margin improvement through a lover SG&A /r evenue ratio. Currently, 
Tandem's 42% SG&A/revenue is just about the highest in the industry. 
This high ratio has been responsible for some of the company's past 
earnings disappointments. 

Yet, we believe that such high historical SG&A spending levels 
will ultimately hold Tandem in good stead. The reason Tandem's SG&A 
expenses are so high stems from the company's efforts to sell products 
right on IBM's own turf. Such an effort entails a long sell cycle and a 
lot of hand-holding. In a sense, Tandem attempted to out-IBM IBM. 
However, with a historical average selling price of S250,OOO, versus 
IBM's S4 million mainframes, Tandem was in no position to effectively 
leverage its sales force. Only now that Tandem offers the $1+ million 
VLX processor complex will the company effectively achieve a meaningful 
reduction in SG&A/ revenue. While this improvement will not likely occur 
in fiscal 1986, we believe that this margin improvement will occur in 
the following year. Within three years such margin improvement should 
enable the company to achieve 16\ operating margin. 

financial Condition and Recent Performance 

Tandem has a very clean balance sheet. Debt as a percentage of 
total capitali~ation is only 3\ and the company has more than $100 
million in cash. 

We project that sales growth this year will be about 12\, with 
service growing 25\ (Table II). 

Tandem's earnings in second-quarter fiscal 1986 (ended March 31, 
1986) exceeded our expectations, and caused the stock's recent run-up . 
Earnings grew 83\ on revenue growth of 20\. Gross margin improvement 
from 61\ to 67% accounts for the rest of the gain. In the current 
quarter we estimate earnings of SO.30 per share, compared with $0 . 06 1n 
third quarter fiscal 1985. We believe that revenues will grow 24% to 
$180 million this quarter. 

Table II. Projected Revenues/Earnings 
($ Millions ) 

9/30/87 Est. 9/30/86 Est. 9/30/85 
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Product Revenue 
Service" other 

Revenue 

Cos t of Revenue 
Product Development 
Marketing, General" Admin. 
Net Interest 

Total CostS 

EBIT 
Pretax Income 
Income Tax 
Net Income 

Shares Outstanding (Mil.) 

Earnings Per Share ($) 

Margins (%) 

Cost of Revenue 
Product Development 
Marketing, General & Admin. 
EBIT 
Pretax Income 
Income Tax 
Net Income 

Gro",th (%) 
Product 
Service 
Pretax Income 
Net Income 

Product Revenue ($M) 
NS-II 
TXP 
EXT 
VLX 

Percent of Sales (\) 
NS-II 
TXP 
EXT 
VLX 

Unit Shipments 
NS-II 
TXP 
EXT 
VLX 

693 
166 
859 

283 
94 

353 
-8 

722 

128 
136 

60 
76 

43 

1. 75 

33 
11 
U 
15 
16 
44 

9 

20 
20 
33 
33 

50 
440 

53 
150 

7 
64 

8 
22 

200 
1,100 

350 
150 

598 
138 
736 

245 
85 

311 
-8 

633 

94 
102 

45 
57 

43 

1. 33 

33 
12 
42 
13 
14 
44 

8 

16 
27 
81 
66 

63 
440 

53 
50 

10 
74 

9 
8 

25 0 
1.100 

350 
50 

515 
109 
624 

240 
72 

262 
-6 

568 

50 
56 
22 
34 

42 

0.82 

38 
II 
42 

8 
9 

39 
6 

15 
30 
o 

-20 

77 
386 

52 
o 

15 
75 
10 
o 

300 
1,000 

350 
o 
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Table II I. Tandem's 
($ Millions) 

Results By Quarters 

[Part 1 of 2] 

1985 
I I I III IV 

Product Revenue 134 120 117 144 
Service " Other 26 26 27 30 

Revenue 160 147 144 174 

Cost of Revenue 62 58 56 64 
Product Development 15 17 18 21 
Marketing, General " Admin. 60 62 70 71 
Net Interest -2 -2 -1 -2 

Total Costs 135 135 142 155 

EBIT 23 10 0 17 
Pretax Income 24 11 2 19 
Income Tax 10 4 -1 8 
Net Income 14 7 2 11 

Shares 
Outstanding (Mil.) 41 42 42 42 

Earning s Per Share ( $ ) 0.34 0.16 0 . 06 0 . 27 

Margins ( % ) 

Cost of Revenue 39 39 39 37 
Product Development 9 12 12 12 
Marketing, General " Admin. 38 42 48 41 
EBIT 14 7 0 10 
Pretax Income 15 8 1 11 
Income Tax 43 39 -31 41 
Net Income 9 5 2 6 

GroYth ( %) 

Product 24 32 -2 11 
Service 42 32 19 28 
Pretax Income 35 253 -89 -2 
Net Income 37 241 -75 -48 

[ Part 2 of 2] 
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1986 

. I I I 111(*) IV(*) 

Product Revenue 137 143 145 173 
Service" Other 33 34 35 37 

Revenue 170 176 180 210 

COSt of Revenue 59 58 59 69 
Product Development 20 21 21 23 
Marketing. General & Admin. 72 77 78 84 
Net Interest - 2 -2 -2 -2 

Total Costs 149 154 156 174 

EBIT 19 20 21 34 
Pretax Income 21 23 23 36 
Income Tax 9 10 10 16 
Net Income 12 13 13 20 

Shares Outstanding (Mi 1. ) 42 43 43 43 

Earnings Per Share ( S) 0.28 0.29 0 . 30 0.46 

Margins ( % ) 
Cost of Revenue 35 33 33 33 
Product Development 12 12 12 11 
Marketing, General & Admin. 42 44 44 40 
EBIT 11 11 12 16 
Pretax Income 12 13 13 17 
Income Tax 45 44 44 44 
Net Income 7 7 7 9 

Gro ... th (% ) 
Product 2 19 24 20 
Service 29 27 27 25 
Pretax Income -14 100 1,220 87 
Net Income -17 83 464 77 

( * ) Estimated 

Prices of other publ ic companies mentioned in this report: 

Chrysler Corp. (C - 35) 
J.C. Penney (JCP - 79) 
Mead Corp. (MEA - 49) 
TRW (TRW - 101) 

(-) At the time of this report, Bear, Stearns & Co. Inc. vas a market 
maker in this security. 
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TANDEM COMPUTERS 
(OTC: TNDM) COVoaAn 
Price 1986 EPS (FY: Sept. ) 'NFObcATION CfNJU; 
6/4/86 Pr ice Range 1985A 1986E 1987E 

33 1/2 34-12 $0.82 $1. 30 $1. 85 

PiE Ratio Indicated 
1986E 1987E Dividend Yield 

25.8X l8.lX $0.00 nil 

After four years of no growth, earnings have begun to accelerate 
reflecting management~s more conservative stance regarding near-term 
growth prospects. Accordingly, expenses have come more into balance 
with revenues, and manufacturing margins have improved. Tandem remains 
the leader within the on-line transaction processing market, a sizeable 
niche that continues to expand at a rate significantly above the 
overall computer industry. The near-term outlook for earnings 
continues to be positive based on (1) a recently reorganized and more 
efficient sales force, (2) leverage from expanded third party software 
relationships, (3) a sizeable mix of overseas business (40% of 
revenues) where business is strong, and (4) the prospect of additional 
revenues $15-20 million in 3Q and $35-40 million in 40 from the new 
high-performance VLX system. Our estimates call for earnings of $1.30 
per share in the current fiscal year and $1.85 per share in FY 1987. 
Based on this outlook, and a relative multiple in expected calendar 
1987 earnings that shows little premium to the market, we continue to 
recommend purchase of the stock. 

19 



• 

Copyright 
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July 7, 1986 

Tandem Computers - Company Report 
OPPENHEIMER & CO •• INC. - Elling, 
05-14 - 96 (RN=606208) 

G. D., et al 

TANDEM COMPUTERS (TNDM $31 Bid - 5/13/86) 

SUMMARY 

COUORAn 
INfOaMAlION CENTE& 

* Tandem's second-fiscal-quarter earnings of $0 . 29 per share, up 
81% from the $0.19 reported in the comparable 1985 period, exceeded our 
$0.15-$0 . 20 estimate . Quarterly revenues rose 20.4\ to $176.3 million 
from $146.5 million. 

* The better than expected earnings reflected a positive cycle of 
new hardware and software products, increased marketing effectiveness, 
improved manufacturing efficiency and the weaker dollar. Among the 
company IS new products, both the TXP system and the XL8 disc system 
performed ahead of plan, benefiting earnings . 

• Successful cost controls led to an improved gross margin, which 
rose to 67.1\ from 60.6% in the year-ago quarter. The net income margin 
was also up dramatically, to 7.0% from 4 . 7%. There was some improvement 
in the balance sheet as cash levels rose 49.2% to $160.8 million, or 
approximately $3.82 per share, and inventories declined 23.5%. The 
current ratio improved to 4.6:1 from 4.0:1. 

* Based on the strong second- quarter earnings, the positive 
product cycle and management's optimism regarding the second half of 
the fiscal year , we are raising our fiscal 1986 earnings estimate to 
$1 . 30- $1 . 35 per share from $1.00-$1 . 25. We are maintaining our fiscal 
1987 estimate of $1.75-$2 . 00 per share. Given the continued uncertainty 
regarding the computer industry, the recent introduction of competing 
products and the stock's high price multiple based on our estimates , we 
would not initiate new positions at this time. The stock is not on our 
Recommended List . 
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TANDEM COMPUTERS (TNDM $31 Bid - 5/13/86) 

12-Month Range 
1985 EPS 

Dividend 
Yield 

(*) 1986 Est. EPS 
1987 Est. EPS 

$34-$12 7/ 8 
$0.82 

$1. 30-$1. 35 
$1. 75-$2.00 

Price/EPS 1985 
Price/ Est. EPS 1986 
Price/ Est. EPS 1987 

Nil 
Nil 

37.8X 
23.8X-23.0X 
17.7X-1S.5X 

Capitalization (3 / 31/86) 

Thous. Percent Theus. 

Long-term Debt $4,445 0.9% Current Assets $429,955 
Cap. Lease Oblig. 5,982 1.2 Current Liabilities 94,233 
Deferred Inc. Taxes 34,324 6.8 Working Capital $335,722 
Equity 456,433 91.1 

Total $501,184 100.0% Current Ratio 4.6:1 

Shares Outstanding 
Float 
Market Capitalization 
Recent Average Daily Trading Volume 
Fiscal Year Ends 
Book Value/ Share (9 / 30/86E) 
ROE (1986E) 

Historical 5-Year EPS Growth Rate 
Projected 5-Year EPS Normalized Growth Rate 
Estimated 1986 Pi E Relative to SSP 400 PI E 
5-Year Historic Relative PIE Range 

SSP 400: 265.61 

(*) Upward revision - see text. 

41.4 Million 
38.5 Million Shares 

$1. 3 Billion 
439,400 Shares 

September 30 
$11. 35 

12.5% 

16.4% 
18%-22% 

1. 3X 
5.1x-1.5X 

Tandem;s second-fiscal-quarter earnings of $0.29 per share were up 
81\ from the $0.19 reported in the year-earlier quarter and above our 
estimate of $0.15-$0.20. Revenues for the quarter increased 20.4% to 
$176.3 million from $146.5 million. The stronger than expected earnings 
reflected a positive cycle of new hardware and software products 
introduced in the past year, a more effective marketing organization, 
improved efficiency in manufacturing and the weaker dollar. Management 
is encouraged by the company's strong performance, despite the 
sluggishness in the domestic computer market, and remains optimistic 
about the second half of the fiscal year. Consequently, we are raising 
our fiscal 1986 earnings estimate to $1.30-$1.35 per share from 
$1.00-$1.25. We are maintaining our fiscal 1987 projection at 
$1.75-$2.00 per share for the present. However, earnings will depend on 
the impact of Tandem's new nonstop VLX computer as well as the extent 
to which the recently introduced NCR 9800 series will affect Tandem's 
supremacy in the on-line transaction processing market. Given the 
continued uncertainty regarding the domestic computer market, as well 
as the stock's high multiple based on our estimates, we do not 
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recommend accumulation at this time. Nevertheless, Tandem is 
well-positioned to benefit from a pickup in domestic capital spending, 
and we believe the shares represent good longer term value. 

The company was effective in improving its gross margins, which 
rose to 67.1\ from 60.6% in the March quarter of 1985. Net margins also 
rose dramatically to 7.0% from 4.7\. On the balance sheet, the cash 
level rose 49.2% to $160.8 million, or approximately $3.82 per share, 
accounts receivables were up 12.1% and inventories were reduced by 
23.5\. The current ratio also improved to 4.6:1 from 4.0:1 a year 
earlier. u.s. order levels rose 7% year-over-year and only 3% 
sequentially but, nevertheless, appear to be heading in the right 
direction. The company indicated that both the TXP system and the new 
XL8 disc system are performing ahead of plan. However, increased 
competition will pose a serious test for Tandem, and it will be 
interesting to see how the company reacts to the recent introductions 
by other vendors in the on-line transaction processing market. 
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Second-fiscal-quarter and full-year earnings are shown in the 
following tables. 

TANDEM COMPUTERS 

SECOND FISCAL QUARTER INCOME STATEMENT ($ THOUSANDS) 

PRODUCT REVENUES 
SERVICE 

TOTAL REVENUES 

COST OF REVENUES 
R&D 
SG&A 

TOTAL COSTS/EXPENSES 

OPERATING INCOME 

INTEREST INCOME, net 

PRETAX INCOME 

TAXES 
TAX RATE 

NET INCOME 

EPS 

AVG SHARES (MIL) 

AS % OF TOTAL REVENUE: 
PRODUCT REVENUES 
SERVICE 
COST OF SALES 
R&D 
SG&A 
TOTAL COSTS/EXPENSES 
OPERATING INCOME 
PRETAX INCOME 
NET INCOME 

March 
1986 

142,754 
33,573 

176,327 

58,025 
21,318 
76,986 

156,329 

19,998 

2,362 

22,360 

9,950 
44.5% 

12,410 

$0.29 

43.4 

81. 0% 
19.0% 
32.9% 
12.1% 
43.7% 
88.7% 
11. 3% 
12.7% 

7.0% 

Fiscal years end September 20. 

Source: Company data. 

31, 
1985 

120,088 
26,401 

146,489 

57,713 
17,075 
61,998 

136,786 

9,703 

1,573 

11,276 

4,435 
39.3% 

6,841 

$0.16 

42.2 

82.0% 
18.0% 
39.4% 
11. 7% 
42.3% 
93.4% 

6.6% 
7.7% 
4.7% 

CHANGE 

18.9% 
27.2% 

20.4% 

0.5% 
24.8% 
24.2% 

14.3% 

106.1% 

50.2% 

98.3% 

124.4% 
13.1% 

81. 4% 

76.3% 
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Tandem Computers - Company Report 
(continued) 

TANDEM COMPUTERS INCORPORATED 
EARNINGS MODEL ($ Mil.) 

[Part 1 of 3] 

FY SEPTEMBER 1981 1982 % 1983 % 
CHANGE CHANGE 

EQUIPMENT SALES 186.9 272.6 45.9% 360.1 32.1% 
SERVICE & OTHER 21. 5 39.6 84.0% 58.1 47.0% 

TOTAL REVENUES 208.4 312.1 49.8% 418.3 34.0% 

COST OF REVENUES 75.5 109.3 44.7% 168.7 54.3% 
R&D 17.8 33.6 88.7% 39.2 16.4% 
SG&A 74.6 128.5 72.2% 160.6 25.0% 

TOTAL COSTS & EXPENSES 168.0 271. 4 61.6% 368.5 35.8% 

OPERATING INCOME 40.4 40.7 0.8% 49.8 22.3% 
OTHER INCOME (NET) 10.7 6.0 -43.7% 0.7 -87.9% 

P RET AX INCOME 51.1 46.7 -8.5% 50.5 8.0% 

TAXES 24.5 16.9 -31. 2% 19.7 16.6% 
TAX RATE 48% 36% 39% 

NET INCOME 26.5 29.9 12.5% 30.8 3.2% 

EARNINGS PER SHARE (.) $0.72 $0.76 6.2% $0.76 -0.8% 

AVG. SHARES OUT. (MIL.) 37.0 39.2 40.8 

AS % OF REVENUES: 
EQUIPMENT SALES 89.7% 87.3% 86.1% 
SERVICE & OTHER 10.3% 12.7% 13.9% 
COST OF REVENUES 36.3% 35.0% 40.3% 
R&D 8.6% 10.8% 9.4% 
SG&A 35.8% 41.2% 38.4% 
TOTAL COSTS & EXPENSES 80.6% 87.0% 88.1% 
OPERATING INCOME 19.4% 13.0% 11.9% 
INTEREST% net 5.1% 1. 9% 0.2% 
PRETAX INCOME 24.5% 15.0% 12.1% 
NET INCOME 12.7% 9.6% 7.4% 
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(Part 2 of 3) 

FY SEPTEMBER 

EQUIPMENT SALES 
SERVICE & OTHER 

TOTAL REVENUES 

COST OF REVENUES 
R&D 
SG&A 

TOTAL COSTS & EXPENSES 

OPERATING INCOME 
OTHER INCOME (NET) 

PRETAX INCOME 

TAXES 
TAX RATE 

NET INCOME 

EARNINGS PER SHARE (*) 

AVG. SHARES OUT. (MIL.) 

AS % OF REVENUES: 
EQUIPMENT SALES 
SERVICE & OTHER 
COST OF REVENUES 
R&D 
SG&A 
TOTAL COSTS & EXPENSES 
OPERATING INCOME 
INTEREST, net 
PRETAX INCOME 
NET INCOME 

(Part 3 of 3) 

FY SEPTEMBER 

EQUIPMENT SALES 
SERVICE & OTHER 

TOTAL REVENUES 

COST OF REVENUES 
R&D 

1984 % 1985 % 
CHANGE CHANGE 

448.6 24.6% 515.1 14.8% 
84.0 44.5% 109.0 29.8% 

532.6 27.3% 624.1 17.2% 

218.8 
52.5 

210.2 

29.7% 
34.1% 
30.9% 

240.1 
71.6 

262.3 

9.8% 
36.3% 
24.8% 

481.5 30.7% 574.1 19.2% 

51.1 2.7% 50.1 -2.0% 
5.2 610.0% 6.3 21.0% 

56.3 11.5% 56.4 0.1% 

23.1 17.2% 22.0 -4.8% 
41% 39% 

33.2 7.8% 34.4 3.5% 

$0.81 7.5% $0.82 1.3% 

41. 4 

84.2% 
15.8% 
41.1% 

9.9% 
39.5% 
90.4% 

9.6% 
1.0% 

10.6% 
6.2% 

41.8 

82.5% 
17.5% 
38.5% 
11.5% 
42.0% 
92.0 
8.0% 
1.0% 
9.0% 
5.5% 

1986E % 1987E % 
CHANGE CHANGE 

600.0 16.5% 725.0 20.8% 
140.0 28.4% 170.0 21.4% 

740.0 18.6% 895.0 20.9% 

260.0 8.3% 310.0 19.2% 
84.0 17.4% 100.0 19.0% 
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SG&A 

TOTAL COSTS & EXPENSES 

OPERATING INCOME 
OTHER INCOME (NET) 

PRETAX INCOME 

TAXES 
TAX RATE 

NET INCOME 

EARNINGS PER SHARE (*) 

AVG. SHARES OUT. (MIL.) 

AS % OF REVENUES: 
EQUIPMENT SALES 
SERVICE & OTHER 
COST OF REVENUES 
R&D 
SG&A 
TOTAL COSTS & EXPENSES 
OPERATING INCOME 
INTEREST, net 
PRETAX INCOME 
NET INCOME 

310.0 

654.0 

86.0 
7.0 

93.0 

37.0 
40% 

56.0 

$1. 33 

42.0 

81.1% 
18 . 9% 
35.1% 
11. 4% 
41. 9% 
88.4% 
11. 6% 

0.9% 
12.6% 

7.6% 

18.2% 360 . 0 

13.9% 770.0 

71.7% 125.0 
11.7% 7 . 0 

65.0% 132.0 

68.4% 53.0 
40% 

62.9% 79.0 

62.0% $1.88 

42.0 

81.0% 
19.0% 
34.6% 
11. 2% 
40.2% 
86.0% 
14.0% 

0.8% 
14.7% 

8.8% 

16.1% 

17.7% 

45 . 3% 
0.0% 

41. 9% 

43 . 2% 

41.1% 

41.1% 

OTHER INCOME = INTEREST INCOME - INTEREST EXPENSE 

(*) 1984 EPS EXCLUDES $0 . 23 FROM DISC BENEFITS 
Fiscal years end September 30. 
Source: Company data; Oppenheimer & Co., Inc. estimates 
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