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The thré= major drivers of Lotus revepuc ars the deskrop business, the communicadons businzss
and the service business. Tne major fzctors affecung each of thess businesses ace as follows:

s+ The= Desktop business is in ransiton from the classic Suite business to a new gensration
of Java based applets and developer components. Deskrog revenus has declined Tom
$2D0M in 1995 to a projected $280M in 1997. The Java bassd comporents business is
projected to grow to $140M in the vear 2000. We expect the deskiop business to bottom
our, from a revenue perspective, in 1998 and grow therezfrer.

*  Toc Communications business is led by Notes. During the past 18 months, significant
progress has bezn made in reposidoning owr server offering o be congreent with market
expectztions reladve to the Internet. The present stratzgic focus is on doing the same for
the client, and on migrafing the cc:Mail base o Notes.

»  The Services businsss consistng of Support, Education and Consulting, is the mest
rapidly growing of Lotus’ businesses. Our strategic challengs is to cramatcally inprove
our enterprise support at the same time that we improve the profitability of' this business.

’ Financial Summary’ l

In 1996, Lotus passed the $1 billion revenue mark for the first Gme in our history. By the vzar
2000, revenue will double to over 52 billion. Much of this growth will be driven by our
Communications and Servicss segments, with anoual revenus growth rates exczeding 20%
throughout the planning herizen. By 1999, the transition of our traditional Desktop Applications
segment to a network-centric componeats model will be well underway, and this segment w4l
begin to grow at modest rates afier several years of double digit revenue declines.

In our software businesses, gross margins show steady improvement, increasing from 84% in
1997 to 83% in 2000 as we continue to shift toward a greater proporden of acnpbysical delivery
of product. Gross margins in our servic=s business skiow similar improvement, owing 3 pis. 1o
28% by 2000, driven by productivity growth in Consultng and improvements in scale.
processes, and revenue Zrowth in Custormer Support.

Expenses grow at a moderats 8% annual rats over the planning horizon, as w= cantinuz our
progress toward achieving competiive E/Rs in development and SG&A. Development =xpensa
iinproves from 26% of product revenue in 1997 1o 18% in 2600, as a result of our continued
focus on development prioritization and carcful invesament portolio balancing, particularly in
the more marur= product segments such 2s ce:Mail and SmanSuite. SG&A improves 5-6 pus. per
year to 42% of revenue by the year 2060. A significant cortion of this improvement is
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LRk 11SUs © have primary r:spormmh\:y for large enterprises. As ths pansidon occurs, we will
- redirect Lotus sales resources to focus on the rmd-ucz markes. -

t e

Ttus combinzton of"O% olus revenue growth, coupled with prudent ex pcns: management.
leveraging of IBM resources, and a systzmatic approach to invesunest prioriuzaton begun in
1996, will move Lotus toward compettive profit levels. Pre-tax income will grow by $110
million in 1998 to 2 break-even level, another 3140 million in 1999, and by the year 2000 pre-tax,
margins will reach 16%. Appsadix A sets forth the finzncial summary for the years 1593- 2000.

The Spring plen process focused on the key issue facing each of the revenue business arcas:
1. What is the appropriate business model for ths ermerging Java components business?
2. What are the requirements for driving the Notes client into 2 preeminent market position?

3. How do we reenginesr the Support business to imprevs custormer safisfactop 2nd
traprove profitabiticy?

Kona - A Java Componeats Business I

As a result of its control of the primary desktop operating system, Microsoft dominat=s the high
margin desktop apelications tusiness. During the past two years, Lotus bas been able to
mark=dly inczease uait share by executing an OEM disuibution swategy. However, this share
positien gas oot resulted in seveaus improvement because of very low OEM prics points. As a

result of these indusiry dynamics, this dovwnward trend will continue despite our best cfforts on
both the product 2nd marksnng froots.

The long term viability of our deskrop suite business will be achieved by leapfrogging the
current Wintel-centric deskiop model and leading the pext generadon of Java based components.
Cre of the driving factors behind the need for Java componeats is the emergence of the NC
market, which IBM is poised 10 lzad. Thbus, it is in IBM’s interest to drive a Java-centric
software model as opposed o a Wintel based one.

Furthermors, ip addition tc their utlity 25 stand-alone applets, Java programs can be partof 2n
end-user application and exscute as a Java applet in a browser or other Java container. For
examplz2, a waditional DB query results in a spreadsheet applet poputated with the query results
and the business mode! being retummed to the user instesd of the wzditional row and column

display
. Thers are two market forces that will drive mansition:
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of d=skiop devices in businesses of all sizes. Tbese dzvices will oot be copable of supporting Rulk |
suites such as SmanSuite or Microsoft Office. s

Second. there is a desirs © rznum to simplicity on the part of even the most capable knowledge
workers. The market is overrun by very large and complex suites that have functionality which
is beyond the requirements needed by the majonty of users. Thus, Lotus has the ODparmuniry to
lead 'Lh: redefinition of the productivity apolications markst even for the PC user.

Microsoft will represent the major threat to our success as we an=mpt ta shaks cootol of the
induswy from them. While MS.is almost certainly developing a Java based suite, it will never be
given the strategic importancs of their Windows products, which are high margin businesses that
subsidize much of Microsoft’s other c¢fforts. Since Microsoft derives the majonty of its profits
from its applications business, the shift of the industy to Java based components will have a
disproportionate negative impact on their profitabilicy.

To blunt Microsoft’s aiizmpt to co-opt this mduswy to their advantage it will be necessary to
develop and purnure key indusay alliances. These alliancss include key NC OEM vendors such
as [BM, Sun and Oracle, key ISV and solution parmers (IBM ISUs, Lotus Business Parmers)
who will be building business selutions using Kana technologies, and finally, alliznczs with
standards vendors (initially JavaSoft) for incorporating key Lotus architectures 2s fava

. standards.

Produet Offerings

There arc owo product offerings tzrg=ted at two distinct markets; the NC market and the PC
market:

1. The NC Thin Suite consists of 2 Kona Base System which includes a desktop shell, Sun's
HotJava browser, 3270 emulator, email, cal=ndar, fiis 2nd print services and awdiliazy server
support as well 25 a robust set of Kona Applets ( word procsssor, spreadsheet, project
scheduler, datz access, presentation graphics, chart). Izisa highly custorizable deskzop
eavironment designed specifically for the NC user. For specific OEM opportunities the Bass
System and Kona Applets can be licensed separately. This environment is task-oriented and
customized for the needs of those users who do oot ne=d the &l power of 2 PC and big, Sl
funcdoning applications. 1t allows users 1o work with all their legacy applications, as well as
gain oew applicarion funcdonality to allow them to communicate and share data more
effectively with other workers.

The PC Thin Suite has the same contzats as the NC Thin Suit= and will be kuilt 10 provide
corporations a consisient solution across diverse hardwars clieats. It is not positioned as a
"replacerment” for a tull PC suits, butan "altercadve™ for those corperations who bavz

. evaluated and purchased NCs anc are interested in running th same solution on PCs as well.
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apphc"non solunons usmv thc Java applc_s Tacse apnumnons can thea b: c:ployca aod
accessed via any Web browser clieat on any platform. L

Markeang Stratezv
The Kona marketing saetegy has two goals:

1. Driva sales of thz NC thin suite tirough as many NC OEMs as possibie in efforts to make
Konz the numter one choice fer a Java d=sktop environment and eliminate potenda} NC
markst fragmentation. e must gain exclusive disiridution rights on [BVs nvo NC platforms
and use that a5 a beachhead to drive agreements with other NC suppliers. We can translate
a win on the NC dzsktop to help drive d2mand for the same Java solution on the PC, as many
corporztions are interssied ia runming a consistent solution across NCs and PCs.

!d

Drive acezprancs of our WebPack offering as the number one choice for Java building blocks
for use within Web applicatons. 1SVs and corporate developers are increasingly interested
in using pre-built Java comporents to build mission cridcal applications as a way to quckly
deliver solutions w diverse cliens.

We will translete the suceess of the above swatesies to create pull for PC Thin Suite. We believe
this "backdnor” approach to getung the Kona applets onto the PC is a more effecive markering
tacdc than competing head to head with Microsoft Office. Our two-tered swategy of
Kona-based applicadons and ad hoc applzts will flank Microsoft Office from all sides. Also. by
succzssfully parmering with other major industry players (e.g. Sun and Orecie), we can keep
Microsoft from co-opting the NC pladform as yet another savironment on which 1o run their
Wirdows applications.

Pricing ard Business Model

There is no existing pricing modet in the industry for Java comporents so there is an opporTunity
for th= first mzjor player 1o define the modsl.  Lotmws inteads to price the Base System at a very

ggressive level o capturs the lead market share for NCs and cr=zte a furers opportuniry for
higher valve add-on applicaticns. The priting modz! for bath the Base System and Applers will
be baszd on a per-user mode! and include a combination of up front licznse fess with an optional
annual subscription renesvel for both the OEM and non-OEM casa. This mods! allows Lotus to.
optimize revenue 25 well 25 czpnure shere and translates well to industry norms for this class of
productivity software. For the eni=-prise customer the pricing will be packaged in a way ihat
allows companies to purchase an snzerprise option, similar 1o the way that Lows sells Notes
taday. This type of licensing 2gre=ment climinates the requicerzent for these customers 1o track
actual users, but will be based on an agreed ugon aumber of corporatz users.

The acrual prics points are still under consideration, but will range from a favv dollars per user
for largz OEM quantites for the Base Systzm. to 575 non-DEM sugzesced prics per user for the
full set of Applets. Given the promise of lower cost of ownersh:p toc NCs as compared to high
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an opportuniry for Lorus to establish’a Righer value point for this Sofrware than would othervise. ot
be justified based on the m_d}h of the ﬁmt:q:onahry

x-|||

Tj:c WebPack will be licensed for developers on a per server basis at a pric= point at zbout 5695
per single server and 52,095 for mulbprocessor secvers.

Based on conservative ramps of NCs, 2 leading market share for Loms/TBM, and a aumber of
other OEMSs, the cumulative rzvente oppormunity for the next 3 years (1997 is a markst carry
year with minimal acmezl revenue) js estimated at S500E Thus, while the Lotus Java
components are z strategic market share play and help drive substantial system revenue for IBM,
they also represent a substantal revenue oppormniry for Lotus.

Kona Revenue Projecton for the Spring Plan

1998 1999 2000
NC Systems
1BM 5 7 9
Othess 3 25 29
ToINC 14 k 39
’ PC Systems 13 47 5
Wabpack . 12 38 46
Total Kona Revenue i 45 118 140

Communications Business I

The primary asset of the Communicztions business is Notes; we expect Notes revenue to grow
from S500M in 1997 to $1.2B in 2000. Once viewed as a monolithic enury, the Notes business
is now composed of a server business and 2 client business, with the significant portion of
today’s revenue accruing from client revenve. By every Important measure, we have
suceessiully mansformed the szrver business frem a progrietary offering about 1o be
overwhelmed by the Intemet, into a thriving Domino product line percsived s open 2nd very
much a part of the Internet wave. In April we announc=d an e-businzss server family vhich
integrates the Domino offerings with IBM’s transaction and darabase servers and extends the
Lotus brand with a low-end basic Web server. The Network Computing Framework (NCF)

. announced at that ime rationalizes Domino with other IBM Internet server offerings, including
Lotus Web Go, into an integrated fzmily.
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“Our Cha.[lcng; '(5,‘51}_1; n2xt tWo years is to transform the client biz.smess,just as we did the server
business. Thz market dynamics of ths clieot business are changing. Historcally, we participated
i 2 “groupware” clicat market with Notes; we dominate this market with share in excess of -
50%. We also panicipated in the “e-mail” market with cc:Mail and Notes; this is a more
fragmented market where we hold about a 25% sharz pesiticn as the leading suppliez. It is gow
clear that the groupware market is being subsumed by the mail maricet into a single
“cellaboration” markzr We bave anticipatsd this market evolution for some tme, and it was this
recognition that drove our emphbasis on mail infrastructure as a basic part of the Not=s value
proposition. We expect this evolution 1o lead to the following segmentation, from a product
perspectve: -

==
S SNSRI

- “Imegrated clients” at the medium and bigh end of the market with products such as Notes,
Netscape Communicator and Microsoft Exchange. These products will provide mai), news,
calendaring and scheduling, svorkflow ard Web access. Tke distinguishinz characteristics of
Notes for some tume will be the ability to develop rich customiz=d collaboration applications
using the Notes development environment, and it’s unparalleled support for the mobile user.

* “Richly featured mail clients™ that provide less function than the integrated clients, but aim to
provide a very complete mail expenience, with simpl= add-ons for news. etc.

. * A “maoss market client” for basic e-mail capability defined by laterser standards. These
products will be supplied both as Java applets and as conventional C++ or C programs. They
will connect 1o standards based mail servers using POP3, IMAP and LDAP proweals.

Fortunately, Lows pionezred and has created exsat awarzness around the virtue of collaborarion.
Today, the Notes client remains unchallengzd in its ability to present a singl= interface and
consistent set of services (szcuricy, mobility, etc,) to users regardless of their specific 1ask or
activity, whether it be reading e-mail, checking a colleague’s calendar, or participating in a
business proczss application. This unified interface and common set of services represents the
ideal of what has become widely referred to in the industry as an "integrated clieot” Lotus
cwrrendy dominates the market for integrated communications clients with a Notes installed base
that ‘#ill exce=d 13 million users by the end of this year.

Our client business has besn driven by thre= sources of competitive advantage:

our lead in client server messaging;
* ourposition 2s an integrat=d clienv/server applications d=velopment platform for
collaborative business processes;

* ourcross-platform breadth sofution.

Clearly, wwe will continus to have swong and market leading praseacs in the integrated ztient

. space. However, this will no longer be the single driver of volume; and., therefore, not the only
place mindshare will be =stablished. If w= were to continue with this strat=gy, the fact that the T
groupwars market is being subsumed into a larger collaboration merk=t would lead 10 2 classic
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“w = Befow. Our client strategy is o pardcipate at all levels of the iterat=d cli=nt, “mail cliect and mass o
markst segments. The market banle will be every bit as inznse hers as we expenenced as the |
server market shified from “groupwar=" 10 “Internet” and w= will az=d to bring to this banle the

same resolve and financial commituneat as that required n the server markst.

Before detailing the cliznt strategy., it 15 helpful to view this from the perspective of the Domino
server off2ring. Today, Domino servers can be acezssed fom Notes clieats and from “dumb™
Web browsers (by dumb we mean pure htp/HTML with no Java applets on th= client). Whena
user accesses Domino frem a Notes clieat, we generate client reverus. When a user aczesses
Dorminoe from a browser, we gencrate oo client revenue. We havs implemented programs to shift
the revenus gen=ration from the cliznt to the server, but we do oot plan on server revenus
exceeding client revenue mtl 1999,

With that as backzround, our client strat=gv is as follows:

*  We will coagtinue to lead the integrated client segment with the panmoal evolunon of the Notes
client. Beginning with the next client release (Notes 4.6) wz arz migrating ths actual user
experience 10 be much more of a Web-{ine experience and adding client support for standard
Intemet protocols. Tois means, for example, that the Notes clivnt can be used to acczss
stapdard POP3 mail servers in addiden to th: Domino server, and standeard based news

‘ servers. We will add IMAP4 supportia Q1 1998. Owr challenge here will be gaining
mindshare for use of this client as a ganeral purposs client acz=ssiny servers other than our
own Domiso server.

*  We will perticipzte in the full-functon mail client segment with Lotus Mail (we must
re-brand kere 1o leverage the Notes brand). Thais product, built from the cc:Mail code base.
fully supports Internet protocois and is much “jeaner” than the Motes clients. We have
funtber work to do to maks this client fully competitive in the general mail client segrment,
but we stzrt with a very swong assst in the cc:Mail code base and staff resowrces in Mt View
(where cz:Mail is headquartered). This may in fact be a place helder, (Lotus Mail re-branded)
while a Notes project code named Haiku is completed, allowing. a more scamless upgrade
from this lower end mail SKU to Notes Deskiop.

= We will participatz in the mass market mail spacs with Lotus Mail Java edidon. This Java
based client is also being d=veloped in Mt View. [t is part of the Kona product offering, and
will be available by itself as a pure low-end mail client that uses Iotemet stzndards.

* Very importantly, we are also “componentizing™ key portions of the Notes client into a set of
Java applets that can be downloaded into a browser or Java container. These applets
communicate with a Doguro server much more intellig=ntty then 1 pure browser and deljver
to the browser user a client experiencs much more similar to Notes than to the purs browser
. expericncs. Tais collection of applets will cormp=r= in the clienr spacs and extend the

integraied chent down-market in a very powerful way. Afi=r release of these components in -
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l. Gom asmndard Nots clieat, in which c2se we generate client rzveaee just as we do
today; .

2. fmu:{ a browser using the Java applets descrited 2bove, in which case we can also

generats license reveaue;

and from a brovvser without the Java zpplets in which case we do not generat= client

revenue (as is also the case today).

wy

Our client strategy, to summarize, is to offer both 2 family of incegrated clients {tbe nacaral
evolution of what we offzr today), and a collecton of Java applets that provide pordons of Notes
client function which can be exzcuted in a browser or other Java container, Today, uszrs access
Domino servers from eitber a client or a “dumb” browser. We will dramaucally enhance th=
browser user expenience with the forthcoming Java Notes components, significantly increasing
tk2 value proposition of the Domino server. We must develop a stratzgy for wacking usage of
these compooents and extracung licznse revenue. We think crytolobes could play an imporant
role here; we are working the issue. ‘

In essence, we are extending owr dominancs of the integrated groupware client in two key
dimensions as we prepare to competz in a broader collaboratior. First, we will supply lower
function clients so that we do not get “niched” to the bigh end of the market. Secondly, we will
supply the Notes sxperieacs 2s a set of Java applets in addition to the cwrent intezrated client
This also enables us to attack the lower cnd of the market and to defend ourselves Fom azack by
Netscape and Microsoft

While we have an effective strategy to compete in this larger space, we also have significant
challenges. Netwscape will compete with the Communicator client, and is sx=cuning an cbvious
but potznually sffective strategy of ext=nding from the browser marker where they have 2 very
suong posilion into the collaboration market by bundling the browser with the other components
of the Communicator cliznt. Hence, the narural upgracs path for a Netscape browser user is to
their collaboration client.

Microsoft is also executing an obvious but potentially effzcrive strategy that is very similar to
Netscape's. Just as Netscape seeks to extend their strong position in the browser market,
Microsoft seeks to extend their dominant position in the the Office Suite markeat by integrating
their new Outlook cliznt with Microsoit Offic=. The actions of Netscape and Microsoft to Jink
k= collaborarion client market to a mark=t they presendy dominzte will present challenges for us
that we ne=< 1o deal with proaczdvely and aggressively. Our mark=ting programs will be driven
by an understanding of this important markat dynamic.

Volume 2nd Revenue Trends

Communications product r=venues wiil double from 1997 to 2009, trom roughly $600M o
$132B. Notes revenue will increase by 140% curing tus pericd, from 53000 to S1.28. By
2000, esseadally all communications product reverus will degive frem Notes. The ce:Mail
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T T sourcas (Ocganizer and Soft=3witch) will 'no longer be sienificzar
For non-OEM clients, 1996 unit growth over 1995 was 95%. The 1997 plan represents a 36%
unit increass over 1996 . Overall client seats, inclusive of OEM, are projected to grow 99% froc
1956 to 1997 compered to 42% from 1993 to 199€, as we initiate a suong OEM smaiegy with
"starter” clients. Revenus growth is projected to slow from 27% to 11% based on the high OEM
poriion.: We anticipate revenur growth in 1998-2000 in the 10-15% rengs. Growth will be
much higher in servers, about 30-50%. We.will continus to move our business mode] 1o
' cap
Communications Business Unit Lotus Suictly Privgte
o
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<
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Totat Cornm’s 474 €20 815 1005 1230 28% 31% 31% =% pay A be
Inteznet Agp's 5 10 15 pia} 25 A3 100% 50%  33% 25% .
Total Groupwars 478 530 820 1028 1285 0% 3% 32%  IN TI% ]Ll:
(-4
rangz of 40% for Notes, and 30% for all Communications products (i.e. Notes, plus cz:Mail,
—_ Organizer and Sofiswitch).
Itis important 1o recognizs that the Domino s=rver is the primary means by which IBM gains
presznce on non-IBM hardwars server platforms and on NT. Asan example, in 1998 Lorus will
ship approximately 600,000 Domino servers across all platforms. The towl hardware server
shipments from IBM, inclusive of PC servers, AS/400, RS/6000 and $/350, is forzcast at about
475,000 units, of which 500,000 arz PC servers.
Services Business ]
. Services are an increasingly important compenent of Lotus’s revenus growth. Our servicss

fevenues ars generated by thres separatz -usinesses: customer suppar, zducadun, and consulting
servicss. Each of these businesses conuibutes to our growtk: in thrz= ways: (a) it =xpands our
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+.. serviczs cormpoaznt of our business grows as 2 proporiion of total revenue, and the product

componsant Ceclines, ths company’s gross margias decline due to the fundamestally diffzrent cost
structures of these businesses.

Custom=zr Suooon -

It is criteally important that we improve the quality in our customer support business. This
mendate is particulariy evident with zowerpmise customers. Ky identifizd support problems
Inchude:

= Defect level support shortfalls;

* Lack of on site emergency supporty

* Lengthy resolution dmes, fack of ownership and minimal communication in the escalation
process;

* [bodequate skill 2nd coverage; and

= - Inflexible and-comphiecat=d suppern oferings. .

Industry, customer and company factors have alj directly conmibuted to highlighting Lotus’
suppor problems while raising expestations. The major factors ars these:

= Lotus products are increasingly used as a platform for high business-value, mission critical
solutions. As a result, customer tolerance for problems is low, and when they occur, the tost
to these customers is high.

= Aspantof [BM, Lotus is expenizncing raised expectations from customers around support.

Enterprise cusiomers are accustomed to indusuy leading suppon from IBM and they expect

panty programs from across all Lotus product sets.

Lots® investment in support over the past few years hes not kect pace witk the annual 100%

growth rate in the groupwars installed base as well as the migration from desktop products o

the more complex commurications product s=t.

While meeting woday’s nesds, Lorus will transform customer suppert into a powerfui.
compctmvc differeatiated entty scaled for an installed base beyond 30 millicn users. Today, our

“antach rate” for Support (i.e., those customers who acquire support contracts) is less than 10%.
This is pantly the case because we have unbundled Support from Mainrenance (new rai=ases, bug
fixes, etc.), and party from dissatisiaction. This repr=sents both a serious problem and a

- substantial cpportnity.
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5% idcrease to'the base plar. This mvestment azaslates into ag annualized run rate of 2 40%
increase to the base plan which is.in addidon 0 2 1997 over 1996 incr=ass of 28%. The major
inigatives for improving sucport are as follows: -

Eoterprise Support Of the S51Z.5M in incremental funding, fully $3.0M wili be used for
resource infrasguerure to improve dirsct delivery. The infrastructure will includs araivst for
elecronic support and senior technical anaiysts. It will also fund the establishment of worldwide
emergsncy response teams, field support services, escalation teams, support account managers
and staffing for critical situatons. Ope time overhead expenses associzted with this
infraswucrure will be focused enaggressive recruiling, retendon strategies and significant
waining. There will alsa be investment in the UT platform supporting the worldwid: call centess.

IBM & Allapess: Toe additional $3.5M will be used to fund 2 strategic zliznc= and an
implementztion effort. The implementation team will address IBM, business parmers, ISO
cerufication and iternal Lotus issues,

*  Lotus will leverage IBM by sharing best practices, aligning support procedures, developing
joigr support offerings and wnlizing the global resources of IBM. _
* Lotus will also leverage 2 broader range of alliances and business pariners. Lorus will wtilize
major systern vendors that have developed multi-vendor support businesses o provide first
. line support to their own installed base. Lotus will also leverage waditional business parmers
to provide support to small and mid-sized organizations. Lorus will provide tools,
czrtficadon, and lzvel nvo and escalation support to all business parmers.

Orgapizarional Alignment: The Lomus customer support structure will be realigned to address
suppor problems on a global basis. Call eanters, the sales effort and all elements of znterprisc
supgort delivery will be consolidar=d 2nd managed on a global basis. Additonally, the
implercentation team will build tighter linkages between customer support and development,
sales and IS.

Metrics: The implementation team will also address customer satisfaction and otker metrics to
trac progress and implement marketplacs suzgestions concerning ths Lotus support off=rings.

Lotus expects that the results of these quality initiatives and additional fundiog will result in
imoroved customer sansfaction, 2 differentiat=d support provider, offerings and pricing structures
that meet customer demend thereoy leading to more significant awach, penetration and c=gzwal
rearss and 2n ongeing profitable business unit that makes customess dzsir= to do business with
Lotus because of its premier support.
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