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Microsoft’s cloud engine is accelerating,
but the infrastructure bill is rising even

faster

Azure supplied roughly three quarters of Microsoft’s revenue increase, helping lift total
sales 19%. The business is thriving, yet investment in property and equipment more
than doubled and the cash left after investing fell.

Analysis based on Microsoft's Results Release (8-K, Exhibit 99.1), Form 10-Q (MD&A), and SEC XBRL companyfacts - Notes at the end

icrosoft’s core business was stronger than the
M profit headline was clean. Revenue rose 19%,

while operating profit rose 21%, powered by
accelerating cloud demand. Reported net income climbed
32%, but that last figure benefited from a much easier
comparison for Microsoft's OpenAl investments. The more
revealing picture is still impressive: Azure expanded rapidly,
business software customers paid more for premium services,
and Microsoft generated more cash from operations. The
trade-off is the physical cost of supplying that growth. Data-
center investment is absorbing a much larger share of the
cash the business produces.1'2
THE BASICS
Microsoft rents computing power through Azure, sells
business software such as Microsoft 365, and operates
consumer businesses including Windows, search and
Xbox. Much of its revenue repeats through subscriptions
or rises with customer usage. Its growth increasingly
depends on physical infrastructure: data centers, servers,
networking equipment and access to enough power to run
them.

THE PROFIT HEADLINE HAD AN UNUSUALLY
EASY COMPARISON

The 32% increase in reported net income exaggerates how
much the underlying business improved. Microsoft says gains
from its OpenAl investments added $207 million to this
quarter’s net income. A year earlier, losses from those
investments reduced net income by $3.1 billion. The

comparison therefore starts from a depressed base.!
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After removing the OpenAl effects from both periods, the
quarter still looks strong, just less spectacular. Microsoft
reported net income of $36.6 billion first; on the company’s
adjusted basis, it was $36.4 billion and grew 18%. That is
much closer to the pace of revenue and operating profit. The
quarter was not rescued by an investment gain. Rather, a large
prior-year loss made the reported growth rate unusually

ﬂattering.1'3

THE CLEAN READING
Microsoft’s operations grew rapidly. OpenAl accounting
widened the gap between that strong performance and

the even stronger reported net-income headline.

How much did OpenAlI accounting flatter the
profit headline?

Year-over-year net-income growth, percent

. 32%
Reported net income ?

Adjusted net income 18%

I Reported Excluding OpenAl investment effects

The adjusted measure removes Microsoft's stated net-income effects
from its OpenAl investments in both periods. Source: Microsoft
Results Release (8-K, Exhibit 99.1)
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AZURE DID MOST OF THE HEAVY LIFTING

Microsoft’s growth was unusually concentrated in Azure, the
computing platform at the center of its cloud and Al buildout.
Azure revenue grew 48% and added $10.8 billion from a year
earlier. That increase was equal to roughly three quarters of
the company’s total revenue growth. Management attributes
the performance to demand across the platform, not to a

single workload."?

Microsoft 365 added a second, steadier source of growth.
Commercial cloud revenue rose 17%, while the number of
commercial seats grew 5%. According to management,
customers paid more per user as they moved to premium
offerings including Microsoft 365 Copilot, E5 and E7, and used
more services such as GitHub Copilot. The gap between
revenue and seat growth suggests Microsoft is getting more
from existing customer relationships, not merely adding
accounts. The seat measure now includes paid GitHub seats, so
its trend is best read as directional.”?

“We delivered a strong start to the fiscal
year with Microsoft Cloud revenue of
$63.9 billion, with growth accelerating
to 30% (up 31% in constant currency)
year-over-year.”

Amy Hood, executive vice president and chief financial officer - Results
Release (8-K, Exhibit 99.1)

CASH GENERATION ROSE, BUT INVESTMENT
ROSE MUCH FASTER

Microsoft generated more cash from the business, which gives
it considerable capacity to fund the expansion. Cash from
operations increased to $58 billion from $45.1 billion. That
improvement was substantial, but it did not match the jump in

spending on property and equipment.

After that investment, Microsoft had $18.6 billion of cash left,
compared with $25.7 billion a year earlier. That is a decline of
27%, operating
performance. The company is not short of cash; the point is
that a growing portion of what it generates is being recycled

about despite the much stronger

into capacity. The next stage of Microsoft’s cloud expansion is
more capital-intensive than the income statement alone

suggests.>*

Demand visibility provides a reason for that spending, though
not a timetable for the return. Microsoft's commercial
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THE FASTEST-GROWING BUSINESS IS ALSO

MORE EXPENSIVE TO SUPPLY

Cloud became slightly less profitable on each dollar sold, even
as it delivered most of the growth. Microsoft Cloud’s gross
margin fell to 66%. Management says the shift toward Azure
outweighed  product-level efficiency gains, including
improvements within Azure itself. Agents and Infra operating
profit still grew 24%, but profit as a share of segment revenue
dipped slightly. Scale is producing more dollars of profit,
though not yet a higher return on every sales dollar?

The larger pressure is the amount of infrastructure Microsoft
must put in place before it can serve more demand.
Investment in property and equipment reached $39.4 billion,
up from $19.4 billion a year earlier Management says
spending will continue to support cloud growth, Al training
and other infrastructure. It also warns that these investments
will raise operating costs and may weigh on profitability. The
buildout is not separate from the growth story; it is what
makes that growth possible?>

ONE KEY IDEA

Microsoft’s cloud is software sold through an increasingly
industrial system. Revenue can scale quickly, but only if
electricity, networking
equipment and advanced servers first.

the company secures land,

Is Azure doing most of the heavy lifting?

Revenue by selected business, $ billions

33.2B
Azure 3

27.8B
Microsoft 365 cloud $

Windows OEM and Devices

W Q1 fiscal 2027 Q1 fiscal 2026

Selected businesses only; the chart is designed to show the contrast
between the cloud engines and the PC-related decline. Source:
Microsoft Results Release (8-K, Exhibit 99.1)

contracts included $677 billion of business not yet recognized
as revenue, up 73% from a year earlier. Converting that
commitment into service and revenue still depends on
securing buildable land, predictable energy, networking
equipment and servers. A large contract total shows customer
intent; it does not remove the practical constraints on
delivery.1'2

THE CONSUMER SIDE REMAINS THE CLEAR
WEAK SPOT

Microsoft’s older consumer-facing businesses did not share
the cloud momentum. Devices and Consumer revenue fell 3%
to $15.5 billion, while Windows OEM and Devices dropped
22%. Management points to a difficult comparison after the
prior year’s Windows 10 end-of-support demand, along with
inventory reductions by PC makers and channel partners and
a weaker PC market. This weakness did not overturn the
cloud-led result, but it shows how far Microsoft’s growth has

shifted away from the traditional PC cycle."?
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Did cash generation keep pace with the
buildout?

Quarterly cash, $ billions

$58.0B

$45.1B
$39.4B

$25.7B

$19.4B $18.6B

Cash from operations Property and equipmentCash left after investing

W Q1 fiscal 2027 Q1 fiscal 2026

Cash left after investing is calculated as cash from operations less
purchases of property and equipment. Source: SEC XBRL
companyfacts; Earnings Explained calculations
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WHAT IT ALL MEANS - EARNINGS EXPLAINED INTERPRETATION

The quarter was better than the adjusted profit figure alone suggests, but less effortless than

the reported profit jump makes it look.

THE GROWTH IS REAL

Azure is expanding rapidly, and Microsoft 365 is generating
more revenue from premium products and customer usage.
THE CLOUD HAS A PHYSICAL COST

Microsoft must build data-center capacity ahead of demand,
and that spending is consuming more of the cash produced by

THE PROFIT HEADLINE NEEDS CLEANING

The large reported increase partly reflects the absence of the
prior year’s OpenAl investment loss.

THE TENSION IS NOW EXECUTION

Microsoft has extensive contracted demand. The challenge is

turning it into capacity, service and revenue without allowing

the business.

costs to outrun the opportunity.

Three questions for next quarter

1 Can Azure maintain its momentum
without putting further pressure on
cloud profitability?

Azure is driving the company's growth, but

its rising weight reduced Microsoft Cloud's
profit per sales dollar this quarter.

2 Will cash generation begin to catch
up with infrastructure spending?

The business produced more cash, yet the
amount left after investment fell as
Microsoft accelerated its buildout.

3 Can Microsoft 365 revenue keep
growing much faster than its
customer-seat count?

Premium subscriptions and usage-based

services are becoming an important source
of growth from existing customers.

1 Microsoft Results Release (8-K, Exhibit 99.1):
consolidated and product revenue, reported and
adjusted profit growth, OpenAl reconciliation, cloud
growth, segments and commercial contracted
business. Microsoft's adjusted result excludes the
stated effect of its OpenAl investments.
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2 Form 10-Q, MD&A: management's explanations
for Azure and Microsoft 365 growth, cloud
profitability, data-center costs and constraints,
Windows weakness, and planned infrastructure
investment.

3 SEC XBRL companyfacts: consolidated revenue,
operating profit, net income, operating cash flow,

and purchases of property and equipment for the
current and comparative quarters.

4 Earnings Explained calculation: cash left after
investing equals cash generated by operations less
purchases of property and equipment. This is used
to show the cash absorbed by the current buildout.

Earnings Explained - Microsoft - 3/ 3




