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ITEM 1. Business

GENERAL

Microsofi Corparation was founded as e parinership in 1975 and incorporated in 1981, Qur mission is lo enable peopie and busmesses throughout the wond to realize
theis full potendial, and our viaIon 15 empowsring pecdie through greal aoftware -~ any time, any place, and on any device. We Gevalop, manufacture, licenge, and
support @ wide range of software products for a muttitude of computing dewices. Our saftware products include scaiable operating systems for servers, personat
computers (PCs}, and intelbigent devices, server applications for chent/server envirgnments; information worker productivity spplications; business solutions
applications; and software development toois. We provide consuling services angd product SUppart services and we tran and cartify sy5tem integrators and
developers. We sell the Xbox wideo game consoie, along with games and peripherals, Qur ontine businesses include the MSN subscription and the MSN netwark of
Intemet products and sarvices. :

Mgrosoft alst researches and develops advanced technologies for future software products. A significant porian of bur fotus 16 on our NET architecture. Using
common industry standards based on Extensible Markup Language {XML), a universal language for describing and exchanging data, our goal is to enable seamless
shaning of information across many platforms and programming languages, and aver the Internet, with XML Web services. In addition, we have embarkad on a lang-
term inibative called Trustworthy Computing that aims 1o bning an anhanced levei of secunty, pnvacy, rehability, and business integrity 1o campuler systems.

.)nucr SEGMENTS
¥ revised our product segmenis for iscel year 2003. Dur seven preduct segmsnts ara Client, Server and Tools, Information Worker, Microsoft Business Solutions,
: {, Mobile and Embedded Devices, and Home and Enlentainment.

* Changes In our segments are designed o provide management with 8 comprehensive financial view of pur Xey businesses, promole better alignment of sirategies
and objectives among development, sales, marketing, and services organizations; provide far more timely and ratsonal allocation of development, sales, and marketing
resqurces within businesses; ocus sirategic planning efforts on key objectives and initiatives; and give business owners mare auionomy in detailed planning.

Ses Note 21 of the Notes to Financial Statsmeniis for fiiaricia! information 7egarding sagment reporting. PHior year segment information has beer restated o
conform to 1he seven new segments.

Cltent

Chent sagmen: includes Windows XP, Windows 2000, and ather standard Windows operating systems. Windows XP extends the personal computing expenence by
uniting PCs, dewvices, and sarvices, while enhancing reliabitity, security, and performance. Windows XP Home Egibon is designed for mcviduats or famllies and
ncludes capsbilities for digital photo, music, videa, home networking, and communications. Winrdows XP Prafessional includes all the features of Home Edition, plus
remole access, security, perfarmance, manageability, and multilingual Teatures to help users improve productivity and connectivity. Windows XP was the successor 0
Windows 2000.

Client has overal! responsipiity for product delivery, engineenng and techmical architecture for the Microsoft Windows operaling systemn, and new media
technology, as well as our relabonships with manufaciurers of personal computers and non-PC devices, including mutinational ang regicnal onginal equipment
manufaciurer (OEM) actounts. The segment incluces sales and marketing expenses focused on business development efforts for the Windows platform, as well as
integration of our technalogies and praducts mta non-PC devices.

Server and Toaols

Server and Tools segment consists of server software licenses and clienl access licenses (CALs) for Windows Server, SQL Server, Exchange Server, and other
servers. It also includes developar toais, traming, certification, Microsoft Press, Premier product support sarvices, and Microsofl consulting services. Microsoft server
producs offer a comprehensive range of solutions designed 1o meat the needs of developers and IT professionals, and are tesigned to flexibly run the programs and
solutons that enable information workers to obtan, analyze, and share informalion guickly anc easily. Microsoft servers provide capabiliies ranging fram messaging
collaboralion o database management and ranging from e-commerce 10 moblie wniormation access,
indows Server 2003 is 8 multipurpose operaling system capabie of handling a diverse set of server rales in either a centralzed or & diginpuled fashion, SGL

rer is a Web-enabled database and data analysis package, proviting core support far XML and the ability 1o query across the interned. Microsoft Exchange - ’

" sers g rehabie, scalabie, and manageabie infrasiructure with 24x7 messaging and callaboralion. Systerns Management Server delivers cost-effective, scalabie
¢hange and configuration management for Windows-based desklop and server systems. Small Business Server 15 3 network solution that inciudes the Windows 2003
Server network operaling sysiem and s designed (o help small businesses. Developer taols focus on Goordinating the overall programming madel for the chgni and
server, creating 100ls for the .NET platiorm, anc fostering synergies between Windows and the Windows Server System offerngs.

Server and Tools segment includes the inlegraled product development and marketing that delivers Microsoft Windows Server Syslem products. in addifion, the
segmant provides information aboul the extended Micresaft platfarm through a variety of content offerings, such 25 web-based traning for developers ang iT
managers. Through this segment, we offer a broad range of consulting senaces for advanced techaglogy requirements, meiuding custom solutions sarvices, enterprise
application planning, architecture and design services, and proot-pl-concept services. We also provide product suppart sarviges aligned Lo aur enterprise customers.
The Server and Tools segment includes aur Enterprise and Partner Group, which is responsible for enterprise sales
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stralegy, enterprise sales leaming and readiness, enterprise solution seling, enterprise pariner sales strategy, and enterpnise field communications. This group s aiso
responsible for techrucal seliing, field competitive strategy, and all compaetibve sales engagements.

Information Warker

Information Workar segment is responsible for daveloping and delivering tachnologies that focus on impreving productivity for information workers in corporations. 1l
conststs of the new Microsolt Office Systern of programs, servers, services, and soiutions, Microsoft Office System is the successor aof Microseft Office XP and 1s
expecied to be released 1o market in the first haif of fiscal 2004. The Microsaft Office System includes the Microsoft Dffice 2003 Editions, which include {depending on
the editon): Microsoft Office Quttook 2003, Microsoft Office Excel 2003, Microsoft Office PowerPoint 2003, Muwrosoft Office Word 2003, and Microsoft Office Access
2003. Other products in the Microsoft Office System inciude Microsoft Office Visio 2003, Microsoft Office Project 2003, Mirosaft Office Project Server 2003, Microsoft
Office InioPath 2003, Microsoft Office OneNote 2003, Micrasoft Office Publisher 2003, Microseft Office FrontPege 2003, and Microsoft OFice SharePoint Portal Server
2003, Microsoft Office has evolved from a suite of personal productivity products 1o a more comprahensive and itegeated system of products far information work
designed to increase persanal, team, and organization productivity. The Microsoft Office System features integration with Micrasoft intranet collaboration technologies,
Information Rights Management, and suppont for industry standard XML. The infermation Worker segment also inciudes Microsaft Office Live Meeting, resulfing from
our acquisition of PlaceWare, inc., Micrasoft Office Live Commumeations Sarver 2003, and an allocation far CALs. The segment also intludes professional product
suppont.
Tha segment includas the Small and Mid-Marke! Solutions & Parners {SMS5&P) organization, which is respansible for sales, pariner management, panner
programs, and customar segment marketng for the smail and mid-market businesses. In fiscal year 2004, SMS&P group will integrate the sales and marketing asseis
e Microsoft Business Soiutions segment with the existing Wordwide Smatl and Medium Business groups. We believe this combined effort will lead to expanded
‘rtumty for Microsofl and our cuslomars and pariners by making available the complete range of Microsoft preducts and servces 1o small and mid-markel
. ™ nesses, creating increased growth opportunities for the independent software vender {ISV) community.

Microsoft Business Sciutfons

Microsoft Business Solutions segment incluces the businesses of Greal Plains, Microsofl bCentral, and Navision. Microsoft Business Solutions develops and markets

@ wide ranpe of business applcations designed o help small 4nd mid-market Dosir BECOME More tonnectst WIth TUStomers, emplaysey, partners, and ~ - -
suppliers. Microsaft Business Solutions epplications provide end-to-and automaton for financial reporting, distribution, projact accounting, electronic commerce,

human resources and payroll, manufacliring, Supply chain managirent, business nteligence, sales and marketing management, and customer servite and suppon.
Microsott Business Solutions products are designed to meet the broad spectrum of business appiication needs of smali to mid-markei businesses, a group that

generally consist of businesses with 51 miffion to $800 million in annual revenue. The business solutians ate fully and seamlessly intepraled across the appiication

araas af enterprise resource managemant (ERM), customer relationship manapement (CRM), supply chain management (SCM) and business intelligence. Thesa

businass solptions are sold, implemented, and supporied through a partner netwark censisting of more than 4,500 value added reseliers, systems integralars,

consullants, ISVs, accounting firms {national, regional, and local), application service providers {ASPs), and eBuitders. Microsoft Business Solulions pariners provide

strong distebution, markehing, traming, and suppert In the business appikalion customer segment.

MSN

MSN segment includes MSN Subscriptions and MSN Network services. MSN Subscnption services include MSN Internet access and prefruum sarvices such as MSN
Extra Siorage, MSN Bill Pay, MSN Radio Flus angd MSN Mablle, which are offered 1o consumers regardless of therr Internet Service Provider. The MSN Network
delivers online communication services such as email and online instant messaging through its MSN Holmait and MSN Messenger products. I also deivers popular
mformabion services, Buch 2s MSN Search and content from top partners ke MSNBC, ESPN, Expedia, and Access Hallywood.

The segmeni /& responsibie for building and aperating the MSN Mefwork and for delivenng MSN Subscription services, Revenue is poncipally generated from
subscnbers 1o MSN's Internat access and premium services and from advertisers on the MSN Network, MSN delivers #ts services direct via its MSN Network and
through partrerships with network operators such as Verizon, Owest, Charter Communications, and Bell Canada,

Moblie and Embedded Devices

le and Embedded Dewces segment consisis of Windows Mobile software, Windows Embedded dewice operating sysiems, MapPoint, and Windows Automative.

ows Mobile software powers Pockel PC, Pocket PC Phone Edition, and Smartohone products. Windows Embedded, including Windows CE.NET, Windows XP
\ added and Windtws NT Embedded, 1s a family of operating system software used in non-PC computing devices Windows Embedded software is used wigely in
advanced consumer electronics devices including digitar televisions, |P-based set top boxes, network galeways, and portabie media players, as well as in enterprse
devices inciuding mousinal controllers, retail point of sale systems, and voice-over-IP phones. The MapPaont family of location-enabled products and services includes
the MapPoin! Web Service, 2 hosted programmable XML web service thal ailows developers 10 nfegrate location intetigence in applications, business pracesses and
web sites, and business and consumer oriented mapping CD-ROM products. Windows Automelive is an sutomotive grade software platform that provides developers
with the building blocks to quickly and reliably create & broad range of advanced telemabics setutions.

Mobiie and Embedded Devices segment develops and markels the product knes descnbed above, Further, the segment manages relationships with device

manufaciurers and with netwark service prowviders, including telecommunications, cable and wireless companies and host and netwark equipment providers.
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Home and Entertainment

Home and Entettainment segment includes the Microsaft Xbox widea game system, PC games, the Home Products Division (HPD), and TV platform products.
Microsoft Xbox, released m fiscal 2002, & our nexl-generalion video game console sysiem ihat delvers hugh guality graphics and audio expenences. We offer several
iypes of entertlainment products, inciuding classic software games, onfine games, simulations, and sport and strategy games. HPD inciudes Microsoff's line of
consurner hardware and sofiwara products, such as the Encante line of learning prodiecis and services, Ihe Picture It consumer publishing ane produclivity line of
products and services, the Maciniosh applications busmess, and the Microsoft hardware products.

Hame and Enertainment segment oversees gevelopment and business strategy for the Microsoft Xbox videe game system, including hardware, third-party games
development, games davelopment published under the Microsof! label, Xbox ant Xbox Live operations, marketing, research, and sales and suppor. The segment
leads the development sfforts of our HPD produdt lines. The segment aiso carries out all retall sales and marketing for Micrasofl Office, the Windows operating
systems. Xbox, games, anc MPD products. The segment is responsible for the development, sates, and deployment of Microsoft's TV platiorm products for the

interactive television industry.

INTERNATIONAL OPERATIONS

Micrasoft cevelops and sells producis throughout the world. Our three major geographic sales and marketing organizations are the Amencas Region, the Europe,
Midd'e East, and Afnca Region, and the Japan and Asis-Pacific Region. Pressure o globalize our pricing structure meght require that we reguce the sales price of our
software n ihe United Slates and other countries. A number of other factors could also have 2 negatrva effact on our business and resuits fram operalions outside of
the United Siales, including changes n trade protechion taws, policies and measures, and other regulatory requirements affecting trade and invesiment; unexpected
ges mn regulatory requirements for software, social, political, labor, or aconomic condilions in a specific country or region, including foreign exchange rates;
ullies in staffing and managing loreign operations: and potental adverse foreign tax consegquences. A portien of intarnatronal revenue is hedged, thus offsetting a
‘jon of the currency lranstalion exposure.

EQUITY METHOD INVESTMENTS
We have enlered nip joint venture afrangements to take advantage of creative tatenl and content from other organizations, For example, we own 50 percent of

MSNBC Cable LL.C., 2 2d-hour cable news and infarmation channal, and 50 percent of MSNEC Interactive Wews [L.C., aninteractive onkne news sarvice. Nationa!
Broadcasting Company (NBC) owns the remaining 50 parcent of each of these jont ventures.

PRODUCT DEVELOPMENT

During fiscat years 2001, 2002, and 2003, research and development expense was $4 .38 hilkon, $4.31 billion, and $4.66 bikion, respectively. Thase amounts
represented 17.3%., 15.2%. and 14.5%, raspectively, of revenue in each of those years. Ouring fiscal yaar 2001, $272 milllon of goodwill amortizahon wag included in
research and deveiopment expense. Na goodwill amortizetion is included in fiscal years 2002 and 2003, in accordance with Siatement of Financial Accounting
Siandards {SFAS) 142, Goodwill and Cther Intangible Assets. We plan 1o continue spending significant amounis for research and produci development.

Mast of our software products are deveioped internally, We also purchase technology, license intefleciual property nghls, and oversee third-party development and
localization of cerain products We do not believe we are materiaily dependent upon licenses and other agreements with thurd parlies relating lo the development of
our products. Interng! developrent aliows us to maimain closer lechmical contral over our products and gives us the freedom to designate which modifications and
anhancements are most important and when they should be impliemented. We work 10 devisa innavative solulions in computer science, such &5 making comaulers
sasier 10 use, designing software Tor the next generation of hardware, improving the software gesipn process, and investigaling the mathemalical underpinnings of
computer science. We have created a substantial body of development toois and have evolved developmenl methadotogies for creating and snhanging our products.
Thase tools and methodologies are also designed o ssimplify @ product’s portabriity among different operating systems, microprocessors, and computing devices.
Product documentation is generally crealed Internally We sinve to obtain information at the earliest possitile lime about changing usage patierns and hardware
advances that may affect software design. Before releasing new software platiorms, we provide to apptication vendors a range of respurces and guicelines Tor
development, trairng, and tasling,

Microsoft MET 1$ our stralegy and impiementahon of connecting peapla, information, systems and devices through the use of Web services. It includes averything

ed 1o develop and deploy & Web serviceconnecled i7 archilecture: servars 1o host Wab services {Windows Sarver Syslem and Windows Servar 2003),
vlaprent tools ko create them (Microseft Visual Studio .NET 2003 and tha NET Framework), applications and smart devices that use them (Microsoft Office
e, smart phanes, Pocket PCs and PCs), and a warldwide network of more than 35,000 Micrasoft Cenified Partner organizations — people whose skills and
" anence can heip businesses gel the most from ther [T investments. Built on industry standards, Web services enable applications to communicate and share cata
«..riha tnlernet or an inlraned, regardless of operating sysiern or programming Janguage.

We beleve that establishing frusi In computing wil be critical 10 our fulure success. Trustworthy Campuling means helping ensure a safe and rehable computing
expenence that 1s both expected and laken for granted. Achiaving Trustworthy Computing will require the coltaboration ol hardware and software companies,
acaderruc and government research (nstiiutions, ang policy leaders. For us, Trustworlhy Compuling 5 & company-wide mitiabve aimed at changing how we do
business thal will take funcamental research and advances in engingenng, as well as chanpes to business culture and business pro¢esses 1o sccomplish, We think
there are four lactors that affecl the level of frust that people place 11 compisting, Secunty, Privecy, Reliability, and Business integrity. Security means fhe customer
can expect thal syslems are resilient 1o aftack, and that the confidentiaity, integnty, and availability of the system and its gata are protected. Prvacy means the
customer is able in control personal information and feel confident it 15 not only safe and used approprialely, but in a way ihat provides value. A rehable system or
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service 15 ane the customer can depend an to fulfll its funchans. Business Integrity involves being responsive to custormers, addressing problems effectively with
products or services, and being irangparent and responsive in customer interaghions.

To serve the needs of users around the world, we “localize® many of our products 1o reflect local 1anguages and conventions and to improve the quality and
usability of the product In international rarkets. Localizing a product may require madifying the user interface, allenng dialog boxes, ang Iranslating fexl.

MANUFACTURING

We contract out mast of our manufacturing achvilies to third parties. Qutside manufacturers produce the Xbox, varnous retail software packaged products, and
hargware. Dur products may include some componants that are available fram enly one or from limited sources. Key components that are currently obtaned from a
singte source include the Xbox central processing writ (CPU) from Intel Corporation and the Xbox graphics processing unil {GPU) fram NVIDIA Cotporation. With the
exceplion of the Xbax CPU and GPU, we generally have the abilly to use other customn manufzcturers i the turrent manufactunng vendor becornes unavailable, We
generally have muttiple sources for raw materials, supplies, and components and are often abie to acquire component parts and rmatenals on a volume discount basis.

OPERATIONS

Woa have regtonal operaticns centers in irelang, Singapore, and the greater Seattle area. The centers suppor all operations in their regions, including mformation
processing and vendor managemeant and logistics. The regianal center in Dublin, Ireland supports the Europe, Middle East, and Afnca region, the center in Singapore
supports the Japan and Asia-Pacific region, and the canter in the greater Seatile ares supports North and South America. Microsoft Licensing, Inc., 8 wholly-owned
&disw in Reno, Nevada, manages our original equipment manufaciurer (OEM) and cestain arganizational licansing operations.

RIBUTION, SALES AND MARKETING

distribute our products primarily through the following chennels: OEM: distribulors and reseliers; and onime senvces and praducts. Our lhree major geographic
salas and markehng orpanizations are the Amencas Region; the Europa, Middle East, and Afnca Region; and the Japan and Asia-Pacific Region

OEM

Microsolt operating systems are licensed pnmarily 1o OEMs under sgreements that grant the OEMs the night to disinbute copies of our products with their computing
dewces, pnncipally PCs. We also market and ligense certain server operating systems, desktop applications, hardware devices, and consumer software products to
OEMs under similar amangements. We-have OEM agreements covenng one or mose-of our-products with virually.al of the major. PC.QEMs, Including Acer, Actebis,
Dell, eMachines, Fujitsu, Fujitsu Gateway, HP, [BM, NEC, Samsung, Siemans Computers, Sony, and Toshiba. A substanlial armount of OEM business is also
conducted with system bullders, which are low-volume customized PC vendors.

Distributors and Resellers
We distnbute our finished goods products prmanly through independent non-exclusive distributors, authonzed replcators, resellers and retail putiets, Organizations
heense our products pamarily through Large Account Resetiers (LARs), Drect Markel Resellers (DMRs), and value added resafiers. Many organizations that license
products through Enterpnse Agreements (EAs) now transact dirgclly with us with sales support from our Enterprse Software Advisor channel partners. Thesa
Enterprise Software Advisors are also typically authorized as LARs and operate as resellers for our other licensing programs. Although all of our types of reselling

. patingrs reach organizations of all sizes, LARs are prirmarily engaged with large organizations and value acded reseliers iypically reach the breadth of small and
meadium sized organizations. Some of our distnbutors include Ingram Micro and Tech Data, and some of our largest resellers ntiude Scftwarg Spectrum, Software
House International, Dell, CDW, and Insight Enterprises. Individual consurnars obiain owr praducts pnmariy through retail oullets including Best Buy, Wal-Mart, and
Target. We have 3 natwork of field sales representatives and field support personnel whao solicit orders from disinbutors and resellers and prowvide product lraining and
sales suppart. -

We license software 1o organizations under arrangements that allow the end-user customer lo acquire mullple icenses of product. These arrangements are
designed to provide organizations with a means of acquinng muitiple ficenses, withoul having to acquire separate packaged product through retail channets. In
delivenng arganizalional licensing amangemenis to the Market, we use different programs designed to provide flexibillty for organizations of varioys sizes. While these
pragrams may differ in vanous parts of the worid, genarally they are as foilows:

Open  Targeled at small to medium orgamzations, s program aliows cusiomers to acquire perpetual licenses and, at the customer's gleclion, rights to future
vergions of soffiware producis, over a specified ime penod (generaily two years). The offenng that conveys nghts to future versions of software product is calied
Software Assurance. Software Assurance also provides suppor, toots, and training 0 help customers deploy and use software efficiently. Under the Open
pragram, customers can acquirg icenses only or licanses with Software Assurance. They can also renew Software Assurance upon the expiration of existing
volume licensing agreements.

Select. Targetad at medium to large organizalions, this program allows customers to acquire perpetual icenses and, ai lhe customer's election, Software
Assurance, which consists of nghts to future versions of software products, support, toals, and training, over a specified ime period {generally three years).
Similar o the Open program, customers can acquire licenses only, acquire licenses with Saftware Assurance, of renew Software Assurance upon the expiration
of existing volume hcensing agreaments

Enterprise Agreement.  The Enferpnse Agreemenl 18 1argeled 8t farge organizations that want fo acquire perpeiual licenses o software products for heir entire
enterpnse along with rights to fulure versions of software products aver a three year penod.
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Enterprise Subscriplion Agreemen!.  The Enterprise Subscnption Agreerent (ESA) is a time-based, muiti-year licensing arrangemant. Under an ESA,
customers acquire the nght to use the current version of software products and the future versions that pre releasad during the three year ferm of the
arrangemant Al the end of the arrangement term, custoemers may gither ranew thesr ESA arrangement or exercise a buy-out aption to oblam perpetual licenses
for the lalest version of the covered products. If they do not elect one of these options, than all covered software must be unnstalied.

Onllne Services and Products

We distribute online content and sarvices through MSN Subscnplion services, MSN Network services, bCentral small business portal, and other online serncas, MSN
Subsenplion services daliver inlarnet access and other premum sarvicas and lools o cansumers. MSN Network services deliver online email and messaging
communicaltion services as well as informaton services such as anfine search and premm content. The bCentrat partal provides tools and experhise for small
busIness owners 1o build, market and ranage their businesses onling. Other services dalivered onling include Microsoft Developer Networks (MSDN) subscription
content and ypdates, penodic product updates, and online technical and practice readiness resources to support our pertnars in developing and selling Microsoft
products and solutions.

CUSTOMERS

Our customers include individuat consumers, small- and medium-size organizations, enterprses, povernmental institutions, educational institutions, Internel Service
Providers, appliicabon developers, and OEMs. Consumers and small- and medium-size organizetions oblain Microsoft products pnmarity through reseliers and OEMSs.
Mo single clstomer accounted for 10% or more of revenue in 2001, 2002, ar 2003, Our pragtice 18 to ship our products promptly upon receipt of purchase orders from
at?mers; consaguently, backiog is not significant.

PETITION

. soltware business 1s infensely competitive and subject to rapid lechnological change, evolving customer regquiremnents, and changing business models. We face
significant competition in all areas of our current business activilies. The rapd pace of technological change continually creales new opportunities for exisiing
competstars and start-ups and can guickly render existing technolopies less valuable. Customer requirements and preferences continually change as other infarmation
technologies emerge or bacome less expensive, and a5 BMAGING.CoNGErns. SuCh s sacurly. and privacy became of paramount concern. We face dirget sompetition
with firms adoptng allernative business models to the commereial software madal. Firms adopiing the Open Source modal typically provide customers with Qpen
Source spftware at nominal cost and eatn revenue on complimentary services and products, without having to bear the full costs of research and developmant for the
Open Source software.-Additionally; global software piracy ~{he uniewll copying and distribution of 0wt copyrightad software products - deprives us of large amunts
of revenue on an annual basis. Further, the existing versions of our praducts licensed to our installed base of users compete with future versins, This means that
fiture versions must deliver significant addibonsl value in order to induce existing customars to purchase a new version of our product.

Our cormpelitive position may be adversely affected in the future by ane or more of the factors described in this section.

Cliant

Although we are the leadet in operabng system software products, we face strong competition fram well established companies and enlities with diffenng approaches
to the market. Compeling commercial software products, including variants of Unix, are supplied by competitars, such as IBM, Hewiett-Packard, Apple Computer, Sun
Microsysiems and others, who are verhgally integrated in both software devetopment and hardware manufacturing and have developed aperaling systems that they
prainstall on thesr awn computers. Personal compuier OEMs who prainstall third party aperaling systems may atso license these firms’ aperating systems or Open
Source software, especially offenngs based on Linux. Vanants of Unix run an a wide vanety of computer platforms and have gained increasing acceptance as desklop
pperating systems, in pad due to the increasing performanca of standard hargware components at decreasing prices. The Linux open source aperating system, which
18 also derived from Unix and 1s availabie without payment under a General Publc License, has gained incraasing acceplance as its feature set increasingly
resembies the distinct and nnovative features of Windows and as compatiive pressures on personal somputer OEMs to reduce costs continug to ingrease, The
Microsoft Windows operabng systems alsa face competition from alternative plafforms such as those based on internel browsing saftware and Java lachnology
pramoled by Sun Microsystems, as well as innovative form factors that may reduce consumer demand for traditional personal computers. We beliave aur operaling
sysiem products compete effechvely by delivening better innovation, averall value, an easy-to-use interface, compatibility with a broad range of hardware and software
apphcshans, 2nd the largest support nehwark for any operaiing system.

er and Tools

sefver operating syslem products face iniense competdion fram a wide vanety of competing server operating systems and server applications affered by firms

v . avanety of market approaches. Several vertically integrated computer manufacturers, such as 1BM, Hewleti-Packard, Apple Camputer, Sun Microsysterns and
others gffer their own varianl of Unix preinstalled on server hardware, and virtually all computer manufacturers offer server hargware for the Linux opersting systerm,
IBM's encgorsement of Linux has accelerated ks atceptance as an altamaiive to both tradilional Unix and Windows server operating systems, Linux's compelitive
posilion has aigo benefiled from tne large number of compatible applications now produced by many leading commercia software developers as well as Open Source
community developers. A number of companies supply versions of Linux, including Red Hat ané VA Linuz. '

We compete n the business of providing enterprise-wide computing sohutions with several companies that provide compeling solstions as well as middieware
technglogy platiorms IBM end Sun Microsystems lead a group of companies focused.on the Java 2 Platiorm Enterpnse Edition (J2EE}. Commercial soltware
devetopers that prowvide compeling server applications for the PC-based
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distributed clientserver environments inciude Qracle, IBM, Computer Associates, Sybase, and Informix. There are also a number of Qpen Source server applications
avallable.

Numerous sommercial software vendors offer compsling commercial software applications for connectivity (both Internet and intranet), security, hosting, and e-
businass servers Addibanally, IBM has e large nslakked base of Lotus Notes and ec. Mail, baoth of which compete with our collaborabon and email products. There are
also a significant number of Open Source software products that compete with Microsofl solullons, including Apache Web Server.

The Cpen Source mode! af Linux and other server programs enables both services and hardware companies to provide customers with Qpen Source spitware at
nominal cost and earn fevenue on comphmentary services and producis, without having ta bear the fll costs of resaarch and development for the Open Source
software. For axampie, IBM, with the largest hardware and services businessas in the indusiry, promotes Linux exiensively and seeks 1o earn revenues and profits on
the sale of its consuiting sanvices to implement the Linux server sohulion a5 well as related hardware and commercial Software products that run an Linux,

Our deveioper products compete aganst offerngs from BEA Systems, Borland, 18M, Macromedia, Oracie, Sun Microsystems, Sybase, and other companies,

We believe that pur server producls provide customers wilh significant advantages in innovaton, performance (both relative to total costs of ownership and in
absolute terms), produtiivty, applications development tools ant environment, campalibilly with a troad base of hardware and software applicalions, security, and
managaabiiity
informatlon Worker -~
While we are the leader in business produciivity software applications, compatitors 1o the Microsoft Office System include many software applicabon vendors, such as
Apple, Core!, IBM, Oracle, QUALCOMM, Sun Microsystems, and local application developers in Europe and Asia. |BM and Corel have significant installed bases wilh

\r spreadsheet and word processor products, raspectivaly, and both have aggressive pricing strateges. Also, Apple and IBM preinstall certain of thew apphcation

6-are products on vanous modals of thair PCs, compeling directly with our applications. Carei's sule antd Sun Microsystems” Star Office are aggressively priced
W attractive for OEMs to pre-install on low-pnced PCs. The QpenOffice.org proect provides a freely downloadable cross-platiorm application thai is gaining

dlanty in certain market segments In addition to traditianal clienl-side applications, web-based applications hosting services such as SimDesk provide an
anemative to Misrosott Office ang are gaining some support We belleve thal ow products compete effectively by praviding custormers significant benefits, such as
easy-10-use personal productvity, suppart for effective tearming and collaboration, and better informaton management and contral,

--Microsoft-Business Solutions - - B T I .
The small and rid-market business apolicalions market globally is fghly fragmented and is inlensely competitrve In ail sectors We face competiion from 2 large
number of campanies ik s business. Wel-kngwn vendors focysed on smedl and mig-market business, such as intut and Sage, compete ageinst us fer a portion of
this segment. In addition, large-enterprise focused vendors, such as Oracle, Peoplesoft and AP, also cormpele against Usfor & portion of this segmerit, However, the
compedtition for a significant majonty of the total business applications market inciudes thousands of much smaller vendors in specific localites or industnies who offer
their own enterprise resourca planning, customer relabionship management, and/or analytic solubons. "

MSN

MSN compates with AOL-Time Wamer, Google, Yahoa!, and @ vast aray of Web siles and portals that offer content of all types, such as email, instant messaging,
calandaring, chat, search, and shopping services As the broadband access market grows, we expecl jo have increasing opportunity to deliver premivm subscrption
services for consumers AQL and Yahoo! are bath pursuing swmilar strategies and will be competitors m thus emerging calegory. While the movernenl to broadband
actess may cause our Internet Access dial-up business to conbnue to decline, we will strive to conver! custorners 1o MSN premium subscription servites wia
partnarships with network providers and internet software services ofierad diractly drom MSN. We believe our strengths are our hentage of technology innavation,
particularly in communication services, distnbubion partnerships, and the large base of users of our free MSN Natwork. Addihonally, while our advertising business has
grown consigerably over the 1ast year, evolving markel conditions, particularly paid search, will mpact our stratagy over the next year. We currently are building our
own search engine and invesling le support the continued growth of our advertising business.

Mobife and Embeddad Devices

Windows Mobile software faces substantial compettion from Nokia, Openwave Systems, PaimSource, QUALCOMM, and Symbian The embedded gperating system
market is ughly fragmented with many compelitive offenngs. Key compatitors include 18M, wind River, and versions of embeddabie Linux from commercial Linux
sum, such as Metrowerks and MontaVista Software MapPoint compatiiors include Delome, Mapinfe, Mapguest.com, Rand McNally, Webraske Mobile

nalogias, and Yahoo!, The lelematics marke! 15 alsa hughly fragmented, with compatitive afferings from IBM and aulbmotive suppliers bukding on vanous real-
E operating system platforms from commercial Linux vendors, QWX Software Systerns, Wind Rwer, and others. )
+ .ne and Entertainment

The home ang enterlainment business 15 ighly compelitive and 15 charactenzed by limited platform life cycles. trequent infroductions af new protiucts and titles, and
the development of new technologies. The markets for our products are characlenzed by signficant pnce competition, and we anlicipate continued pricing pressura
from our compatiors. These pressures have, from tme to Ime, required us lo reduce prices on certan products. Our compebitors vary in size from very smafl
companies with iimiled rescurces to very large, diversified corporafions with substantial financial and markebing resources. We compete primarily on the basis of price,
product quality and vanety. timing of product releases, and effectiveness of distribution and marketing.
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Cnur Xpbox hardware business tompeates with consale platforms frem Nintende and Sony, both of which have a large eslablished base of users, in addition 1o
cormpeting against software published for non-Xbox gatforms, our gernes business also competes with numerous companies that have been jicensed by Microgoft to
develop and pubksh software for the Xbox cansole. These compstiors nelude Asclaim Entertainment, Actnnsion, Atar, Capcom, Eidos, Electronic Arts, Sege, Take-
Two Interactive, Tecrno, THQ, and Ubi Soft, among others Success in the games business 1s increasingly driven by hit tities, which are difficult to develop and requie
substanbal investments i development and marketing In acdition, other forms of entertasnent, such as rmusic, motion pictures, and ielevision, compete aganst our
entertalnment software for consumer spending. Our PC hardware products face aggressive compedition from compuser and other hardware manufacturers, many of

which are also current or potential partners.

EMPLOYEES

As of June 30, 2003, we empioyed approxmatety 55,000 people on a full-ime basis, 38,500 in the United States ang 18,500 iniemationally, Of the lotal, 23,200 were
n product research and deveicpment, 25,100 In sales, marketing, and support, 2,400 in manufectunng and distnbution, and 4,300 in finance and adminisiration, Qur
success is highly dependenl on aur ability to atttact and retain qualified employees Competition for empioyees is intense n the sofiware induslry. We believe we have
neen successiul in our affarts to recruil qualified employees, but we cannot guarantee thal we will continue la be as successiul in the future. None of aur employaes
are subject to cotlective bargaining agreemenis. We believe that aur relations with our employees are excellent.

AVAILABLE INFORMATION

Our internet address 1s www.microsoft.com. There we make avallable, free of charge, our annual report on Farm 40-K, quarterly reports on Form 10-Q, current reports
arm 8-K and any amendments to those reports, as soon as reasonably prachcable after we electromically file such material with, or furnish it to, the SEC Our SEC
rts can be acoessed through the Investor relations section of our Web site. The information found on our Web site is nal part of this or any other repart we file with

“imish 10 the SEC.

ITEM 2. Properties

Our corporate offices consist of sppraximately §.0 million square feet of office building space locatec in King County, Washington, of which £.1 millian squars feet is
corporate campus space Situated on slightly more than 300 acres of land which 1s owned and approximately 2.9 million sguare feet Which ig ladsed. Weare
constructing one burding with approximately 302,000 square foet of space that will be occupied in the second quarter of fiscal year 2004. To accommodate future
expansion needs wa purchased approxuvialely. 38 acras, and have.an aption 1o purshass apgraximakely 112 additionsl acres, of tand i issaguah, Washington, which
can accommodate 2.9 million square fesl of addibonal office space. We own approximately 584,000 square teet of affice building space domestically {outside of the
Puget Sound carparate carnpus;} and lease many aites dormestically totating approximately 3.4 millkan square fest of office buiiding space.

We lease many sies internatianally totaling approximately 5 4 million square feel, including our European Operations Center and lacakzation division that leases a
411,000 square-foot campus in Dublin, freland, a 54,000 square-foot disk guplication faciity in Humacap, Puerto Rico, ang 8 35,000 square-foot facility In Singapore
for our Asia Pacific Oparations Center. Leasad office building space includes the following Ipcations: Tokyo, Japan 343,000 square feet; Unlerschleissheim, Germany
381,000 square feet; United Kingdom tampus 242.000 square fest, Les Ulis, France 229,000 square feet; Vedbaek, Denmark 186,000 square feet; Mississavgs,
Canada 160,000 square feet; Taipa, Taiwan 116,000 square faet; Sydney, Australis 116,000 square feet; and Beijing, China 115,000 square feal,

Our faciites are fully used far current operations of all segments and suitable acditional space is avariable 10 2ccommodate expansion needs.

ITEM 3. Legal Proceedings
Sea Mote 20--Coatingencies of the Notes to Financial Statements (item 8) for information regarcing legal proceedings

I[TEM 4. Submission of Matters to a Vote of Security Holders
No matters were submitted 1o a vote of secunty holders dunng the fourth quarter of fiscal 2003.
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EXECUTIVE OFFICERS OF THE REGISTRANT

Our sxecutive officers as of Seplember 4, 2003 were as foliows:

Name Ags Position with the Company

William H, Gates I 47 Chairman, Chiel Software Architect

Steven A, Balirmer 47 Chief Executive Officar

James E. Allchin 51 Group Vica Presideni, Platfarms Group

Rober J. (Robbie) Bach 41 Senior Vice Prasident, Home and Entertainment

Douglas J. Burgum 47 Senior Vice President, Microsofl Buginess Solutions

David W Cole 43 Senior Vice President, MSN and Personai Services Group

John G. Connors 44 Semior Vice Preaident, Chief Financial Officer

Jean-Philippe Coutlpis 43 Semor Vice Presigent, Chief Execulive Officer, Microsoft Europe, Middle East, and Africa

Kenneth A, DiPwtro 44 Corporate Vice President, Humsn Resources

Kewin R. Johnson 42 Group Vice President, Worldwide Salas, Marketng and Services

Michalle (Mich) Mathews 3 Corporate Vice President, Marketing

Craig J. Mundie 54 Servor Vice President, Cheel Technicat Officer, Advanced Strategees and Policy
.ey 5. Raikes 45 Group Vice Presigent, Productivity and Business Services

D). Rudder 36 Senior Vice President, Server and Tools
4ford L. Smuth 44 Senior Vice Prasident, General Counse! and Secretary
. -vid Vaskevilch 51 Sanior Vice President, Chisf Technical Officer, Business Platforms

Mr. Gates co-lounded Micrasoft in $975 ang served as s Chief Execulive Officer from the bme the original partnership was incorporated in 3981 uniil January
2000, when he resigned as Chief Executive Officer and assumed the pasitan of Ghief Sofiware Arc! itect. Mr. Gates has served as Chairman since our incorparation.

Mr. Beimer was named Chiel Executive Officar and 2 directar of the Company 1n January 2000. He served as Prasident rom July 1998 fo Fabriary 2007,
Pravipusly, he had served as Executive Vice President, Sales and Support since February 1992, He joined Microgoft in 1980,

Mr. Afichin-was named Group Vice-President. Platiormns Groupin December. 1999, He had been Senior Vige President, Platforms singe March 1999, He was
previousty Seruor Vice Prasident, Personal and Business Syslems since February 1995, Mr. Alichin joined Microsaft in 1990.

Mr. Bach was named Senor Vice Prasident, Home and Entertainment in Margh 2000. He had been Vice President, Home and Retail since March 1999, Belore
hoithng that position, he had been Vice President, Learning, Entertainment and Productivity and Vice President, Deskiop Apphcations Marketing since 1996. Mr. Bach
roined Microsoft in 19838,

Mr. Burgum joined the Company upon Migrosoft's acquistion of Great Plams Software, Inc. in April 2001, Mr. Burgum became Great Plains' first aulside investor in
March 1683, He was named President of Greal Plains in 1984 and subsequently named Chairman and Chiefl Executive Officar.

Mr. Cole was named Senior Vice President, MSN and Personal Services Group in Novernber 2001, Before holding that positon, he had baen Senior Vice
Prasideni, Services Platiorm Division since August 2000 He had been Semor Vice President, Consumaer Services snce December 1999 and Vice President,
Consumer Windows since March 1889, Previousty, he was Vice Prasident, Web Clisnt and Consumer Experience and Vice President, Intarnet Ciient and
Collaboration. Mr, Gole jained Microsoft In 1986

Mr, Connors was named Semor Vice President and Chigf Financial Officer in December 1999. He had been Vice Presiden, Worldwide Enterpnse Group since
March 1989, Mr. Cannoss had been Vice Prasident, information Technology Group, and Chief Information Officer since July 1996, He joinad Microsofl in 1989,

Mr. Courtais was named Semiar Vica Pres:dent and Chief Executive Officer, Microsoft Europe, Mitddle East, and Africa iy March 2003, He had been Senior Vice
President and President, Microsofi Eurape, Middle East, and Afnica since July 2000. Before holding that positon, he had been Vice Presidant, Woridwide Cusiomer
Markeling since July 1998, Mr Courtoens joined Micrasofl in 1984.

M. DiPietro Joined Microsaft in January 2003 as Corporate Vice President, Human Resources. Prior to jolning Microsolt, he was Vice President of Human
Resources for the Amencas at Dell Computer Corparation. Before jning Dell, he was Senior Vice Prasident of Human Resources at Pepsi-Cola International.
Qr. Johnson was names Group Vice Prasicenl, Worldwide Sales, Marketing anc Services in March 2003. He had been Senior Vice President, Microsoft Americas

Fabruary 2002, Mr Johnson had been Senior Vice President, U.S Sates, Markeling, and Services since Augusl 2001, and before that, Vice Prasident, U.5.
8, Markefing and Services. He joined Microsofl in 1992,

Js. Mathews was named Corparate Vice President, Marketing in August 2001. Before holding her current position, Ms. Mathews had been Vice Preswdent
Corporate Pubhc Relailons since 1999 Ms. Mathaws joined Micrasoft in 1993

Mr. Mundie was nemed Senior Vice President and Chief Techmcal Officar, Advanced Stralegies and Policy in August 2001. He was narmed Senior Vice President,
Consumer Platfcrms in Februsry 1896, He joined Microsoft in 1892,

Mr. Raikes was named Group Vice President, Produthvity and Business Services in Augusi 2000. He had been Group Vice Preswenl, Sales and Support since
July 1998 Mr, Raikes joined Microsoft in 1981,

Mr. Rudder was named Senior Vice Presigent, Developar and Platform Evangelism in October 2004 He had been Vice President, Techrucal Strategy. Mr. Rudder
joined Microsoft in 1988

Mr Smith was named Senior Vice President, Generat Counsel and Secretary in November 2001. He hag been Deputy General Counse! for Worldwide Sales and
previously was responsible for managing our European Law and Corporate Affairs Group, based in Paris. He joined Migrosoft in 1883.

Mr, Yaskeviteh was named Senior Vice President and Chief Technical Officer. Susiness Platform in Augusi 2004. He had been Senior Vice President, Business
Applications since March 2000 Mr. Vaskevilch had been Senior Vice Prestcent, Developer since December 1999. Befare haolding that position, he had been Vice
President, Distrivuted Applications Platiarm, He joined Microsoft n 1986.
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ITEM 5.  Market for Registrant's Common Stock and Related Stockholder Matters

Qur common siock 15 tradet on The NASDAQ Stock Market under the symbol MSFT. On August 15, 2003, there were 131,580 registered holders of record of our
common stock. The high and low cammon stack prices per share were a8 follows:

Quartar Ended Sept. 30 Dec. 31 Mar, 34 June 30 Year

Fiscal 2002

Comemon stock prce per share('k;
High 5 36.29 5375 5 34.93 % 3019 $36.29
Low 24.B6 2590 28.00 240 2431

Fiscal 2003

mon stack price per sharef'h:
‘1 High $ 2743 $ 20,12 § 28,49 $ 2837 $29,12

Low i +21,42 21.89 22.80 23.67 21.42

{1} - Amounts have bsen restaled to reflect a two-for-one stock spiit in February 2003,

In January 2003, ur Board of Rirectors declared our first annwal-commen stack dividend; of $0.08 per share, which-waspaid.in-March 2003. Qur dividand policy is
npacled by, among other iems, our views on potential future capial requiremenis relating to research and development, creatien and expansion of sales digtribution
channelg, investments and acquisitions, share ditution management, tegal risks, and challenges 1o our dusiness MeJel.

In connection with Microaott's acquisition of Navision a/s, pursiiant to @ velRtary offerta scquire al Nawision ordinary shares; Microsoft 1ssuad 29. +-million shares
of s common slock to Navision sharehoiders on July 12, 2002, m exchange for 19.4 million Navision ordinary shares, nominal value DKK 1 per share. The pnce paid
by Microsoft in connechion with the ffer was DKK 300 per each Nawsion share, payable al each Navision shareholder's elettion In elther cash or Microsoft shares, on
the basis of an exchange ratio of 1.49982 shares of Microsoft eomman stock for each Navision ordinary share. These 1ssuances of Microsoft Gommon stack were not
registered under the Securitres Act of 1833 on the basis of the exempiion provided by Ruie 802 thereundsr. Rule 802 exempts offers and sales in an exchange offer
for a class of secuniies of a forexgn private issuer i a business combination transaction, If certain condiions are met. Since the compietion of the acquisitian, we have
ssued 23,009 shares of our cornmon stock 1o 16 employees in exchange for 10,136 ordinary shares of Nawsion that were acquired upon exercise of warranis and
stock options issued to employees of Nawision and s subsidiaries that were putstancing at the tirme of the acquisition. The issuances werg not regisiered under the
Becurites Acl.

ITEM 6. Selected Financial Data
Financial Highlighis

{In miliions, except earnings per share)

Year Ended June 30 1889 2000 200112 200213 2003%
.nue $19,747 §22.958 §25296 - $28,365 $32,187

rateng income 10,019 11,008 11,720 11,910 13,247

me bafore accounting change 7,785 8,421 7,721 7.829 9,993
Net income 7.785 9421 7.346 7.829 9,883
Dited sarnings per shere before accounting changet ™ 0.71 0.85 0.69 070 0.9z
Oitiled earnings per sharel!t a7 .85 0.66 0.70 0.92
Cash dividends per share - - - - 4.08
Cash and shorl-term invesimeants 17,236 23,798 31,600 38,652 45,048
Total agsels 38,321 51,694 58,830 67,646 79,5T1
Siwockholderss’ equity 28,438 41,368 47,289 52,180 81,020

{1y Earmings per shere have been restaled lo reflect a two-lar-one stock solit in February 2003.

{2} Fiscal year 2001 mncludes an unfavorable cumulative effect of accounting change of $375 miltion or $0.03 per diluted share, reflechng the adoplion of SFAS No
133, and $4.80 billen (pre-tax} n inpairments of certar investmants, primarily cable and telecommunication investments.

{3} Fiscal year 2002 includes $4.32 billon (pre-tax) in impairments of certam investrnents, primariy retaled to our ATAT invesiment and further dechines in the fair
values of European cable and telecommunicehons holdings, and a $1.25 billion {pre-tax) gain on the saig of Expedia, iInc.

4y Fiseal year 2003 inciudes §1.15 bilhon (pre-tax) in irmpairments of certain Invesiments.

ITEM 7. Managemenl's Discussion and Analysis of Financial Condition and Results of Operations

Results of Operations for 2001, 2002, and 2003

Management's Discussion and Analysis (MD&A} conlans siatements that are farward-looking. These siatements are based on current expectations and assumptions
that are subjscl to risks and uncertainties. Actual resutls could differ matenally because of faclors discussed in “Issues and Uncerainties” ang elsewhere in this report.
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REVENUE

Our revenue growth rate was 10% in fiscal 2001, 12% in fiscat 2002, and 13% In fiscal 2003. Revenue growth in fiscal 2003 was drven pnmanly by muiti-year
heensing that occurred before the transition o aur new licensing program (Lizensing 6.0} n the first quarter of fiscal 2003. Prior to the July 31, 2002 transition date 10
Licensing 6.0, we experienced significant growth in multi-year licensing arrangements as customers enrolied In owr maintenance programs, includmg Upprade
Adventage ang Saftware Assurance. The revenue growth aiso reflected @ $933 million or 13% increase assomated with OEM licensing of Microsoft Windows
operating systems and a $300 million or 23% increase in revenue from Microsoft Xbox video pame consoles. Revenue growth in iscal 2002 was led by the aodition of
§1.35 bilson of Xbox wideo game syslem revenue and 51.20 billian of revenue growth from Migrosoft Windows XP Professional and Home operating systems.
Revenue growth in liscal 2001 was driven prmarly by licensing of Microsoft Windows 2000 Professional with $1.01 billion growtt: in revenue from Prafessional
operating systerns, and Server and Tools revanus growth of $852 million.

During the second quarter of fiscal 2002, we launched a new licensing program, Licensing 6.0, for volume licensing cuslormers. Licensing 6.0 simolifies and
improves our volumie hcensing program with Software Assurance, which grves customers the right 1o install any new release of products coverzd in the licensing
agreement duning the term of thesr coverage The level of cusiomer adoption of our new volume licensing programs will affect the mix of multi-year licensing
agreements with a resulting Impact on the timing of ravenue recognition. in addition, the timing and extent of a recovery in congumer and corporste spending on PCs
and information technology will be factors affecting revenue growth.

CONSOLIDATED OPERATING INCOME

Operating Income grew 5% in fiscal 2001, 2% in fiscal 2002, and 11% in fiscal 2003. In fiscal 2003, the growth in operating income reflected an increase of $3.82
o in revenue, parially offset by an increase of $2.52 pillion i gperating expenses, primariy related to employee and relaled costs associated with additichal
‘coum and increaset legal settiement expenses. In fiscal 2002, the growth in operating income reflecled an increase of $3.07 billion in revenue, substantally
=t by an increase of $2.88 biflan in operating expenses, which included the onset of costs related to Xbox video game systems. in fiscal 2001, the growth in
.rating incoma reflacted an Increase of $2.34 bilkan In revenue, pertally offset by an increase of $1.63 billon w aperating expenses.

SEGMENT PRODUCT REVENUEICPERATING INCOME (LOSS)
We revised our segments for fiscal year-2003. Our seven-segments are: -
»  Chent

. Seﬁ.-er and Tools

. Information Worker

«  Microsoft Business Sclutions

. MSN

«  Molilg and Embedded Devices
« Home and Entenainmeant

The revenue and operating mcomel{ioss) amounts in this MD&A are prasented in accordance with U.S. GAAP. Segrment Informatipn eppearing in Note 21 of the
Notes 10 Financial Statemenis are presented in accordance with SFAS 131, Disciosures about Segments of an Entarprise and Related information.

The lollowing tadle prasents our segment revenue and operating Incorme, determined in accordance with .S GAAP-

ﬂ‘nilllons) Revenua Operating Incomel(Less)
Ended June 30 2002 2003 2002 2003
Chent ' § ,360 540,384 5 7.576 $ 8,400
Server and Tools 6,157 7,140 2048 - 2,457
Information Worker 8.212 9,229 6,448 7,037
Microsoft Business Solubons 7308 567 {176) (254)
MSN 1,571 1,953 (B41) (299}
Mobiie and Embadded Devices 112 156 {157) [157)
Home and Entenainment 2,453 2,748 (874) (924}
Other 192 — (2,314) (3,043}
Consolidzied $28B,365 $32,187 $11,910 $13.217

‘— O —— —
Client

Cliant revenue was 58,17 billon, $9.38 billion, and $410.39 bikion in 2001, 2002, and 2003, Client includes revenue from Windpws XP Professional and Home,
Windows 2000 Professional, and other stancard Windows operating systems. In 2003, Client revenue growth-was dnven by OEM licensing revenue grewth of $333
million and a § percentage pownt increase of the mix of the tigher priced Windows Professianal operahng systems, the majanty of which was in the OEM channel.
Windows Professianal revenus growth for fiscal 2003 was $1.59 billion or 31% compared to fisca! 2002, parally offset by a $573 million deching in revenue of
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earlier versions of Windows aperating systems. Chent operating profif for fisca 2003 increased 11% primarily 2s & result of the 11% growth in revenue, pariially offset
by an increase in operaling expenses, 1arpely atinbuted to headcount addihons and relaled costs.

In fiscat 2002, the growih in Client revenue reflecled strong multi-year ficensing revenue growtn and a continued shift of sales to the higher prced Windows 2000
and Windows XP Professional operating syslem ficensed through OEMs. OEM revenue grew $939 million, despite a 5% decline in reported OEM unit shipments.
Fiscal 2001 revenue growth refiected the strong adoption of Windaws 2000 Professional with professicnal operating systems revenue growth of $1.01 billion and 3 7
percentage point mix increase to the higher priced Windows 2000 Professional and Windows NT Workstahon operating systems, and a $81 milhon incraase in
revenue from Windows Me and Windows 98 operating systerns.

We da not expect the revenue growth aitributed to the mix toward the higher priced Windows Prafessional operating system fo continue at previous levels into
fiscal 2004. Additionally, vanability between the reported OEM unit shipments and the undertying PC Market may continue as a resull of the transtion to new QEM
licansing terms at the beginming of fisca! year 2003, under which OEMs are billed upon ther ecquisition of Certificates of Authenticity (COAs) rather than upon the

shipment of PCs to their cusiomers.

Sorver and Tools
Server and Tools revenue was 55.84 billion, $6.16 billion, and $7.14 billion in 2001, 2002, and 2003. Server and Tools consists of server software licenses and client
access licenses (CALS) for Windows Servar, SQL Server, Exchange Sarver, and other servers. It alse includes developer toals, training, certification, Microsoft Press,
Prarmier proguct support services, and Migrosoft cansu'ting senvices. Total Server and Tonls revenue grew 5383 million or 16% in fiscel 2003, dnven by an incraase in
Windows-based server shipments and growth in SQU Server and Exchange revenue. Server revenue, including CALs, prew $787 million or 18% from fiscal 2002 as 2
uit of Increasad new and anniversary multi-year hcensing agreements. Consulting and Premier product support services increased $91 miitien or 10% compared o
él 2002. Revenue from developer tools, fraining, cedification, Microsoft Press and other services increased $105 million or 13%. Server operaling profit for fiscal
grew 20%, pnmarily as a result of the 46% increase in revenue
n fiscal 2002, Server and Tools revenue increased 5% compared to fiscal 2001. Server revenLe, Inciuding CALSs, increased 9% versus fiscal 2001, driven by a 5%
overall increase in Windows-based server stipmants and increased geployment of Windows 2000 Server. Consuling and Premier producl suppor services revenue
was up $137 million or 1 7% cormpared to fiscat 2001, while revenue fram developer tools, trairng, certification, Microsoft Press and other services was down $183
rrullion or 18% from Facat 2001 In fiscal 2001, Server and Toois revenue increased $852 millon or 17% versus the prior year, as @ result of the continued adoption of

the Microsoft Enterpnse Server offerings.

Information Workar

Informatian Warksr revarie was $8.42 bilion; $8.21 biflion, and $5.23 billion i 2007, 2002, afd 2003, informétion Worker includes revenue from #Microsof Cfifice,
Microsoit Project, Visia, other information worker products, SharePaint Partal Server CALs, and professional product suppor services. The $1.02 billion or 12%
increass in Information Worker revenue in fiscal year 2003 compared to fiscal 2002, was pnmarify due to growth in Office suites revenue associated with new and
anniversary mulli-year icensing agfeements and a $264 million or 28% increase w revenue from the combined total of Project, Wisio, and other standalone
epplications. Information Workes operaling profit for fiscal year 2003 grew 9% compared to fiscal yaar 2002 led by the 12% increase i revenue, parlially offset by a
24% grawth in operating expenses related to headeount additons and marketing expenses.

In fiscal 2002, Inlormahon Worker hicensing revenue declined 5228 milhon or 3% durng the year due to a shift in $he sales mix 1o mulh-year licensing agreementis,
which deferred revenue recognibion to future years, and a $294 million or 14% decrease In coasumer purchases in the Asia-Pacific region, most notahly fapan,
partiatly offset by a $189 million or 22% growth in OEM ficensing revenue. !n fiscal 2001, Inforrmabon Worker revenue growth was less than 1% or 530 miliwn.

Microsoft Business Solutions ,

Microsofl Business Solutions revenue was $106 milion, $308 million, and $567 mithon i 2001, 2002, and 2003. Microsoft Businass Solutions includes Microsoft Great
Plains, Navision, and bCeniral. Microsoft Business Solutions revenus for fiscal 2003 grew $258 million from fiscal 2002, of which $246 millicn was attributable ta the
acquisition of Nawision at the beginning of the fiscal year, Microsoft Business Solutions operaling loss for fiscal 2003 increased 44%, pnmarily due 10 operabing losses
associated with Navision, increases in sales and marketing expenses, research and development expenses, and acquisibion related costs.

MSN

N revenue was $1.32 billion, $1.57 billion, and $1.95 biflion in 2001, 2002, and 2003. MSN includes MSN Subscriptions and MSN Network services Atthough lofal

subscribers at the end of fiscal 2003 were flat compared to the end of fiscal 2002, MSN Subscriphons revanue grew $112 million oc 11% in fiscal year 2003

chng an increase in the number of non-promotion subscnbers. MSN Network services ravenue grew $270 million or 48% in fiscal 2003 as a result of growth in

“search and strong general advertising sales across all geographic regions. MSN gperating loss for fiscal 2003 decreasad 53%, primarily as 8 resuli of the growth
1 revenue and lower relatlve subscnption acquisiton and support cosis

In fiscal 2002, MSN Subsenptions revenue increased $229 milhon or 29% as a result of bath a higher subscriber base and higher average revenue per subscriber
due 1o a reduciion in promotional subscriber programs. Revenue from MSN Network services increased $27 million o¢ 5% led by online advertising. In fiscal 2001,
revenua from MSN Netwark services grew $197 million or 58% led by onfine advertsing. MSN Subscriphons revenue also grew 3141 milkion or 22% Irom fiscal 2000
as a resull of an mcreased subscnber base, partially offset by a deciine in the average revenue per subscriber due o @ larger rmix of subscribars contracted under
rebate programs.
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Moblie and Embedded Devices

Matile and Embaddad Devices revenue was 586 million, $112 miliion, and $156 million in 2061, 2002, and 2003. Mobile and Embedded Devices inciuges Windows
Mobxla software, Windows Embedded device operating systems, MapPoint, ang Windows Automotive. Revenue for fiscal 2003 grew 344 miflion driven by ingreased -
Pockel PC shipments and MapPoinl licensing. Operating loss for fiscal 2003 wes flat with the pnor year as higher markeling expenses and headcouni-related casts
pssociated wilh product developmant offset the growth in revenue Prior year revenue and oparaling loss for Mobile and Embedded Devices have been restated o
reflecd the recrganizations of MapPoint from Infermation Worker and Windows embedded device operating systems from Client to Mobile and Embedded Devices.

Mome and Entertainnent
Home and Entertainment revenue was $1.14 bilkon, $2 45 billion, and $2.75 billon m 2001, 2002, ang 2003. Home & Entertainment inclydes the Xbox video game
systern, PC pames, consurmer software and hardware, and TV platform. Home and Entertainmment revenue increased 5295 million, as a resuft of sales of Xbox video
game systems and reialed games which were avallabie for all of fiscat 2003, Xbox revenue grew 5308 million or 23% in fiscal 2003 reflecting a 779 million increase
from higher volumes for Xbox consoles, games, and peripherals partially offset by a $470 milion decrease due o price changes, Revenye from consumer hardware
an¢ software and PC games declined $14 milkon or 1%  fiscal 2003. Operating ioss for fiscal 2003 increased 6% from the prior year as the product costs associated
with the increased Xbox console sales and increased marketing expense more than offset the 12% increase 1n revenue.

In fiscal 2002, Home and Entertanment revenue growth from fiscal 2004 stemmed from $1.35 billion of sates of the Xhox videa pame sysiem reteased in fiscal
2002, Learning and productivity software revenue and PC and online games dechned $39 millan or 3% in fiscal 2002 compared to fiscal 2001. In fiscal 2001, Home
and Entertainment revenue decined $214 million or 16% from fiscal 2002, .

/4
tnue in the Other sepment represents our mejonity ownership of Expedia, Iac., which was sold in February 2002, resulting in a decline in revenue from fiscal 2004,
uisikans of Travelscape.com Bhd VacationSpol.com by Expedia, Inc. n fiscal 2001 and increased product offenngs from Expedia ded to the strong revenue growth
we 15¢al 2001,

Cparating Ipss includes Expedia, Inc revenue and operating expenses, general and administrative expenses ($1.55 billion in 2002 and $2.10 bitkon in 2003),
broad-based research ang deveiopmert expenses (5202 million in 2002 and $21¢ millon in 2003}, and certain corparaie level salas and marketing costs ($526 million
i 2002 ang 3688 mitlonin 2003, 7 7T T 0T ’ T h C T ’

Foreign Currencles Impact

Our oparating resuits are affected by foréign exchange rates. Approunfidtely 27%, 25%, and 28% of our revehue was collscted i foreign currericies dring 2001,
2002, and 2003. Had the rates from fiscal 2002 been in effect in fiscal 2003, ranslated intemationsl ravenue billed in local currencles would have been approximately
$700 mullion lower. Certain manufacturing, selling distrbuion and support costs are disbursed in local currencies, and & portion of nlernational revenue 1s hedged,
thus offsetting a portion of the transialion exposure.

OPERATING EXPENSES
Cosi of Revenue

Cost of revenue inciudes manuiactunng and distribution costs for products and programs sold, operation costs related to procuct support service tenters and progiuct
disiribution centers, costs incurred to supgort and mantain Intemet-based products and services, and costs associated with the delivery of consulling services. Cost of
revenue as & percent of revenue was 13.7% in 2001, 18.3% in 2002, and 17.7% n 2003. For fiscal 2003, cost of revenue was $5.69 billion compared to 55.18 biklion
in fiscal 2002, The primary dnver of the decrease as a percentage of revenue in fiscal 2003 was a 0.2 percentage point decrease from Home and Entertairmert
products due 1o fower volumes and improved marging of Xbex videg game consales and a 0.4 percentage point decraase fram MSN product and service costs n
fiscal 2003 compared lo fiscal 2002, .

Cost of revenue in fiscal 2002 was §5 19 bilion compared to $3.46 billion in fiscal 2007, The mcrease as a percentage of revenue in fiscal 2002 was due to an
increase of 5.3 percenlage points from Home and Entertainment pnmarily due to costs related to Xbox, partially offsel by & 0.7 percentage point decreasé dua 10 8
higher mix of revenue fram licensing business In fiscal 2004, cost of revenue was $3.46 bitiion, an increase of 5453 miflion compared to fiscal 2000. The higher sales

craled with MSN Subscnphion and MSN Network services resulting in increased support and service ¢osts drove 0.4 of the 0.6 percentage point increase in total
“ as & percentage of revanue,

“earch and Development

nesearch and development expenses include payroll, employee benefits, and other headcounl-related costs assotialed with product development. Resaarch and
devalopment expenses aiso include third-party development and programming costs, localizalon costs incurred to Iranslate software for international markels, and the
armortizahon of purchased software code and services cantenl. Research and development expenses for fiscal 2003 were $4 .66 bilhon, an increase of 8% compared
1o fiscal 2002 The increase reflecls a 7% increase in headeount-retaled costs, 8 25% increass in third-party product development costs, and a 20% increase in testing
laboratory equipment and expense. In fiscat 2002, research and development expenses were 54.31 bithan compared to $4.38 bilhon in fiscal 2001, The decrease from
fiscal 2001 was due fo the disconiinuation of amortization of gonodwill n accordance with SFAS 142, Goadwill ang Other Intangible Assetls, $272 milhon which offset -
the 15% prowth in headcount-related costs. In fiscal 2004, research and development expenses were $4.38 billion, an increase of 16% compared to fisgal 2000. The
ingrease In research and development expenses rasulted fram a 11% increase in headeounl-relaied costs and a 23% increase in nvesiments in new product
development.
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Sales and Marketing
Sales and marketing expenses include payroll, employee benefits, and other headeount-related costs associated with sales and marketing personnel and advertising,
promolions, tradeshows, seminars, and other programs. Sales and markeling expense as 3 percentage of revenue was 19.3% in 2001, 19.1% in 2002, and 20,3% n
2003, Sales and marketing expensas were $6.52 bithon in 2003, compared to 35 .41 bilhon wn fiscal 2002. The increase in absolute gollars was due 1o a 20% increase
n sales expenses related to headcount additions, principally related to the Enterpnse and Small/Mediurm Business sales forces, and a 21% increase in markeling
BXpenses

In fiscal 2002, sales ang markeding expenses were $5.41 billion, an increase of 11% from fiscal 2001. The sales and markaling expenses in absolute dollars
increased due Io a 20% increase in headcouni-related costs partially offsat by & 25% decling in MSN customer acquisition marketing costs and a 4% decline in all
other marketing costs. In fiscal 2001, sales and marketing expenses were $4.89 bition compared to $4.13 billian in fiscal 2000. The 18% increase in sales and
markabng from fiseal 2000 was primarily due 10 a 21% growth in headcount-relaled costs, and to @ lesser exient, a 3% growth in higher markeding and sales expenses
associated with MSM and olher new sales initiatives

Garneral and Administrative

General and administrative costs include payroll, employee benafits, and olher headcouni-related costs associated wlth the finance, legal, facilities, certain human
resourcas, other adrministrative headcount, and legal and other admimstrative fees. General and administrative costs in fiscal 2003 increased 3554 milllon cue to a
charge of $750 million refated 1o 2 settlament with AQLTime Warner in the fourth quarter of 2003 and also due lo 2 $256 million charge refleciing an incraase in aur
astimale of cosls relaled Io resohving pending stale antitrust and unfair competition consumer class action lawsuils. General and administrative expenses in fiscal
increased due 1o a charge of approximatety $660 nullion for estimated expenses related 1o resolving pending state anditrust and unfar compelition consurner
action lawsuits and & 10% increase in headcount-ratated cosls In fiscal 2001, ganeral and administrative costs decreased due to a lawsuit setilement charge
T xded in fiscal 2000, partially offsat by a8 3% growth In headcount-related costs.

NON-OPERATING ITEMS, INVESTMENT INCOME/LOSS}, AND INCOME TAXES
Non-operating items

Losses on equity investees and other consist of our share of Income or loss from invesiments accountad for using the equity method, and income or lass attributable
to minonty inferests The decrease in losses on equity snvestees and other in fiscal 2003 and 2002 was due to the divestiture of certain equity investrnents in fiscal
2002 m cenjuricion wih-the dnderlying periormance of such eAthies, The incraase in Josses on equity investeas and othar.in fiscal 2001 raflected an increase.in the
number of such investmenis during the year.

investment Income/(Loss)
We recarded net investment income/{loss} in each year as follows:
{ln mitlions)

Year Ended June 30 2001 2002 ' 2003

Dradends ‘ § 377 $ a57 5 260

Inlerest 1,808 1,762 1,697
Nel recognized gams/{lasses) on investments.

Net gains on the sales of Investrments 3,175 2,378 209

Other-than-termporary impairments (4,804) {4,323 {1,148)

Net unrealized Iosses attributable to dervative instrumenis 592) (480) (141)

Nel recognized gains/(losses) on investments (2,221) {2,424) (360)

. Investment ingome/{loss) § 1(3§) $ (305) : $1,57¢

RS — ‘i

Investments are considered 1o be vmpaired when a decline m far value is judged to be other-than-lemparary. We employ a systematic methodology that considers
avallable evidence 1n evaluating potental impairment of cur iInvestments. If the cost of an invesiment exceeds its fair value, we evaluate, among other fectors, general
markel condiians, the duration and extent to which the fair vaiue 1s less than cosl, as wefl as our inlent and abilty to hold the investment, We also consider specific
adverse condit:ons related ta the financial heatih of and business outlook for the investee, including ingustry end sector performance, ¢changes in technology,
operational and finanging cash flow factors, and rating agency actions. Onee 2 decline in fair value 1s determined to be ather-than-ternparary. an impairment charge 1s
recorded and a new ¢osl basls In the investmeni is estabhshed.

In fiscal 2003, ather-than-tlemporary impairments decreased mainly due to the iack of significant continued impaiements in the ¢able and telecommunications
seclors. inferes! income decreased $65 milion due 10 declining interest rates parhally offset by a larger investment portfolo Dridend income decreased $97 million
primaniy relaied 1o the exchange of AT&T 5% converlible preferred debt for common shares of AT&T Corpaoration during the year.

In fiscal 2002, other-than-lermporary impairments pnmanly related 1o our investment i ATAT and other cable and telecommunicalion Investments. Net gains on {he
sales of nvesiments maluded a $1.25 bithion gain on sale of our share of Expeda. Interes] and dividend ncome decreased $66 million framn fiscat 2001 25 a resull of
wwer inlerest rates and dividend income.

In fiscat 2001, other-than-lemparary itmpairments pnmarily related 1o cable and telecommunication investments. Net gains from the saigs of investments in fiscal
2001 incivded a gain from our investment in Titus Communications (which was merged with Jupiler Telecommunicat:ons) and the closing of the sale of Transpoin to
CheckFree Holdings Corp. [nierest and dwidend income increased $591 miltion fram fiscal 2000, reflacting a larger invesiment portiolio.
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income Taxes

Our effective tax rate for fisca! 2003 was 32%, reflecting a one-time benefll in the second guarter af $126 miltion fram the reversal of previously accrued taxes. The tax
reversal sterns from & 8th Gircutt Caurt of Appeals ruling m December 2002 overtuming a previous Tax Court ruling that had denied tax benefits on certain revenue
eamed from the distribution of software 1o foreign cusiomers. Excluding this reversal, the effective 1ax rate woukd have been 33%. The effective tax rate for fiscal 2001
and fiscal 2002 was 33% and 32%, respectively.

ACCOUNTING CHANGES

Effeciive July 1, 2001, we agopted SFAS 141, Business Combinahions, and SEAS 142, Gooowit! and Other Intangible Assets. SFAS 141 requires business
combinations 1o be accounied for wsing the purchase method of accounting. It alse specifies the types of acquired intangible assets that are required to be recogrized
and reported separate from goodwik. SFAS 142 requires that goodwil and certain intangibtes no longer be amortized, bul instead tested for impairment at least
annually. There was no impairmant of goodwill upon adoption of SFAS 142. Goodwill amortization {on a pre-tax bas:s) was 8311 million in fiscai 2001,

Effective Juty 1, 2000, we adopted SFAS 133, Accounting for Denvative Instruments and Hedging Achvities, which estabkishes accounting and reporting standards
for denvative instrumants, inctuding cerain dervative instrurnents embedded in other contracts and far hedging activities. The adoption of SFAS 133 resutiad in a
cumulative pre-tax reducton to incoma of $560 milkien ($375 mifion afler-tax) and a cumuiative pre-tax raduction to other comprehensive Incoms (QC!) of $112 miflion
[§75 milhon after-iax). The reduction to income was mastly attrituiable 1o a loss of approximately 5300 milhon reclassified from OCI for the lime value of oplions and a
Joss of approximately $250 million reciassified from OCI for danvatives nol designaled as hedging instrunenis. The reductian to OCI was moslly attributable to losses
of approximatety $670 muliion on cash flow heapes ofiset by the reclassifications out of OCI of the approximately $300 million loss for the ime vaiue of options and the

.ﬂximalely $250 million foss for denvative instruments not designated as hedging Instrurnents.

CK-BASED COMPENSATION
i July B, 2003, we announced changes In empioyee compensation designed 10 help us continue to altract and retain the best employeas, and o betler aligh
employee migrests with those of our sharehalders. Employees will be granted Stock Awards Instead of stock oplions. The Stock Award pragram offers employees the -
opporiury (o eam actual shares of our stock aver me, rather than ophions that give employees the night 1o purchase stock al a set price. As parl of the changes, we
“BRrGunced that a signiicant porion of stack-based corpensawsn Tor mure than 600 of gur serior leaders will depend on growtn in the number and satisfaction of our
customers. Wa also indicated that we are working on a plan to enable employees Lo realize some value on the porton of ther stock aptions that are currently aut-of-
the-maney, by selling ther ophions to a third-party financial mstitulion. If approved, we expect to Implement thig pian by the end of 2003 .

In sddition to announeing chanpes 1o our employse compensation arrangements, we also indicated that we will adopt thé fair value recognition pravisions of SFAS
123, Accounting for Stock-Eased Compensation, effective July 1, 2003, and will report thal change in accounting principle using the retroactive restalement method
describad in SEAS 148, Accounting for Stock-Based Compensation—TTransiion and Orsclosure. Nate 16 of the Notes 1o the Financial Statements proviges pro forma
\ncome staternents for 2001, 2002, and 2003 as I compensation cost for aur stock option and employse stock purchase plans had been determined as prescnbed by

SFAS 123,

FINANCIAL CONDITION

Our cash and shoni-term investmant portfclic lotaled $49.05 bikon at June 30, 2063, an increase of $10.40 billion from fiscal year 2002, The portiolio cansists primarily
of fixed-income secunties, diversiied among industnes and indhidual issuars. Our invesiments are generally liquid and nvesimenl grade. The porifolio 1s nvested
predominantty wm U.S. doliar denominated securities, but also includes foreign currency positions, in arger 1o diversify financial rigk. The portfolio is primarily invested in
short-term securities to mimmize interast rate risk and facinate rapid deployment for immediate cash needs.

Unearned revenue as of June 30, 2003 was $9.02 billion, increasing $1.27 bilon from June 30, 2002, reflecting the adddian of new and anniversary multi-year
licensing agreemenits, partally offset by conbnued recognition of unearned revenue from multi-year licersing in prior penads.

Cash fiow from aperalions was $15.80 billion for fiscal 2003, an increase of $1.29 billion from fiscal 2002. The Increase reflects a $2.16 billion increase in net
ngome from fiscal year 2002 and an increase of $1.37 bifion in unasmed revenue, offset by an increase of $2.38 billion in recognition of unearned revenua. Cash
used for financing was $5.22 biklion in fiscal 2003, an ncrease of 5651 millon from the priar year. The increase reflects a cash dividend payment af $857 million in
2003 and an increase of $417 million in common Stack repurchase, offsething $623 million received for common stock issued. We repurchased 2348.2 million shares of

on stock under our share repurchase propram in fiacai 2003, Cash used for investing was $7.27 billion in fiscal 2003, a decrease of $3.63 billion from fiscal
| due to stronger portfalio perfermance on sold and matured investments.

~ash Row from operalions was $14.51 bitlion for fiscal 2002, an increase of $1.09 billion from fiscal 2001 The increase reflected strong growlh in uneamed
.. ¢nue as a resull of the significant number of customers that purchased Upgrade Advantage dunng the Licensing 6.0 transition period, Thss resulted in 8n Increase
in billngs and a corresponding mcrease in the unearned revenue amount. Cash used for financing was $4.57 bilkan in scal 2002, a decrease of $1.01 billion from the
prior year The decrease reflected lhe repurchase of put warrants in the pnor year, We repurchased 245.6 mitlian shares of cormmon stock under our share repurghase
program in fiscal 2002, in addition, 10 2 million shares of common stock were acqured in fiscal 2002 under a structured stock repurchase iransaction - We entered into
the struclured slock repurchase Iransaction n fiscal 2001, which gave us the nght to acquire 10.2 miliion of qur shares in exchange for an up-front net paymenl of
$264 million. Cash used or mvesting was $410.85 billian n fiscal 2002, an increase of $2.11 bilhon fram fiscal 2001
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Cash flow from operafions was $13.42 bilhon in fiscal 2001, an incraase of $2.00 bilhkon from the prior yeer, The mcrease was pnmarily attributable ta the growth in
revenug and oiner changes in working capial, partiaity ofisel by a decrease in the stock option Income tex benefit, reflecting decreased stock option exercises by
employees. Cash used for financing was $5.509 billian in fiscal 2001, an increase of $3.38 billion from the prior year. The increase pmarily reflected the repurchase of
put warrants in fiscal 2001, compared to the sale of put warranis in the prior fiscal year, 25 well as an increase In common stock repurchased. All outstanding pul
warrants wers either retired or exarcised during fisca 2004, During fiscal 2001, we repurchased 178.4 million shares. Cash used for investing was $8.73 billion 1n
fiscal 2001, a decrease of $858 milion from the prior year.

We have no malenal long-term debt. Stockholders” equity at June 30, 2003 was $61.02 billan. We will conbinue 1o invest i sales, marketing, product support
infrastruciure, and existng and advanced areas of technolagy. Additions to property and equipment will continue, including new facilities ang computer sysiems for
R&D, sales and marketing, suppori, and adeinisirative stal! Cammitments for consteucting new buildings were $117 mithan on June 30, 2003, We have nol engagec
n any telated party transachions or arrangements with unconsolidated entilles or otner persons thal are reasonably fikely to materially affect liguidity or the availability
of or requirements for capdal resources )

We believe exsling cash and short-lenm invesimenis together with funds generated fram operations should be sufficient to meet operating requirements. Qur
philasaghy regarding the mainienance of @ balance sheet with a targe component of cash and short-term investments, as well as equity and other investments,
refiects our views on patential future capital requirements relating to research and development, creation and expansian of sales distribution channels, investmenis
and acquisitions. share dilufion management, legal risks, and challenges to our business model. We continuously assess our investenent rmanagement approach in
view of aur gumant and potenhal future needs

-balance sheet arrangements
‘ave oparating leases for most U.S. and internatianal saies and suppert offices and cerlain equipment. Rental expense for aperating leases was $281 million,
9 millign, and $290 milkon irt 2001, 2002, and 2003, respectively. Future minimum rental commitments under noncanceallable leases, in millans of doliars, are:
J4, §218: 2005, $202; 2008, $172; 2007, $134; 2008, $116: and thereafter, $4289

We have uncondiionally guaranteed the repayment of cenain Japanese yen denominated bank ioans and related interest and fees of Jupiter Telecommunicatian, -
Ud., a Japanese cable cornpany (Jupiter). These guarantees arose on February 1, 2002 i conjunction with the expreabon of prior financing arangements, Incuding
Previous guarantees by us-The-financing arrangerments were enteredinto by Juniter aspart-of-financing its operations: As-part of Juptter's-new financing agreement,
we agreed 1o puarantee repayment by Jupiter of the loans of approximately $51 mition. The astimated fair velug and tha carrying vatue of the guarantees was $10.5
mullion and did not resuls in 8 charge to operations The -guaraniges are in effect undil the earlier of repayment of the loans, including accrued nterest and fees, or
February 3, 2008, The maximum amcuni of the Fuarantéss is limited to the Suri of the tolal dug and URpaid principal BMoufity, Béemed and uhpaid interest, amd any
other relaled expenses. Additionally, the maxitmuen amount of the guarantees, denominated in Japanese yen, will vary based on fluctuations n foraign exchange rates.
If we were raquired 10 make payments under the guarantees, we may recaver all or a porhion of those payments span iquidation of Jupiter's assets. The proceads
fram such hquidation cannot be acgurately estimated due to the mullitude of factors that would affect the valuation and realization of the proceeds in the event of
hquidatxon,

\n connaction with vanous operating leases, we 1ssued residual value guarantees, which provide that if we do not purchase the leased property from the lessor at
the end of the lease term, then we are liable to the lesser for an amount equal lo the shortage (if any) between the proceeds from the sale of the property and an
agreed vatue. As of June 30, 2003, the maximum amount of the residual vatue guaranieas was approximately $271 milion. Wa believe that proceeds from the sale of
properties under operating leases would exceed the payment obiigation and therefore no llability to us currently exists.

We prowide indemnifications of varying scope and size to certan customers against claims of intellectual property infringement made by thied pariles ansing from
the use of our products. We evaluate estimaled losses for such Indemnifications under SFAS 5, Accounting for Contingencies, as interpreted by FIN 435, We consider
such faclors as the degree ol prabability of an unfavorable ouicome and the shility o make a reasonable esumata of the amount of loss. To date, we have nat
encountered material cosls as a result of such obligations and have not accrued any habilities related to such indemnifications in our financial statemenls.

RECENTLY ISSUED ACCOUNTING STANDARDS

in January 2003, the FASB 1ssued Interpretation 46, Consolidation of Variabie Interest Entities. in general, a vanable interes! anlity 15 a corporation, partnership, trust,
or any other legal structure usec for business purposes that either {a) does not have equity investors with voting nights or () has equity investors that do nol provide
‘cblem financial resources for the entily 10 support its activities Interpretation 48 requires a vanable interest entity to be consaligated by & company if thal company
yeet 1o a majority of the nsk of loss fram the variabis interest entily's activibes or entitied to racewe & majority of the antity’s residual retums or both. The
olidation requirernents of Interpretation 46 apply iImmediatsly to vanable mnterest entities created after January 31, 2003, The consolidation requirements apply to
sactions entered miG pnor to February 1. 2003 in the first fiscal year o interim penod beginning alter June 45, 2003, Certain of the disciosure requirements apply
in ak hnancial staternents issued after January 31, 2003, repardless of when the vanable interegt entity was established. The adophon of the Interpretation on Juty 1,
2003 gid not have a material impact on our financial stalements.

In Apnl 2003, the FASH 1ssued SFAS 149, Amendmeni of Statement 133 on Denvalive Inslruments and Hedging Achvities, which amends and clarifies accounting
for denvatve instruments, including certain derivative nstruments embedded 1n other contracts, and for hedging activities under SFAS 133, The Statement is effective
{with cenain excepbons) far cantracis entared into or modified afler June 30, 2003, We do nol believe the adoplion af this Statement will tsave a matanal impacl on our
financial statements. -

tn May 2003, the FASB issued SFAS 150, Accounting for Certain Financial Instruments with Charactenstics of both Liabires and Equily. The Statement
establishes standards for how an issuer classifies and measures ceftan financial instruments with
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charaeienstics of both liabilities and equity. i reguires ihat an tssuer classify 8 financial instrument that »s within its scope as a iianiity {or an asset in some
crcumstances). It is effective for financial instruments entered inlo or modified after May 31, 2003, and stherwise is effechive ai the beginnang of the first interim period
beginning atter June 15, 2003, While we do not believe the adoption of this Slatement will have a matanal impact on our financial statements, we conlinue it 2ssess
the impact this Statement will have on cerlain of aur shara repurghese programs.

AFPLICATION OF CRITICAL ACCOUNTING POLICIES

Qur financial statements and accarnpanying notes are prepared in Bocordance with 1).5. GAAP. Preparing financial statements requires management ta make
esimates and assumplions that afiect the reported amounts of assets, labillties, reveaue, and expenses. These eshmates and assumplions are affecied by
managament’s application of accounting policies. Critical accaunbing pohcies for us include revenue recognition, impatrment of invesiment securities, impairment of
goodwill, accounting for research and development costs, aceounting for legal contingencies, and accaunting for income taxes.
We accoun! Tor the licensing of software in accordance with American Institute of Certified Public Accountants (AICPA} Statement of Position (SOP) 97-2, Software
Revenue Recagnibion, The applicabon of SOP 47-2 requires judgment, including whether a software arrangement includes multipte elements, and # so, whathar
vendor-specific ohyeciive evidence (VSOE) of farr value exists for those elermants. End.users recetve certain elements of our products over a penod of time. These
elements include free post-delivery telephone support and the nght to receive unspecified upgrades/enhancements of Microsaft intermet Explorer on a when-and-f-
available basis, the fair vaiue of which (s recognized over the product's estmaled lile cycle. Changes to the elements in-a software arrangement, the abllity \o identify |
VSOE for those elements, the fair value of the respective elements, and changes [ 2 product's estimated lifa cycle could materially impact the amount of earned and |
wnearned revenue, Judgmen! is aso required 1o assess whather future releases of certain software represent new products or upgrades and enhancements to

sting producis.
‘FAS 115, Accounting for Certain investments in Debt and Equity Securifies, and Securities and Exchange Commission (SEC} Statf Accounting Bulletn {5AB) 50,
uniing for Noncurrent Markatable Equity Securities, provide guidance on gelermuining when an investment is ofher-than-lermporarity impaired  This deterrmination
rres significant judgment tn making this judgment, we evaluate, among other factors, the duration and extent o which the fair value of an invesiment is less than
ns cost; the financial health of and near-tarm businass autiook for the investee, Incuding factors such as industry and sector performance, changes in 1echnology, and
operational and financing cash flaw, and our intent and ability to hold the mvestment.
 _SFAS 142, Goodwill and Ofher Intangible Assels, requirés that goadwit be tested for impairment a1 the reporting unit ievel (operating segrnent or one level below
an operating segment) on an annual basts {July 18 for Microsoft) and between annual tests in cerlain crcumstances. Application of the guodwill impairment test
requires judgment, sncluding the identification of reporting units, assigning assels and liabiilties to reporting units, assigning .goocwill 1o reporting units, and delermining
ihe fair value of each reporting uril Sighificart judgrments reqiiréd 1o estimate the Tair vale of repaning oriits Tnclude estimating future cash fiows, determimng -
appropnate discount rates and other assumptions. Changes in these estimates and assumptions could materially aflect the delermination of fair value andfor goodwill
impairment {or sach reportng unit. '

We account for research and deveiopment costs i accordance with several accouniing pronauncements, ncluding SFAS 2, Accounting for Research and
Development Costs, and SFAS 86, Accourting for the Costs of Computar Software to be Sold, Leased, or Otherwise Marketed. SFAS B8 specifies that costs incurred
internally in creating a computer software product should be charged 1o expense when incurred as research and developrnent until tachnological feasibility has bean
estabhshed for the product. Once lechnolegical feasibility 1s estabhished, all software costs should be capitalized until the product is available for genedal relaase lo
custamars Judgment is required in delermining when fechnological feasibility of a product 18 established. We have determined that technological teasibility Tor our
products Is reached shorily before tha products are released to manufactunng. Costs incurred after technological feasibity 1s established are nol matenial, and
accordingly, we expense ali research and development costs when incurred

We are subject to various legal procesdings and claims, the outcomes of which are subject 1o sigmificant uncertainty. SFAS 5, Accounting far Contingencies,
requires that an estmated loss from g loss conbingency should be accrued by a charge to incomne il it 15 probab'e that an Bssat has been impaired or a habdity has
been incurred and the amount of the Ioss £an be reasonably estimated. Disclosure of a cantingency is required if there is at least & reasonable possibifty that 2 loss
has been incurred. We evaluaie, among other factors, the degree of probabiity of an unfavorabie ouicome and the abifity 10 make a reasonable estimate of the
amount of loss. Ghanges in these faclors could malenally impact our financeat posilion or our results of operations.

SFAS 109, Accouniing for Income Taxes, establishes financial accountng and reporting standares for the eflect of income laxes. The objectives of accounting for
income taxes are 1o recognize the amount of taxes payable ar refundable for the current year and deferred tax liabilibes and assets for the fulure tax consaquences of
eyents that have been recognized in an entity's financal staterents or tax refums. Judgmant is required In 3ssessing the future tax consequences of events that have

‘ recognized in our financial statements or tax returns Fluctuabions i the actual outcome of these fulure tax consequences could matenaly impact our financial
jon ar our results of operations .

1.oUES AND UNCERTAINTIES

This Annual Repori on Form 40-K cantains stalements thal are forward-looking These statements are based on current expectations and assumptions that are
subject lo nsks end uncertainties Actual results could differ matenally because of 1ssues and uncerainties such as those isted below and elsewhere in this repor,
which, amang others, shouid be considered i evaluating our financial outieok

Chalienges to our Business Model

Since our ngeplion, our busingss modet has been based upon CUSaMers agreeng o pay a fea 10 cense soflware developed and distnbuted by us, Under this
commercial software mogel, softwara developers bear the casis of canvering onginal ideas inlo software progducts through invesiments in research and development,
offsetting these cosis with the revenuas received from the distribuhion of their products. We believe the commercial software model has had substantial penefits for
users of saftware, aiawing them 1o rely on our experiise and the expertise of other software gevelopers that hava powerlul incentrves ta develop
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innovative software that is useful, relable, and compatitie with other software and hardwara. In recant years, there has been a growing challenge to the commerciat
software model, often referred to as the Open Source model. Under the Open Source model, software is produced by loosely assocated groups of unpaid
progrannmers, and the resulting software and the intellectual property contained therein is licensed to end users at substantially no cost. The most notable example of
Open Source software 15 the Linux operating systam While we balisve that our products provide customers with significant advantages in security and productivity,
and generslly have 2 lawer tolal cost of ownership than Open Source software, the popularization of the Open Source model continues 10 pose 3 significant challenge
to our business model, including reces efiorts by praponents of the Opan Source model to convince governments worldwide to mandate lhe use of Open Source -
software n their purchase and deployment of sofiware products. Ta the extent the Open Source model gains increasing markat aceeptance, sales of our producis may
decling, we may have 1o reduce the pnees we charge for our products, and revenues and operating Margins may consequently declinq.

intelfectual Property Rights

We defend pur inleliectual property nighis, but unlicensed copyng and use of software and intellectual propeny nights represents a loss of revenue 10 us. While this
adversely affacts U.S, revenue, the impact on revenue from outside the United Siates 5 more sgnificant, pariicularly in courtries where kaws are less protective of
intellectual property nghts. Throughout the world, we aclively educale consumers about the benefits of licensing genuine products and educale lawmakers about the
advantages of a businass climate where inteliectual property nghts are protectes. However, eontinued educational and enforcerment efforts may not affact revenue
positively and further deterioration n compliance with exwsting legal protections or reductions in the legal protechon for intellectual proparty rights of software

developers coult adversely aflect revenue.
From tme 1o lime we receive natices from others ciaiming we infringe their intellectual property rights. The number of these claims may grow Respanding to these

ms may require us to entar 1Mo royalty and hicenming agreements on unfavorable terms, require us to stop seling or to redesign affecied products, or fo pay
ges or to satisfy indemnification cormitments with our customars.
2 have made and expect 10 continue making significant expenditures to acquire the use of lechnology and intellectual property nghis, including wia cross-licenses

‘pad patent portfolios.

New Products and Services

We have made_significant invesiments in research, davelopment and marketing for new products, services and technologes, including Micrasoft .NET, Xbox,
business applications, MSN, maobile and wiraless lechnoipgies, and television. Signficant revenue from new product and service invasiments may not be achilevad Toi
a number of years, if at all. Moreover, these progucts and services may never be profilable, ang even If they are profitabie, operating margins for these businesses are
not expected vo-be as high as the margins histoncally. gxpenenced.Dy us. . . R

Litigation

As discussed in Note 20 — Contingencies of the Notes to Financial Siatements, we are subject 1o 2 variety of ciaims and lawsuits. While we beiieve that none of the
litigation matters in which we are currently invoived will have a matenal adverse impact on our financial position or fesults of operations, It I1s possible thal one or mare
of these matters couss be resolved in a manner thal ultimately would have 8 maierial adverse impact on our business, and could negalively Impact our revenues,
operating marging, and nel intame.

Declinas in Demand for Software

¥ overall markel gemand for PCs, servers and ather compuding devices detlines significantly, or consumer or corporate spending for such products declines, our
revenue will be adversaly affected. Addikonally, our revenues would be unfavorably impacted ff customers reduce thew purchases of new sofiware products or
upgrades to existing products because new product offerings are not perceved as adding signilicant new functienality or other value to prospective purchasers. A
sigrificant number of customers purchased license agreements providing upgrade rights to specific licensed products prior 1o the transiion to Licensing 6.0 in July
2002. These agreements will expire in 2004 and 2005 and the rate at which such customers renew these contracts could adversely aHlect future revenuas We ara
also commutting significant investments in the next release of the Windows operating system, codenamad Longhom. i this system is not perceived as offering
sgnificant new functionality or value 1o prospective purchasers, gur revenuas and aperating margins could be agversely affected.

Product Development Schedule
development of software products is 2 camplex and tima~consuming pro¢ess. New products and enhancements to existing products can require lang
lcpment and testing periods. Significant delays i new product releases or sgruficant problems n crealing naw products, particularly any delays in {he Longnorn
ating system, could adversely affect our revenues co
sarai Economic and Geo-Political Risks

Continued softness 1n corporate infarmalion technalogy spending or other changas in general Conomic conditions that affect semand for computer hardware of
software coald adversely affecl our revenues. Terronst activily and armed conflict pose the additional nsk of general economic disruption and could reguire changes n
our infernational operations and secunty arangements, thus ncreasing our aperabing cosls. These conditions lend addilional unceriainty to the tirming and budget for
technology investmnent cecisions by our customers.

Competition

We cantinue fo expenence intensive competition across all markels for our products and services. These compeltive pressures may resull in decreased sales
wolumes, price reductions, andior increased operating Costs, such as for marketing and sales incendives, resultingun lower revenues, gross rriarging and operating
ncome

Taxation of Extraterritorial Income

In August 2001, a World Trade Organization ("WTQ") tispute panet determined Ihat the tax provisians of the FSC Repeal and Extraterritorial Income Exclusion Act of
2000 {"ET!") constitule an export subsdy prohibited oy the WTO Agreement on Subsidias
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and Countervaikng Measures. Tne U5 government appealed the panel's decrsipn and losi its appeal. ¥ the ET) provisions are repaaled and financially comparable
replacerment tax legisiabon is nol enacted, the loss of the ETI tax benefit to us could be sipnificant.

Other Poltential Tax Liabilitles

We are subjecl lo income $axes in both the United States and numerous fareign punsdictions. Significant judgment 15 required in getarmening our woridwide provision
for income laxes. in the ordinary course of our business, there are many transachons and calculations where the ullimate tax determination 1s uncertain. We are
regularly under audit by tax authonfies. Allhough we betieve our tax estimales are reasonable, the final determination of tax audits and any related likgation could be
matenally different than that which 1s reflected in nislonea! Income tax provisions and accruals. Should additionsl 18xes be assessed as a result of an audit or fitigation,
a material effect on DUr INCAME tax Prowsion and net INcame n the period or penods for which that determination is made coukd resuylt.

Finite Insurance Programs '

In addition to conventanal third party insurance arrangements, wa have enlered into caplive insurance arrangements for the purpese of protecting agamst possitie
catasirophic and other nsks not covered by traditional Insurance markats. As of June 30, 2003, potential coverage available under caplive insurance arrangements
was $1.0 billion, subject to deductibles, exclusians, and other restrictions. While we believe these arrangemants are an effective way to insure against such risks, the
potential fiabilites associated with cartan of the 1ssues and uncerainties discussed herein could exceed the coverage pravided by such arrangements.

Other
Other 1ssues and uncertainiias may include:
. +  warranly and pther claims or hargware products such as Xbox,

. the effects of the Consent Decrea 1n U.S. v. Microsoft and Final Judgment in Slate of New York v. Microsof! an the Windaws operating system and server
pusiness, including those associated with protocol anc ather discipsures required by the Decree and Final Judgment and the ability of PC manufacturers 10
hide end user access to certain new Windows fealures;

. 1HE conbrued avallabiity of thied party distrnbution channals for-MSN-sernce and-other orkng SBFACES;
« factors associated wih our mtemational operations, as described under laternational Operations in Part |, ltem 1 of this report; and

. fingancial market volatlity or other changes affecting the value of our investments, such as the Comeas! Corporation securities heit by us, thal may result in
& reduction in carrying value and recognition of 1asses including impairment charges.

TEM 7A. Quantitative and Qualitative Disclosures about Market Risk

We are exposed (o fareign currency, nlerest 1ate, and fixed income and equity price risks. A pordion of these nsks is hedged, but fluctuations Goulg impact our results
of operations and financiai position. We heoge a partien of anticipaled ravenue and accounts recetvable exposure to foreign surrency fluctuations, primarily with option
conlracts. We monitar our foreign currency sxposures daily to maximize the overall effactiveness of our {oreign currency hecpe positions. Principal currencies hedged
nclude the Eura, Japanese yen, Bntish pound, and Canadian dollar, Fixed meome secunties are subyact to interest rate nsk. The portiolio is diversified and structured
10 rinurnize credit nsk We routingly use ophions to hedge a portion of out exposure to interest rate nsk in the event of a catastrophi increase in interest rates.
Securities hed in our equity and other investments portiolio are subject to price risk, and are generally not hedged. However, we use oplions 10 hedge our pnce nsk
on certan highty volatile equity secunties that are held pnmarly for stralegic purposes.

We use a value-at-risk {VAR) model lo estimale and quanlify our markel 11sks. VAR is the expected koss, for & given confidence level, i fair value of our portteho
dus to adverse market movements over a defined time horizon. The VAR mode! is not intanded 1o represent actual losses in farr valua, bul is used as a risk estimation
and management tool The model used for currencies and equibes is geometnc Browman motion, which allows incorporation of optionaiity with regard to these nsk
axposures. For interest rate nsk, the mean reverting geometric Brawnran motion 15 used to reflect the principle that fixes-income securities prices revart 1o maturily
value over ime,

ajue-at-nsk is caleulated by, first, simulating 10,000 market price palhs over 20 days for equilies, interest rates and fareign exchange rates, taking into account
neat cotrelations among the different rates and prices. Each resylting unique set of equites prices, Interest rates, and foreign exchange rates is appled (o

stanuially all Indivigual holdings to re-pnce each holding. The 250" worst perfermance {out of 10,000) represents the value-al-nex over 20 days at the g7.5"
yorcentiie confidence lavel. Several nsk factors are not captured in the model, including liquidity risk, operational nisk, credit nsk, and legal risk. -

Cerain secunties h our equity portfolio are held for strategic purposes. We hedge the value of a portion of these securilies thrgugh the use of dervative contracts
such as put-cal! collars. In these arrangements, we hedge 8 security’s market risk below the purchased put sirike and forgo most or all of the benefits of the security's
appreciation above the sold call strike, in exchange for premium received for the sois call We also hotd equity securibes for general investment reéturn purposes. We
have incurred matenal imparment charges relaled 1o these secunties, The VAR amounis disclosed below are used as 2 risk management tool and reflect an estmate
of potential reductions in far valse of our portiolio Losses in farr value over a 20-day holding periad can exceed the reperted VAR by significant amounts and can also
accumulate over a longer hme horizon than the 20-day holding period used in the VAR analysis. VAR amounts are not necessarily reflective of potential accounbing
wsses, including determinations of ather-than-lemporary losses in faw value in aceordance withU S GAAP.

The VAR numbers are shown separalely for interesl rate, currency, and equity nsks. These VAR numbers include the underlying portioho positions and related
hedges. We use nistorical data lo estimale VAR. Given reliance an hislonica! data, VAR is most effeclive in estenating nsk exposures in markets in which thare are no
fundamenial charges or shifts In market condions. An inherenl limitabion 1 VAR is that the distribution of past changes in market risk {aclors may nol produce
accurate predictions of future market fisk.
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The following iabie sets forth the VAR calcutations for substanbally all of aur posltions:

{in millicns} As of June 30 Yoar ended June 30, 2003

Risk Categorles 2002 2003 Average High Low
Interest rates 5472 S$448 § 509 $ 762 $448
Currency ralas L J:ald) $141 % 156 $ 333 § 4
Equity prices $ 602 $859 $ BB $1,083 §523

Tha total VAR for the combined nsk categones is $987 million 21 Jure 30, 2003 ang 908 milkon at June 30, 2002 The total VAR is 32% less al June 30, 2003 and
34% |as5 at June, 30 2002 than the sum of the separale risk categories for each of those years in the above table, due to the diversification benefit of the combination
of isks. The reasons for the change in risk In portfotios include larger investmeni portiolio size, asset allocation shifts, and changes in foreign exchange exposures
relalive ta the U.S. dollar. '

ITEM 8. Financial Statements and Supplementary Data

INCOME STATEMENTS
i millions, except sarnings pet share) : ‘

r Ended June 30 2001 2002 2003
Revenve £25.296 $28,365 £32.187
Operating expenses.

Cosl gf ravenue ot - S 3,485 - 5191 5,686
Research and developmen ’ 4,374 4,307 4,659
Sales and marketing . 4,885 5,407 6,521
General and adrmimsirative ' ) 857 L1550 : 2,104
Tolal operating expenses . 13,678 16,455 15,070
Cperating Income 11,720 11,910 13,217
Losses on equity invesiees and other (159) {92) (6B}
investmet! incomed{loss) {36) {305) 1,577
Income before iINCome 1axes 11,525 11,5132 14,726
Pravigion for income taxes 3,804 3,684 4,733
Income before accounting change 72 7,829 9,993
Cumulative effect of accounting change (net 6f income taxes of $185) {373) - -
Net income § 7,346 s 7,829 5 9,983
A L L]
i€ earnings per sharel':
Before accounhing change £ 072 $ 072 5 0.93
Cumulative effegt of accounting chenge 10.03) - -
$ 069 5 07z $ 093
Diuted earmmgs per sharel!): .
Before accounting change ’ 3 0.69 5 070 5 002
Cumulative effect of accounting change {0.03} - -
$ Q66 § 070 $ 092
Weightet average shares outstanding( 'l
Basic 10,683 10,811 40,723
o ‘—— L]
Dituled 11,148 11,108 10,882
S—— — E——
(1) Earmings per share and weighted averege shares oulslanding have been restated to reflect a wo-for-one stock split in February 2003,
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BALANCE SHEETS

{in mlfiions)
June 30 2002 2003
Assets
Current assets’
Cash and equivalents § 3016 $ 6,438
Shori-term investmants 35,616 42,610
Total cash angd short-lerm investments 38,652 49,048
Accounts receivable, net 5,120 5,196
inventones 673 €40
Deferred iIncome laxes 2,142 2,506
Qther 2,010 1,583
Tatal current assets 43,576 58,973
erty and equipment, net 2,268 22
. ity and other investments 14,191 13,682
wuodwill 1,426 3128
Intangible assets, net 243 384
Other tong-term assels 942 1,171
Total assets $67,646 $79,571
Liabilities and stockholders’ aquity
Current liabilities:
Accaunts payable $ 1.208 § 1,573
Accrued compensation 1.145 1,416
Income Laxes 2,022 2,044
Short-lerm unearned revenue 5,820 7,225
Qther 2,448 1,716
Totai current labiities 12,744 13,974
Long-lerm unearned fevenue 1,823 1,790
Delerred income taxes 398 1,11
Other long-term liaiities 501 1,056
Commitmeants and contingencies
Stockholdars' equity ’
Common stock and paid-n capital - shares authorized 24,000, Snares 1ssued and outstanding 19,718 and 10,771 31,647 35,344
. Retained earmngs, including accurmulated other comprehensive Income of §583 and $1,840 20,533 25,676
Total stockholders' equily 52,180 £1,020
Totat liabitities and stockholders' equity $67.646 $ 79,571

See accampanying noies.
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CASH FLOWS STATEMENTS

{In milions)

Year Ended June 30 2001 2002 2003
Operations
Net income § 7.046 5 7.828 $ 5963
Cumulative efiet of accounting change, net of tax 75 - -
Deprecation, amortization, and other noncasn iterms 1,536 1.084 1,439
Net racognized losses an investments 2,221 2424 80
Stock option income iax benelits 2.066 1,596 1,378
Deferred income taxes (420) (416} 138
Unearned ravenue 6.870 11,152 42,519
Recognition of unearned revenue (6,368) (8,929) {11,292)
Accounts receivable (418) (1.623) 187
Other current assets (482) {264) 412
Other lang-igrm assets (330) 9) {28}
Other current ligbilities 774 1,448 kH
Other long-term liabilhes 153 216 440
Net cagh from operations 13,422 14,500 15,787
Financing
Cormumon stock issued 1,620 1,497 2120
Commaon stock repurchaged {6,074} (6,088) (B,488)
Repurchases of put warrants (1,367} - -
Common stock dividends - - (B57)
Cther, net 235 - -
Net ¢ash used for financing (5.588) {4,572} {5,223)
Investing
Additions to praperty and equipment {1,103) {770} (891)
Acquisitions of comparues, net of cash acquired - - {1,083}
Purchases of invesiments {66,346) (89,385) {88,621)
Maiunties of investments 5,867 8,654 9,205
Sales of invesirmenis 52,848 70,657 75,1587
Net cash used for invesling (8,734} {10.845) (1.213)
' change in cash and equivalents (B58) (90B) 3,361
«..att of exchange rates on cash and eguivaienis (28) 2 61
Cash and equivalents, beginning of year 4,846 3,922 3,016
Cash and equivaients, end of year § 3,922 $ 3018 $ 6,438
" See accompanying nofes.
21 ' MSFT 2003 FORM 10-X
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STOCKHOLDERS' EQUITY STATEMENTS

{in milllons}

Year Ended June 30 2001 2002 20035

Common stock and paid-in capital
Balence, baginning of year 523,195 $28,380 $31,847
Common stock 1ssued 5,154 1,801 3,012
Common stock repyrchased (394) (8786} {691)
Repurchases of put wamants {1,367) - -
Stock opfion income 1ax benefits 2,066 1,586 1,378
Qther, net (264) 536 -
Batance, end of year 28,380 31,647 35,344

‘Ined sarnings
Balance, beginning of year 18.173 18,899 20,533
Net income 7.346 7,829 8,993
Other comprehansive incorme: .
Cumulative effecl of accounting change (75) - -
Nel gainsf{losses) on denvative-tastruments £34 (81) {102] .
Net unrealized investment gains/{losses) {1,460 5 1,243
Translation adjustments and othes (3% 82 118
Comprehensive income 6,406 7,825 11,250
Common stock repurchased (5,680) 6.191) {5.250)
Common stock dividends - - (857)
Balance, end of year 18,809 20,533 25,676
Total siockholders' equity 547,288 852,180 $61,020
L]

Sea accompanying notes.
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NOTES TO FINANCIAL STATEMENTS
Note 1—Accounting Policies

Accounting Principles )
The financial siatements and accompanying notes are prapared in accordance with accounting principles generally accepted in the United States af Amerca.

Principles of Consoligation

The financial stalements include the accounts of Microsoft Corporation and s subsdianes (Microsoft). Intercompany transactions and talances have been eliminated.
Equity Investments in which we own a1 least 20% of the voling securities are accounted for using the equity method, except for investments in which the Campany is
not adble to exercise sgnificant influence aver the inveslee, In which case, the cost method of accounting is used.

Estimatas and Assumptions )

Prepanng financial statements requiras managerment to make astimales and assumphans that affect the reported amounts of assets, liabilities, revenus, and
expenses, Examples include estimates of loss contingenmes ang product life cycles, and assumplions such &8 the slements comprising & software arrangement,
ngiuding the distinction between upgradelenhancements and new products; when technologieal feasibility i5 achieved for our products; the poleatial cuicome of future
lax consequences of events that have been recognized n our financial stalemants or tax retumns; and deterrmining when investment imparmenis are other-than-
lemporary. Achual results and oulcomes may giffer from management’s estmates and assumptions

ign Currancies
5 and lisbilities recorded in foreign currencies are translated at {he exchange sae on the balance sheet date. Revenue and expenses are translaled 31 average
s of exchange prevaiing during the year. Translalion agjustmenis resulling from this process are charged or credited to other comprehensive income (©C1).

Revanue Recognition

Revenusg for retai packaged products, progucts lcensed lo original equipment manufacturers (OEMs), an¢ perpetual licenses for current products under our Cpen
and Select volume licensing programs is generally-recegmzed as-produets are shipped, with-a podion of the revenue recorded as.ungamed due to undalivered
eiements including, 1h some cases, free post-delivery ‘telephona support and the right to raceive unspecified upgrades/enhancements of Microsoft internet Explorer on
a when-and-if-avallable basis. The amount of revenue allocated to undelivered elemants is based on the sates pnce of those elements when sold separately (vendors
specific objective evidénce) using the residual mettad. Unoer tha resiguat Tneshod, the tolal fair value of the undefivered slements; as-indicated-by vendor-specific
objective ewdence, 15 recorded as unearned, and the difference between the total arrengement fee and the amount récorded as uneamed far the undelivered
elerments is recoghized as revenue related to deliverad eigments. Unearned revenue due to undslivered elaments 15 recognized ratably on a straight-line basis over
the related product's iife cycle, which is currently estimated at three and a ha¥f years for Windows operating systems and two years for desktop applications (pricnarily
Office).

Revenue from multi-year licensing arrangements are accounted for a8 subscriptions, with billngs recorded as unearned revenus and recognized as revenue
ratably over the billing coverage penod. Cerlain muli-year kcensing arangements include nghls to receive fulure versions of software product on @ when-and-if-
available basts under Open and Select volume licensing programs (currently nemed Software Assurance and, previcusly, Upgrade Advantage) I addiion, other

_multi-year kcensing arrangements include a perpetual icense for current products comomed with nghts to receve fulure versions of software products on a8 when-and-
d-avalable basis under Open, Select, and Enterpnse Agreement volume licensing programs MSN Internet Access subscriptians, Microsoft bCentral subscriptions,
and Microsoll Developer Network subscriptions are also accounted for as suhscnphions.

Revenue related to our Xbox geme consale 15 recopnized upon shupment of the product to relailers. Oriline advertising revenue 15 recognized as advedisements
are displayed, Consulling services revenue 1s recognized as services are rendered, generally based on the negotisted hourly rale In the consulting arrangemeni and
the number of hours worked during the period.

Costs related 1o ssignificant obiigations, which include lelephone suppont for developer loals software, FC pames, compuler hardware, and Xbox, are BCorued
when the related revanue 1s recognized. Provisions are recorded for estimated retums, concessions, and bad debls,

Cost of Revenue

. of revenue Inciudes manufacturing and distribution costs for produets and programs soid, operalion costs related 1o product suppont sarvice cenlers and product
bution centars, costs sncurred to support and maintain Internel-based products and services, and costs associaled with the delivery of gonsulting services.

.aarch and Development

Research and development axpenses inciude payroll, employee benefits, and other headcount-retaled costs associatet with proguct developmenL Technological
feasioility for our software praducts 1s reachec shortly before the products are reteased to manufactunng. Costs incurred after technotogical feasibility 1s established
are not matenal, and accordingly, we expense all research and development costs when incusred. -

Sales and Marketing

Sales and marketing expenses inciude payrall, employee benefits, and other headcouni-relaied costs as well 85 expenses related to advertising, promations,
ttadeshows, seminars, and other programs. Advertising cosls are expensed as incurred. Advertising expense was $1.02 billion in 2001, $1.13 bittion in 2002, and
$1 06 hillion in 2003,
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incoma Taxes

Income tax expense includes U.$. and international income taxes. pius the provision for L1.S. taxes on undistributed earnings of internatianal subsidiaries not deemed
to be permanently nvested. Certain lems of ncome and expensa are not reporied In 1ax retuns and financial statemants in the same year. The lax eflect of such
temparary differences is reported as defarred income taxes.

Financial Instruments

We consider all nighly liquid interest-earmung investmants with a malurity of thrae months or jess at the date of purchase 10 be cash equivaients. Short-erm
investments genarally mature between thres months to nine years from the purchase date. Invesiments with maturites beyond one year may be classified as shor-
tarm based on their highly iguid nature and because such markelable securilies represent the invesiment of cash that is available for current operations. Al cash and
shori-term invesiments are ctassified as avauable for sale and are recorded al market value using the specific dentification method; unrealized gains and losses arg
refiected in OCL.

Equity and other investments include debt and equity instruments. Deb! secuntias and publicty traded equily secunhies are clessified as available for sale and are
recorded at market using the specific identification method. Unrealizad gains and losses (excluding other-than-temporary impairments) are reflected in OCH. All other
invesiments, exciuding hose accounted for using the equity method, are recorged al cost,

We lend certain fixed income Bnd equity secunties to enhance invesiment income. Collateral andlar security interest 13 determined based upon the underlying
sacyrity and the cregitworthiness of the borrower, The far value of collateral thal we are permitted 1o sell or repledge was $499 milkon at both June 30, 2002 and
2003.

vestmanis are coasidered to be impaired when a decline in fair valye is judged 1o be other-than-tlemporary. We employ a sysiematic methodology that considers
able evidencs in evaluating potentiat impairment of our investments. If the cosl of an investment exceeds its farr valua, wa evaluate, among other faclors, peneral
ket candiians, the duration and extent 1o which the fair value 15 less than cost, as well 8s our intent and abibly to hold the investmant. We also consider specific
. .arse conditions related 1o the financial health of and pusiness oullogk for the investee, mcluding industry and sector performance, changes in technology,
operalional and financing cash fiow fectors, and rating agency actions. Once a decline in tair value ts delermined to be olher-than-temparary, 8n impairment charge is
recorded and a new cost basis In the investment 1s estadlished.

We ue denvalive Insiruments 10 manage exposures to foreign-currency, security prceinterest rate, and credil nsks. Our obyectives for holding denvatives include

reducing, eliminating, and efficienty managing the rmpact of these exposures as efiectively as possible,

Farsign Gurrency Risk, - Cartain Jorecasted \ransactions.and assets a2 expased to foreign currency sisk, We monitor our forgign currency sxposuras daily o
maximize the overall effectveness of our foreign currency hedge posdions. Pnncipal currencies hedged include the Euro, Japanese yen, British pound, and Canadian
daliar. Non U.S. doliar denaminated securities are hedged using foreign exchange farward contracts that are designated as fair value hedging instruments under
SFAS 133. Options used to hedge a porhon of forecastad miamational revenue for up to three years in the future are designated as cash flow hedging instruments.
Certain options and forwards not designated as hedging instruments under SFAS 133 are also used 1o hadge the impact of the vanabiily in exchange rates on
actounts regeivable and collectons dencminated in certain foreign currencies.

Securities Price Risk, Strategic equity mvestments are subjecl to market pnce risk. Fram fime 1o time, we use and designate cpions to hedge far values and cash
flows an certain equity securihes. We determine the secunly, or forecasted salp thereof, selacted for hedging by market conditions, up-front costs, and other relavant
factors. Once established, the hedges.are not dynarnically managed or iraded, and are generally not removed until maturity,

Interest Rate Risk. Fnsd-income Securties are subject to interest rate nsk. The fited-ncome portfolio 15 diversified and consiste primarily of investrnent prade
secunties lo mimimize crecit risk We use exchange-lraded option and future contracts, not designated as hedging Instruments under SFAS 133, to hedge inlerest rale
nsk. In addrian, we routinely use ophans, not designated as hedging instrutnents under SEAS 133, to hedge our exposure 1o interest rate nsk i lhe event ofa
catastrophic increase in nterest rates. .

Other Derivatives. Swap contracts, not designated as hedging insiruments under SFAS 133, are used io manage exposures 1o credit risks. In addition, we may
invast in warrants to purchese secuntes of other companies as @ siralegic nvestment. Warrants that can be nel share seitled are deemed denivalive fnancial
nsiruments and are not designated as hedging insiruments. To Be Announced forward purchase commilments of morigage-backed assets are also considered
dervatves in cases where physical delivery of the assets are not taken al ke earliast available delivery date.

or options designated either as fair value or cash flow hedges, changes in the time value are excluded from the assessment of hedge eflsctivenass.
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Allowance for Deubtiul Accounts

The allowance for doubtful accounts refiects our
Kknown lroubled accounts, hisloncal experience, and oiher currerily avaiable evidence.

best estmate of probable iosses inherent in the account recelvable balance. We determine the aliowance based on
Activity in the allowance for doubtful accounts is as follows:

{In millions)

Year Ended June 30’ Balance at Charged to costs Wiite-offs Balance at
beginning of pericd and expenses and other end of period

2001 5 186 157§ 168§ 174

2002 174 192 157 209

2003 209 “118 85 242

inventories

nventories are siated at the lower of cost or market, using the average cosi method. Cost includes matenals, |
purchase and production of invanlones
Property and Equipment

Property and equipment is stated at cost and depreciated using the straight-line
ne 0 15 years, Computer software deveioped or abtamned for intemal use is depraciatad using the

1]
.«ara. generally three years or lass.

swill

Beginning in fiscal 200
ieast annually. Prof to

Intangible Assets
irangibie asseis are amartizes using the straight-ing method

fiscal 2002, goodwill was amortized using the straightdine method

over their estimated period of benefit, ranging fram one

abor, and manulaciunng overhead related to the

10 ten years. We penodically evaluate the

recoverability &1 inlanglbe esats and take Into accourt events or circumstances that warmant revisad eskmales of uselul fives or that.indicate that an impairrnent

exists. All of our intangibile assets are subject to amortization,
Employee Stock Plans

We follow Accounting Principtes Board Opinion 23, Accounting for Stock fssued to
genarally does nol require income staternent recogrition of options granted at the market

metnod over fhe shorter of the estimated life of the asset or the lease term, ranging
straighl-tine method over the estimatec usefut life of the

2 with the adoption of SFAS 142, Goodwill and Other Intangible Assels, goodwil is no longer amortized, but nstead iested for impawrment at
aver its estmated period of benefit.

Employees, to account for slock option and employee stock purchase plans, which
once an the date of issuance. However, certain events, such gs the

accelerated veshng of options and the exchange of options In a business combination, can tngger regerding an expense. b addion 10 announcing charges to our

n July 2003, we alst indicated thal we will adopl the fair vaiue
D03 and will report that change in accounting principle using the retroal
Transition and Disclosure,
net income and eamings per share as if we had applied the

Empigyea compensation amrangements i recognihon proe
Based Compansation, effective July 1, 2
Accounting for Stock-Based Compenselion —

The following tebie dlustrates the effect an

{in millons, except earnings per share}

wsgions of SFAS 123, Accounting for Stock-

clive restatement method described in SFAS 148,

fair value recogribon provisions of SFAS 123:

Yoar Ended June 30

Net income, as reported
Add: Stock-based employee carmpensation expense included in reported net income,

net of tax
.«;(: Tatal slock-based employes compensalion expensa datermined under
fair valug based method for al awards, net of tax .

Pro forma net incoime

Earnings per share:
Basic = as reported

Basic - pro forma
Diluted - as reporied

Diluted ~ pro forma

Note 2~-5tock Split
In February 2003, outstanding shares of our common stock were split two-for-one, All pnor share and per share
Nete I—Accounting Changas

Effective July 1, 2000, we adopte¢ SFAS 133 which establishes
ambedded i other convacls and for hedging activities The ado
(375 miliion alter-lax) and a curmulative pre-lax

http://www.sec. gov/Archivesledgar/data/789019/0001 193125 03045632/d10k Ihtm

accounting and reporting standards for denvative instruments, ingluding certain
ption of SFAS 133 on July 1, 2600, resulled w a cumulative pre-iax reduction tg

2001 2002 2003
$ 7,046 $ 7,829 $ 9,993

144 o9 52
(2,406) {2,573} (2,614)
§ 5,084 $ 5,355 $ 7,531
———— — S
§ 069 3 072 $ 093
i R —
$ 048 $ 050 $ 0.70
—— L] N
$ 0.66 $ 070 $ 0.92
—— e E——
$ 046 § 048 $ 069
E—— A T

amounts have been restated to reflect the stock splil,

garnvative Instruments
income of $560 milion
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raduction o OC! of $412 million {$75 million after-tax). The reduction 1p mcome was mostly attributable 1o a loss of approximately $300 million rectassified from OCI
ior the time value of options and & loss of approxirnately $250 million reclassified from OCI for derivatives not designated as bedging instruments. The reduction 1o
OC! was mostly atinbutable 10'losses of approximately %670 million on cash flow hedges offset by rectassifications out of OCH of the approximately $300 million loss
for the time value of options and the approximalely $250 million koss for derivabive instrurments not designaled as hedging instruments. The net dermvative lnsses
included m OC! as of July +, 2000 were reclzasified inlo eamings during the twelve months ended June 30, 2001. The change in accounting from the adoption of
SFAS 133 did nol matenally affect net income in 2001.

Effective July 1, 2001, we adopted SFAS 141, Business Comthnations, and SFAS 142, SFAS 141 requires business combinations iniliated after June 30, 2001 to
be accounted for using the purchase method of actounting. also specifies the types of acquired intanglble assets that are required to ba recognized and reported
saparate from goodwlll. SFAS 142 requires that goodwill and certam intangibles no longer be amortized, bul instead tested for impairment at least annually, There was
no impairment of goodwill upon adopion of SFAS 142 ’ -

Net ingome and earnings per share for fiscal 2001 adjusted to exclude amartization expense (net of taxes) is as follows:

{In millions, except earnings per sharg)

Year Ended June 30 2001
Net income- o

Repened nat Income . §7,346

Goodwill amartization 252

. Equity method goodwill amortization 26

Adjusted net income $7,624

——

Basic eamings per share:

Reparted basic earmings per share § 068
Goodwil-amartization . ) 002
Equity rnethod goodwill amartszation -
Adjusiad basic earnings per sharg . £ 07
T

Diluted¢ earmings per share’

Reparted dgiluted eamings per share $ 0.66
Gootwill amorbzation : .02
Equity method goodwill amortization . -
Adusied diluted earnings per share 5 068

: —

Note 4—Uneamed Revenue

Unearned revenue fram volume licensing programs represents cuslomer billings, pard aither upiront or annually at the beginning of gach biling coverage pened, which
are sccounted for a5 subsarptions with revenye recognized ratably over the billing coverage period. For cartain ather icensing arrangements revenue attributable 1o
livered elerments, including free post-delivery telephone suppon and the nght to receive unspecified upgrades/enhancements of Microsokt Intemet Explarer on @
-and-if-available basis, 1s based on the sales price of those elements when sold separately and is recogrized ratably on a siraight-line basis over the relatad
i uct's Iife cycle. The percentage of revenue recorded as unearned due lo undelivered elements ranges from approximately 15% to 25% of the sales price for
. .dows XP Home, approximately 5% 1o 15% of the sales pnce for Windows XP Professional, and approximately 5% to 15% of the sales price for deskiop
applications, depending on the terms 2nd conditions of the license and prices of the elements. Product life ¢ycles are gurrenily sstimaled af three and a half years far
Windows aperaling systems and two years for deskiop applications. Unearned revenue aiso includes payments for anline advertising far which the advertisement has
yet 10 be displayed ang payments far past-detivery support services to be performed in the future
The components of unaarned revenues were a8 follows-

{In millions}

June 30 2002 2003
Volume litensing programs " 54158 $5,472
Undelivered elements 2,830 2,847
Other 755 696

Uneamed revenue §7.743 £9,015

Unearned revenue by segment was as foflows.

{tn mitlions)

June 30 , 2002 2003
Chenl $3.023 52,165
Saerver and Tacls 1,595 2,185
hitp://www.sec.gov/Archives/edgar/data/789019/0001 19312503045632/d10K . htm 18/11/2003
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information Worker 2,757 3,308

Other segments 68 360
$7,743 §9,015

Uneamed revenue
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Of the $2.02 billion of unearned revenue af June 30, 2003, $2.65 billion 18 expected to be recopnized in the first quarter of fiscal 2004, §2.05 billlon in the second

quarter of fiscal 2004, $1.53 bition In the thurd quarter

Note §5—Cash and Short-Tarm lavestments

af fiscal 2004, $1.00 billion in the fourth quarter of fiscal 2004, and 51,74 billon theraafter.

Cast Unrealized Recordad
{In millions} Basis Losses Basls
June 30, 2002
Cash and aquivalents:
Cash § 1.114 - - § 1,194
Commercial papar 260 - - 260
Certificates of deposi an - - kil
Money markel mudual funds 714 - -~ T4
Corporate notes and bonds 560 - - 560
Munwipal securities 337 - - 337
Cash and equivalents 3,016 - - 3,018
t-term investments:
Commercigl paper 582 —_ 552
U.5. government and a2gency secunties 8,745 (12} 8,824
Corporate notes and bands 14,577 {241%) 14,591
‘Mortgage-backed sscurities 6,228 nm 6,248
Municipal securilies 4,462 - 4,548
Certificates of deposit 873 - B73
Short-term investmants 35,435 (254) 35,636
Cash and shori-term investments 538,451 (254) § 38,652
Cost Unrealized Recordad
{in mitllens} Basis Losses Basis
June 30, 2003
Cash and aquivalents:
Cash $ 1,308 - - $ 1,308
Commercial paper 774 - - 774
U.S. governmaent and agency sacurities 1,889 - - 1,689
Certificates of deposit 28 - - 28
Money market mutual funds 1,283 - - 1.263
. Corporate notes and bonds T44 85 (11) B828
Municlpal securities 348 - - 348
Cash and equivalents 6,384 (SR1] 6,438
Short-term investments:
Commaercial paper 100 - 100
U.S. governmant and agency secutities 5,316 {28} 5414
Forsign government honds 5,364 {18) 5,427
Corporate notes and bonds 15,440 {86) 16,089
Muortgage-backed securitles 8,257 {3} 6,218
Municipal securities 8,733 {6) 8,992
Certificates of deposit 288 - 268
Short-term investments 41,479 {139} 42618
Cash and short-term invastments $47,833 {150} $ 49,048

Reatzed gans and (losses) from cash and shor-term Invesiments (excluding mparments) were $541 million and $(369) sullion in 2001, $818 million and $(558)

rruikion in 2002 and $1.42 bilion and $(957) million in 2003,

Note 6—lnvenitaries
{in mitlions)
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June 30 2002 2003

Finisned goods $505 $303

Raw matarlals and wafk in process 168 247
Inventories $673 $640
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Note 7~-Broperty and Equipment
{In millions)

June 30 2002 2003
Land 5 197 $ 248
Buildings : Lo 1,854
Computer equipment and software 2,621 2,464
Other 1,372 1,512
Broperty and equipment — at cost 5,691 6,078
Accumulated depreciation (3,623} (3,855}
Property and equipment — net $ 2,268 $2223

A L]

.\g 2001, 2002, and 2003, depreciation expense, the majordy of which elated to computer equipmenl, was 5764 milbon, 820 million, and $929 million.
s B—Equity and Other Investments

Cost Unrealized Unrealized Rocorded
{In millions) Sasic Gains Losses Basls
June 30, 2002
Debl securities recorded al market, maturing: .
‘Within one year : - . $ 48 s % S - $ 511
Between 2 and 10 years 893 4B ) 935
Between 10 and 15 years 541 19 ) 558
Beyond 15 ysars 3.036 - - 3,038
Debt securies recorded at market 4,855 2l (6) 5,040
Common stock and warrants 5.580 1,287 {617} 7.250
Preferrad stock 1,382 - - 1,382
Other investments 519 - - 519
Equity and other investments §13,436 5 1,378 § (623) 5 1419
Cost Unrealized Unrealized Recorded
[in miltions) Basis Gains LoSSAE Basis
‘3{!. 2003
" 1 securitles recorded at market, maturing:
Within one year $ 293 § 9 - § 302
Betwasn 2 and 10 years 1,436 194 {73) 1,557
Deht securities recorded at market 1,729 203 {T3) 1,85%
Common siock and warrants 8,385 1,686 (3} 10,078
Prefetred stock 1,262 - - 1,282
Cther investments 493 - - 493
Equity and other investments 511,879 H 1,889 H {76} $ 13,682

Deht secunlies include corparate and governmenl noles and bonds and dernvalive securities. In connection with the defindive agreement to combine AT&T Broadbang
with Comeast into @ new compary called Camcast Corporation. Microsoft exchanged its AT&T 5% convertible preferred debt for 115 million shares of Comeast
Carporation on November 18, 2002, resutling 1 a $20 million net recognized I0ss.

Common ang preferred slock and other investments thal are restncted for more than ane year of re not publicly traded are recorded at cosl. At June 20, 2002 the
recorded basis of these invesiments was §2 31 billion, and their eslimated fair vaiue was $2.28 illion. A June 30, 2003, lhe recorded basis of these invesiments was
§2.15 billion, and their estimaled fair value was $2.56 billion The estimale of fair value is based on publicty available market :nformation or other estirmates delermined
by managemenl Realized gans and (iosses) from equity and other investments (excluding impairments) were $3.03 billion and $(23) million i 2061, §2.24 billion ang
£(421) milhor in 2002, and $540 milvon and 5(88) mulon in 2003

Note 3—Goodwill
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Duning fiscal 2003, goodwill increased by approximately $1.7 bilhon. The increase relatad prncipally to the following acouisibons: Nawvision a/¢ with $1.2 bilfon
allocatec to Microsah Buginess Solutions, 5281 rulhon for the Rave. LId. acnuisiion atiacaled to Home and Entartainmen, anc Placeware, Inc. with $180 mition

allocated to Infarmation Worker. No impairment was charged to
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goodwill during fisca) 2003 During fiscal 2002, goodwill was reduced by $85 million, principally in connechon with our exchange of all of the 33.7 million shares and

. warrants we pwned of Expedia, Inc. to USA Networks, inc. No goodwlll was scguired or impaired during fiscal 2002. Goadwlll by segment was a5 follows:

{ln millions}

June 30 . ) 2002 2003
Clien? 3 2 § W
Server ang Tools 97 108
Inforrmatdn Warkaer - 180
Microsofl Business Soluiions 1,021 2,219
MSN 160 154
Mobile and Embedded Devicas 5 28
Home and Entartainment 117 404
Goodwill 54,426 $3,1248
R AR

0=—tntangible Assels

ng fiscal 2003, we recorded addiions of £306 million in intanglble assets, primarily related to the acquisition of Navision a/s and Rare, Ltd., with §19 miliion

saled to markating related assets, $97 milkon to technology-based assets, $162 million 1o coniract based assets, and $28 million to customer-related assels.
requited inlangibles are amortized over weighted average penods of five years for contraci-based assets, four years for technalogy-based asseis, four years for
marketing-related assats, and nine years for customer-related assets. No significant residual vaiue is estimated for these assats. Through the fiscal year 2003
acquisttions, $17 million was assigned lo research and development assets that were whiten off in accordance with FASE Interpratation No. & (FIN 4), Apphcabiilly of

- FASH Stalarnant No. 2 to Businass Combinatons Accounted far by the Purchese Method. Those write-offs are included in-Researeh and Development-expanses.

During fiscal 2002, changes in intangible assets primarily related to our acquisition of $25 million i contracts and $27 million n technology, which will be amorlized
ovar aporoxsmately three years. No significan! residual vaiue 15 eshrmaled for these inlangitle assels. IMangible assets amartization expense was $184 mition for
fiscal 2003 and $461 milllion for fiscal 2003, The compones of ItANGILIT askets Were as Tollows: " A o ’

Gross Grass

Carrying Accumulated Carrying Accumulated
{In milions) Amount Amortization Amount Amortization
June 30 2002 2003
Cortract-based 3 421 3 (290) & 584 H {376}
Technology-based ) 172 (T1) 261 {137}
Marketing-related 15 (4) 4 {9)
Customer-reiatad - - 28 {1}
Total Intangibie Assets § BO8 H {365) § 807 H {523}

il

Amortzation expense is estimated to be $15% mullion for fiscal 2004, $103 million for fiscal 2005, $56 million for fiscal 2008, $30 milion for fiscal 2007, anc $23
million for fiscal 2008.

14—Derivatives

flscal 2001, Investment income included a net unreahzed toss of 5592 million, comprised of a $214 million gain for changes in the time value of oplions for fair
\..ue hadges. $211 milion loss for changes In the fime value of options for cash flow hedpes, and $505 millian 1088 for changes In the fair value of derivative
instruments nol designated as hedging instruments. For fiscal 2002, investment incorme included 2 nel unraalized Ioss of $480 mition, comprised of a $30 milkon gain
for changes in the time value of options for farr value hedges, a $331 millkon loss far ehanges in the time value of aptions for cash flow hedges, and a $179 milhon net
foss for changes In the fair vatug of derivetive mstruments nol designaled as hedging msiruments, For figeal 2003, mvestment income inciuded a net unreakized loss of
$141 millhen, comprised of 8 $74 million loss for changes i the tme value of options for fair value hedges, 8 $228 million loss for changes In the time value of opticns
for cash flow hedges, and a $162 million gain for changes in the far vaiue of denvahive insiruments not designaled as hedging instruments.

Desivalive gains and losses ncluded in OCi are reclassified info earmings sl the time foretasted revenue of the sale of an equily investment is recogrized. Dunng
fiscal 2001, $214 riliion of denvative gains were reglassified lo revenue and $416 milion of derivative losses were reclassified to investment incamei{lass ). Dunng
fiscal 2002, $234 milhan of denvalive gains were reclassified Lo revenue end $10 milion of dervative losses were reclassified to investment ncome/{ioss). Dunng
fiscal 2003, $40 million of denvative gains were reclassfied Lo revenus and $2 mullion of denvalive gains were reclassified lo investment income/{loss). We estmale
thal $22 mition of net denvative pains Inciuded in ather comprehensive income will de reclassified into eamngs within the next twelve months.,

For instruments designated as hedges. hedge ineMactiveness, determined in accordance with SFAS 133, had no significant impact on earnings for the fiscat years
2001, 2002, and 2003. No significant fair value hedges of cash Row hedges were derecopnized ar discontinued for fiscal years 2009, 2002, and 2003.
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Note 12—investment Incomel({Loss}

The companents of investmant income/(loss) are &6 fallows.
{in milhons}

Year Ended June 30 2001 2002 2003
Divigenas §$ art § 357 $ 260
Interast 1,808 1,762 1,687
Nel recopnizes gains/{losses) on investments:
Net pains an the sakes of investments 31735 2,379 909
Othar-than-temporary imparmenis {4,804) 4,323} (1,148)
Net unrealized Ipsses atinbutable to denvative instruments (582) {480} (141)
Net recognized gains/{losses) on invesimants @2z (2,424) {380)
Investment income/{loss) $  (38) 5 (305) $ 1,517
® —
ar than {emporary impairments were recorded a5 saliows for the three most racent fiscal years:
L millions)
Year Ended June 30 o - . L. o 2002 : 2003
Due to general market canditions $1,692 $2,793 § 943
Due to specific adverse conditions R . . 3,112 ) 1.530 205 -
Total Wmpairments . 54,804 §4,323 §1,148
T

Note 13~income Taxes
The provision for income taxes consisted af.
{in millions}

Year Ended June 30 200 2042 2003
Currant taxes:

.8, and stale ) §3.243 53,644 $3,861
- International 574 575 808
Current taxes 3757 4,218 4 669

ilened taxes 47 - (53&) &4
Prowvision for income taxes 52,804 $3,684 $4,733

— AE—— ————

U.5. and inlernational components of income belore Income taxes were:
{in miiliens})

Yoar Ended June 30 2001 2002 2003
.5 § 5189 5 8920 $11,346
international 2,336 2.503 3,380

Income before income taxes $11,525 §11,513 514,726

in 2001, the effective tax rate was 33.0% and included the effect of a 3.1% reduction from the U.S. statutory rale for tax credils and & 1 1% increase for other
flems. The affectve tax rate in 2002 was 32.0% and incluced the effect of a 2.4% reduction from Ihe U S. statutory rate for the exiraterritorial Income exclusion lax
beneft and @ 0.6% reduciion for alher ilems. The affective tax rate in 2003 was 32.1% and neluded the effect of a one-time benelit of 5126 million from the reversal of
previously accrued texes related to a favorable tax court ruing and & 2 0% reduction from the LS. statutory rate for other items. Excluding this revarsal, the effective
tax rate \n 2003 wouls have been 33.0%.
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Defarrad income taxes were:
{in millions)

June 30 ) 2002 2003

Deterred income tax assels:
Revenus items 3 2.261 § 2,556
Expense tems 945 1,048
Impairad Invesimanis 2,016 1,525
Dedarred income Lax assets § 5222 $ 5,129

— ——

Deterred income tax labilites.

Unrealized gain on investments § 887 ${1,584)
international samings {1,81B) {1,808)

. Chther ) . (803) (961)
Deferred incoma tax liabilities $(3.508) $(4,354)

I ————

We have nol provided for U S. deferred income taxes or foraign withhoiding taxes on $1.64 billion of our undistributed earnings for cerain non-L1.S. subsidiaries, all of
which relate to fiscal 2002 and 2003 earmings, decause these earnings are intended (o be remnvasied indefinitety. e

On Septamber 15, 2000, the U5, Tax Court issued an ativerse ruling with respact to our claim that the Internal Revenue Service (IRS) ncormecily assessed taxes
for 1890 and 1691, On Decernber 3, 2002, the Ninth Cirowt Coun of Appeals substantially reversed the U.S. Tax Court decision. Income taxes, except for ong issue
rernanded to the .5, Tax Court by the- Ninth Tiféult Court of Appeals tor ddditional congidBration, Have been setlied witl the IRS for a1 years through 1996. The IRS -
i exarnsring our 1897 thiough 1899 U.S. income lax relums. Management believes any adjustrments which may be required will not be matenial to the financial
stalements Incoms taxes pai¢ were $1.3 bilhanin 2001, $1.9 billion in 2002, and $2.8 billion in 2003.

Note 14—Stockholders’ Equity
Shares of common stock outstanding were as follows:
fin millions)

Year Ended June 30 2001 2002 2003
Balance, peginning of year . 10,566 10,766 10,718
Issued 3re 208 291
Repurchased (178} (256) (238) .
Balance, end of year - 10,766 10,718 40,771

.le repurghase our commen shares pnmarily 1o manage the dilulive effects of our stock option and stock purchase plans, and other 1ssuances of comymon shares.
02, we acquired 10.2 milhon of our shaves as a result of a structured slock repurchase transaction enfered inio in 2001, which gave us the nght to acguise such
s in exchangs for an up-fronl net payment of $264 milkon. To enhance our stock repurchase program, we have sold put wamants (o independent third parties.
"1, w58 put warrants enfitled the holders 1o sell shares of our comman stock t9 s on certan dates at specified prices. In the third quarter of fiscal 2001, we issued 5.9
million shares 1o setlle a portion of the outstanding put wafrants. At June 30, 2001, 2002, and 2003 no put waranis were ouistanding. In any pariod, cash used in
financing actvibes refated fo common stock repurchased may differ from the comparable change in Slockholders' Equity, reflecting timing differences between the
recognition of share rapurchase transactons and their seitlement for cash

©On January 16, 2003, our Board of Directors declared an annual dwidend on our common stock of 50.08 per share, payable March 7, 2003 to sharehalders of
record ai the close of business on February 21, 2003.
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Hote 15—0ther Comprehensive income
{in millions)

Year Ended June 30 20014 2002 2003
Cumulative effect of eceounting change, net of tax effect of 3{37} § (735 1 - $ -
Net gains/(Ipsses) on dervative instruments:
Unreatized pains/{losses), net of tax effect of $246 in 2001, $30 10 2002, and ${69) in 2003 429 55 (129
Reciassificalion adjusiment for (gaing)/iosses inciuded in net income, net of tax effect of $67 in 2001,
$(79)in 2002, and $15 in 2003 135 {148) .27
Net gains/(lossas) on gerivative mstrurments 634 81} {102)
Nel unrealized invesimenl gainsilosses):
realized holding gains/{losses), net of tax effect of 5(351) n 2004, $(955) n 2002, and $610 in 2003 {(1.200) {1.774) 1,132
asswication adjusirient for {gains)losses included in net income, net of tax effect of 5(128) in 2001, : .
$558 in 2002, and §60 in 2003 (260) 1,779 111
Het unrealized nvestment gains/{iosses) 1.460) 3 1,243
Translalion adpstments and other {39) az 118
Other comprehensive Incames{loss) $-(940) : 3 (#H - $9,287
I A —
The components of accumulated other comprehansive InCome ware:
{in millions)
June 30 2002 2603
Net gams/(lusses) on denvatve nstruments § 86 $ 6
Net unrealized investment pains 603 1,846
Transglation adustments and other {106) 10
. Accumutated ¢ther comprehensive Income $ 583 $1,840
. A —

Note 16—Employes Stock and Savings Plans
Empioyee Stock Purchase Flan .

ave an employee slock purchase pian for all efigible employees. Under the pfan, shares of our common stock may be purchased at six-month intarvals al 85% of
lower of the fair market value an the first ar the last day of each six-month period. Employees may purchase shares having a value not exceading 15% of therr

13

prices of $18.43, $25.26, and $22.56 per share. At June 30, 2003, 192.2 million shares were reserved for future issuance.

Savings Plan

s compensalion dunng an offerng penod. Ournng 2001, 2002, end 2003 employees purchased 11.4 milhon, 1.8 millien shares ang 15.2 million shares at average

We have a savings plan, which qualifies under Section 401{k} of the Internal Revenue Code. Participating employees mey contribute up 1a 25% of ther prelax salary,
il not more than statulory hmits, We confribute fifty cents for each daltar a participant contnbutes, with a maxirmum contribution of 3% of a participant's eamings.

Matching contributions were $63 million, $77 milion, and $88 million 1n 2001, 2002, and 2002,
Stock Option and Slock Plans

We have a stock oplion plan for directors and 3 stock plan for officers, and employees, which provide for nonqualified and incentive stock options and in the case of
the stock plan, stock awards. Oplions granted prior te 1995 penerally vest aver four and one-half years and expire ten years from the date of grant. Options granted
between 1985 and 2001 generally vest over faur and one-hail years and expire seven years from the date of grant, while certain options vest either over four and one-
nall years or over seven and one-hall yeers and expire ten years fram the date of grant. Optinns granted during and after 2002 vest over four and ane-haif years and
expire ten years from the date of grant. We have ssued stock awards under the plan for officers and employees whereby employess eam actual shares of stock. tn

fiscal 2003, the company granted 4 milllon stack awards, which vest over five years

Al June 30, 2003, slock options for 774 milion shares were vested and 866 million shares were gvadable for future grants under the ptans.
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Stock oplions outstanding were as follows:
{In milllons, except #arnings per share)

Price per Share

Shares
Balance, June 30, 2000 1,664
Granted 446
Exarcised (246)
Canceled (r0)
Balancs, June 30, 2001 1,796
Granted a8z
Exercised (198)
Canceled {78)
3nce, June 30, 2002 1,604
Geranted 254
Exercisaed {234}
Canceled {75}
Balance, June 34, 2003 1,549

For vanaus pnce ranges, weighted average charactenstics of sutstanding stock opliens at June 30, 2603 were as follows:

{In millions, except earnings per share)

Ranpe
§ 0.28 - 559.57
20.75 - 40.00
0.30 - 42.8%
§.92 - 58.57
0.28 - 53.57
24.31- 36.29
051 - 3491
0,58 - 58.28
0.40 - 59.57
21.42 - 2812
0.91 - 28.22
213 - 58,56
0.40 - 59.56

Weighted
Average

§ 2082
a0.42
5.57
.79

2477
N.25

6.41
34.34

26.88
24.27

6.89
3433

29.20

Outstanding Oplions

Exercisable Cptions

Range of Exercise Prices ' Shares
$ 0,39 - $15.00 124
15.01 - 25.00 359
2501~ 33.00 415
3301 - 41.00 387
41.01 - 59.56 . 264

Remaining
Life {Years)

37
586
5.4
32
2.4

Waeighted
Average Price

$ 5.29
21,30
28.24
34.26
44,90

Shares

"t
L3
177
196
183

Weighted
Average Price

$ 6.23
16.64
27.92
34.34
44.73

We follow Accouniing Panciples Board Opirion 25 1o account for slack opbon and empioyee stock purchase plans. An atternative method of accounting for stock

ins s SFAS 123, Linder SFAS 123, emplayee siock ophons are valued at grant dale using the Biack-Scholes vatuation model, and this compensation cost is
nized ratably over lhe vesting period. In addiicn to announcing changes {0 our employee compernsalion arrangements i July 2003, we also indicated that we

adopt the fair value recogrtion provisions of SFAS 123 effectve July 1, 2003 and will report that change in accounting principle Lsing the retroachve restalement

1n<thod described in SFAS 148,

Mad compensabon cost for our slock ophon and employee stock purchase plans been determined as prescribed by SFAS 123, pro forma incarne statements for

200%, 2062, and 2003 would have been as folows:
[In milliens, except earnings par shara)

Year Ended June 30 2001 2002 2003
Reported Pro Forma Raported Pro Forma Reparted Fro Forma
Ravenue $ 252086 § 25208 $ 28,385 § 28385 £ 32,187 § az187

{Dperating axpenses:

Cost of revenue 3,455 3,775 5,181 5699 5,686 6,059
Research and development 4,37% B,106 4,307 6.299 4,659 B, 595
Saies and markating 4,885 5,888 5,407 6,252 6,521 T.562
General and adminisirative 837 1,184 1,550 1.843 2,104 2,428
Total cparahing expenses 13,576 16,853 16,455 20,083 18,870 22,642
DQperating income 11,720 8,343 11,810 8,272 13,217 8,545
Losses on equity investees and other {159} {158) 62) 2) {68) (68)
Invasiment income/{lass) {36) (36) (305) (205) 1,517 1,577
18/11/2003
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Incame before ingome taxes 11,525 8,148 11,813 ?-.875 14,726 11,054
Provigion for income taxes 3,804 2,689 3.684 2,520 4,733 3,523
Income before rccounting chanpe 7.721 5,459 1,829 5,355 9,993 T.531
Cumulative effect of accounting change (3v8) {375) - - - -
Net Income § 7346 5,084 $ 7829 5,355 $ 9,992 $ 7.5
Basic earmngs per share $ 088 0.48 5 072 0.50 $ 08l $ o.ro
Diluted earnings per share § 066 046 5 Q70 D.48 § 0,92 H 0.59
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The werghlad average Black-Scholes vaiue of oplions granied under the stock opban plans during 2001, 2002, and 2003 was $14 .66, $15.79, and $12.03. Value
was estimated using 8 weighted average expected liie of 6.4 years in 2001 and 7.0 years in 2002 and 2003, no dividends in 2001 end 2002, 2 $0.08 per share
dividend,in 2003, volatity of .38 n 2001, 39 in 2002, and .4% in 2003, and nsk-free interest rates of 5.3%, 5.4%, and 3.9% in 2001, 2002, and 2003.

Note 17-~Earnings Per Share

Basic sarnings per share 1s computed an the basis of the weightad average number of commor shares outstanding. Diluted eamings per share is compuied on the
basis of the wesphled average number of common shares outstanding plus the effect of outslanding pul warrants using the “reverse treasury slock™ methad and
outstanding stock oplions using the “reasury stock” method.

The components of basic and diluted earnings per share were as follows:

{In millions, excapt sarnings per share)

Year Ended June 30 2001 2002 2003
Income before accounting change 577 § 7,828 $ 9,993
——————
Weighted average outstanding shares of comman stock 10,683 10,811 10,723
Dilutive effect of: -
Put warrams 42 - -
Employee stock options 423 285 159
« mmon stock and commaon stock equivalents 11,148 11,106 10,882
L]
Earnings per share before accounhing changa’ -
Basw : 5 072 $ 072 $ 093
E——
" Ciluted o ) o R § 089 & 070 § 082

For the years ended June 30, 2001, 2002 end 2003, 702 million, 746 miliion, 2nd 1.08 bihon shares attrbutable to oulstanding stack options were excluded from
the calculatian of diluted eamings per share because the effect was antidilutive.

Note 18—Acqulisitions

in fiscal year ended June 30, 2003, we acquired all of the outstanding equily nieresis of Navision afs, Rare Lid.. and Placeware, Inc. Nawsion, heanquartered in
Vedbaek, Denmark, is a provider of integrated business solutions software for small and mid-sized busingsses in the European market and will play a key role in the
futyre developmant af the Microsoft Business Solutions segment. We acguired Navision on July 12, 2002 for $1 465 biflion consisting primanty af $662 rriliion in cash
and the asuance of 29.1 million common shares of Microsoft stock valued at $773 milion. The value of the common shares issued was determined based on the
average market price of our common shares over the 2-day period before and affer lerms of the acquisition were agreed io and approved. Rare s a vidao game
developer located outside Leicestershire, England. that is expected 10 broaden the portfoiia of games avaiable for ihe Xbox video game system. Rare was acquired
on September 24, 2002 far $377 million consisting primarily of $375 million in cash. Placeware, located n Mountain View, CA, facililates secure, highly reliable, cross-
firewsli web conferencing experiences allowing users 1o conduct business meetings online fram a PC, and will become & part of Microsoft's Real Time Collaboraion
business unit within the Information Worker segment. Placeware was acquired on April 30, 2003 for §202 mithian, consisting prmarily of 5189 million in cash. Navision,
Rare, and Placeware have been consohdaled inlo our finantial statemants since thewr respective acquisition dales. None of the aoguisitions, indvndually or in the
ragBie, are maignai to our consohdated results of operations Aczardingly, pro forma financial information s not incluged In this nole.
“ﬂe fallowing table summarizes the estimated farr values of the assets acquirad and habilities assumed at the date of the acouisitions (in milkions):

Navlsion a/s Rare, Lid, Placewars, Int.
At At At

July 12, 2002 Saptembuer 24, 2002 April 30, 2003

Cutren! assets 3 240 3 25 $ 30
Proparty, plani, and equipment 8 B 7
iniangible assels 169 5 30
Gopdwill 1,197 281 180
Total assets acquired 1,614 389 247
Current Liabiibies (148) {12} (32}
Long-term habilibes m - {13)
Tolal liabittes assumed (148} 12) (45}

Net Assels Acguired 5 1,465 $ v H 202

AEE———

Of the 5169 mitlion of acguired intangibie ass
accordance with FIN 4. Those wnle-cffs are included in
weghted average useful fife of approximslely five years. The int
average uselut life), contracts of $115 million {six-year weighted

hitp: /i www.sec.gov/ Archives/edgar/data/ 78901 9/000119312503045632/d10k. htm

ets in the Navision acguisibon, $2 million was assigned 1o research and development assets that were written off 1
Research and Develupment expenses The remaining $167 million of acquired intangibie assels have a
angibie assets thal make up that amount nclude technalogy of $48 milion {{lour-year weighted-
-average uselul e}, and marketing of $4 mithon (tnree-year weaighted-average usefud
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life). The 1,197 million of goodwill was assgned o the Migrosolt Business Solutons segment. Of that ltal amount, approximately 960 million is expecied 10 be
deductiole for tax purposes.

Of the §75 miliion of acquired infangsbie assels in the Rare acquistion, §13 million was assigned 1o résearch and development assets that were writtan off in
accordance with FIN 4. Those wrile-offs are included in Research and Development sxpenses. Tne remaining $62 million of acquired intangibie assets have 2
weighted average usalui life of approximately five years, The intangible assets that make up that amount include technology of $36 million (five-year waighted averape
useful life), conteacts of $16 million (five-year weighted average useful ife), and marketing of $10 mitlion {five-year weighted average useful life). The $281 milan of
goodwill was assigned to the Horme and Entertainment segrment. OF that tatai amound, approximately £270 milion is expected to be daductible tor 18x purpases.

The $30 million of acquired intangible 2ssets in the Placeware acquisition have a weighted everape useful ife of approximately eight years. The infangibie assets
that make up that amount Include lechnoiogy of $4 million (four-year weighted-average useful life), custorners of $23 million {len-year weighiad-average useiul he),
contracts of $4 million (s-year weiphted-average useful e}, and marketing of $2 milkon (one-year weighled average useful fife). The $180 million of goodwiii was
assigned to the Information Worker segment None of the goodwill 1s expectad to be deduclitie for tax purposes

Note 19—Commitments and Guarantees
We have operating leases for most U.5. and inlernational sales and suppor offices and ceriain equipment Rental expense for operating leases was 5281 million,
$318 million, and $290 million in 2001, 2002, and 2003 Future mihimum rental commitments under noncanceliable leasas, in milions of dollars, are: 2004, $218;
2005, $202; 2006, $172; 2007, $134: 2008, $116; and thereafter, $429, We have commilted §117 million Tor construching new buildings.
in Novernber 2002, the FASB issued Interpretation 45, Guarantor's Accounting and Disclosure Requirements for Guarantees, including indirect Guarantees of
ebiadness of Othiers (FIN 45). FIN 45 elaborates on previously existing disclosure requiraments far most puarantees, inciuging loan guarantees such as slandby
&rs of credit. It also clarifies that at the tme a company issues a guaraniee, the company must recognize an mnitial habllily for the fair value, or markel value, of the
ations it assumes under the guaraniee and must disclose that infarmation in its nterim and annual financial statements. The provisions related Lo recognizing @

‘hty at inceptiort of the guarantee for the farr value of the guarantor's obligations does not apply ta product warranties or lo guarantees accounted for as denvatives.
<& 1nitial recogrition and intial measurement provisions apply on a prospechve basis lo guarantees \ssued or modified after December 31, 2002,

We have unconditionally gusranteed the repayment of certain Japanese yen denominated bank loans and related mierast and fees of Jupiter Telecormmunicahion,
Lid., & Japanese cable comparly (Jupher). These guaraniees arose on Fabruary 1, 2003 in canjunction wah the expiration of prior financing arrangements, inchuding
pravious guarantees by us The finanting afrangements were entarad into by Jupiter as part of financing its operations. As par of Jupiter's new financing agreemant,
we agreed to guerantee repayment by Jupiter of the loans of approximately $51 million. The estimated fair value and the carrying value of the guarantees was-$18.5
rmiian and did not result In a charge lo operatons. The guarantees are in effect until the earfier of repayment af the loans, including accrued inferest and fees, or
February 1, 2009. The maximum amount of the guarantees is limited to the sum of the toial due and unpaid principal amaunits, B6Enied and unpaid inférest, and any ~
other related expenses, Additionally, the maximum amount of the guarantees, denominated in Japanese yen, wilt vary based on fluctuations i foreign exchange rates.
if we were required to make payments under the guarantees, we may racover all or a portion of those payments upon liquidatien of the Jupiters assets. The proceeds
from such liquidation cannot be accurately esflimated due to the muitituds of factors thal would affect the valuahon and realization of the proceeds in the event of
iquidation.

In connection with vanous operating jeases, we 1ssued residual value guaraniees, which provide that if we do not purchase the leased property from the lessor &t
the and of ihe laase term, then we are liable to the jessor for an amount equal io the shortage {if any) between the proceeds from the sale of the property and an
agreed value. As of Jure 30, 2003, the maximurmn amount of the residual value guarantees was approximataly $271 milien. We believe thal proceeds from the sale of
properties under operahing leases would exceed the payment abligaton: and therefore no liability to us currantly exsts.

We provide indemnifications of varying scope and size to cerfain cuslomars against claims of intelleciual property infringement made by thug pariies ansing frarm
the use of our products. We evaluale estimaled losses for such indemnifications under SFEAS 5, Accounting for Contingancies, as inlerpreted by FIN 45. We consider
such faclars as the degree of probability of an unfavorable oulcome and the ability to make a reasonable estmate of the amount of loss To date, we have not
encounterad malenal costs as a result of such abligations and have not accrued any habilikes refated to such ingemnificaions : our financial stalements.

Our product warranty accrual reflects managament's pest estimale of probable kabihly under ts product warranties ({pnmarlly relating to the Xbox console}. We
determine the warranty accrual based on knawn procuct failurgs (f any), histoneal expenence, and other currently available evidence. Changes in the product
warranty accrual for the fiscal year ended June 3¢, 2003 were a5 follows (in millions}:

Batance, beginning of penod $ 8
ents made -

Inge in hability for warranties issued dunng the period 29
*nge i hiadikty for preexishing warranties {25}
Balance, end of period 512
—_——

Note 20—Contingencies .

We are @ defandant in U S. v. Micrasoft and New York v. Microsoft, companion lawsuits filed by Ihe Antitrust Division of the U.S. Department of Justice (DQJ) and a
group of eighteen state Altorneys General alleging violations of the Sherman Act and vanous state anbitrus! faws. Afier the tnal, the District Court entered Findings of
Fact and Conclusions of Law stating that we had violated Sections 1 and 2 of the Sherman Act and various slate anlitrust laws. & Judgment was enterad on June 7,

2000 ordaring, among
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othar things, our breakug inic two companies. The Judgmant was stayed pending an appeal, On June 28, 2001, the U.S. Court of Appeals for 1he District of Columbia
Cireuit affirmed in part, reversed in part, and vacated the Judgment in its entwety and remanged the case to the Distnct Court for 3 new trial on one Seclion 1 claim
and for antry of a new judgment consisient with #s rubng In its ruling, the Court of Appeals substantally narrowed the bases of lability found bty the District Sourt, but
atfirmed some of the Destrict Court's conciusians that we had wviclated Section 2. We entered into a setllement with the United States on November 2, 2001. Nine
stales {New Yark, Ohio, Hiness, Kentucky, Louisrana, Maryland, Michigan, North Carolina and Wisconsin} agreed to settle on subsiantially the same terms on
Navernber 6, 2001 On Novernber 1, 2002, the Coun approved the settlement as being in the public interest, conditioned upon the parbes’ agreement to a modificatian
to ane provision related to the Court's ongoing junsdiction Nine slates and the District of Columbia continued to liligate the remedies phase of New York v. MicrosoR.
The non-selthing stales sought remadwes thal would have imposed much broader restrictons on our business Ihan the settlement wilh the DOJ and nine ather states.
On November 1, 2002, the Court entered & Final Judgment i this part of the litigation that Jargely rirrared the settiement between us, the 0O and the setiling states,
with sarme modifications and & ditferent regirne for enforaing compliance. The Court dechned to impose ather and proader remedies sought by the non-settling states.
Two slales, Massachusatls and West Virgenia, appealed from tus decrsion of the 1nal court, and West Virginia dismmssed its appeal as pant of a setlamant with vs of
several other cases.

The European Commission has instituted proceadings in which Il alisges that we have failed to disclose information that gur compatitors claim they need o
intaroperate fully with Windows 2000 cients and servers and that we have engaged In discnmnatory licensing of such technology, as well as impraper bundiing of
mulimedia playback techaology in the Windows aperating systern. The remedies soughi, though not fusly cefined, include mandatory disclosure of pur Windows
oparating sysiem tachnalogy, ekner the removal of Windows Media technalagy fram Windows or a “must carry” cbligation reguinng OEMSs to install competilive media
players with Windows, and imposition of fines in an amaunt that could be as large a5 10% of our worlowide annual revanue, We cjeny the European Commission's
allegations and nitend lo contest the proceetings vigorously. In other ongoing inveshigations, vanous foreign govemiments and several state Attorneys General have

ested information from Us concerming competihon, privacy, and security issues
large nurnber of antitrusl and unfair compethon class achon lawsuits have been filed against us 1n various state end Federal courls. The Federal cases have

\n consolidated n the U.S, Distnict Court lor Maryland. These cases alepe lhat we have competed unfaniy and unlawiully monopolized alieged markets for

rating systems and cartam software applhications, and they seex to recover on hehalf of vanously defined classes of direct and indirect purchasers overcharges we
allegedly charged for these products, To date, counts have dismissed sll claims for damages agansi us by Indirect purchasers under Federal law and in 16 different
states. Nine of those siate cour decisions have been affirmed on appaal. Cimms on behalf of foreign purchasers have also been disrussed, Appeals of severs! of
these nulings are stil pending. N tnals have been neld concerning any flabiiity 1ssues Courls in ten states have ruted that these casas may praceed as ¢lass achons,
while courts In two states have daniad class certification status, and another caurt has ruled that no class action is available for antitrust ctaims in that state. The
Federal District Court has cervfied a class of drect purchasers of our aperaling system software that acquired the software fram the shop.Microsoft.com Web sile or
pursuant to-a direct marketing campaign and-otheswise-denied cenification of the propesed classes-Members of tha certified class ieensed fewer than 550,000.copies. -
of operating system software from Microsaft. In 2003, we reached an agreement with counsel for the California plawntiffs to setie all elaims in 27 consofidaied cases In
that state. Under the praposed seftlement, class members will be able to abtain vouchers with a total face value of up to §1.1 bihan thal may be redeemed for cash
against purchases of 2 wide variety of piatiorm-neutral computer hardware and software. Two-thirds of the amount unclaimed or unredesmed by class members then
will be made available to certamn schools in California in the form of vouchers trat also may be redeemed for cash against purchased of a wide variety of platform=
neulral computar haraware, sattware and reiated sarvices. The courd in California preliminanly approved this proposed settiement, but it still requires final approval by
the court. in 2003, we atso reached similar agreements to settie all claims in Montana, Florida, West Virginia and North Carolina. The total face vaiue of the Montana
settlement 1s $12.3 million, the Florida sattlement, 3202 milkon, the Was! Virginia setttement, $21 miflion, and the North Carolina settlernent, 589.2 milion. These
praposed setilements are strictured similar to the California seftiement, except thal, among other differences, ane-half of the amounts unclaimed oy class members
will be made avallabie lo certain schools in Montana, Floride, West Virginia and North Caroiina, The proposed seftiernenls in Montana, Flunda and West Virginia have
been prelirminarily approved by the courts in those statas, bul still require final approval. The panies have filed a molion for praliminary approval of the settlement in
North Caroiina and the Court has scheduled a heanng for latar this year. We intend to sontinue vigorously defending the remarmning lawsuits. We eslmate the tolai cost
to rescive alt of these cases wili range between $916 milion and $1.1 tillan with the actual cos! dependent upon many unknown factors such 2s the quantity and rmx
of products for which claims will be made, the number of ehgibie ciess members who ullimalely use the vouchers, the nalure of hardware and software that 1s acquired
usng the vouchers, and the cost of administenng lhe claims process. in accordance with SFAS § and FIN 14, Reasonable Estimation of the Amount of a Lass, the
Company has recorded a contingent hability of $818 million

Netscape Communicafions Inc., a subsidiary of AOL-Time Warner Inc., filed suit against us on Jaruary 22, 2002 i U.S. Dstrict Coust for the District of Columbita,

ging viglations of anlitrust and unfar competiton laws and other tort claims refating to Netscape and s Nawgatos browser The case was transfarred for pretrial

&oses 1o the Disirict Court in Baltimore, Maryiand and was being coqrdinated with the anbtrust and unfar compelition class actians described above. On May 28,
_we and ACL Time Warner announced an agreement 1o sellle the case. As part of the settiement, we pa:d $750 milion to AOL Time Wamer and previded ACL
2 Warner a royally-free, seven-yoar ticense to use Microsoll Internet Explorer technologies with the AOL chient. The parlies agreed on vanous clher lechnical
+.. ~visions and enered into a separate agresment to collaborate on long-term digial media inikatives desgned lo accelerate the adoption of digilal content. The two
corpanies entered 1010 a long-term, ngn-exciusive lense agreement allowing AQL Time Wamer 1o use our Windows Media 9 Series and fulure software for creating,
dsiributing and playing back high-quality digital media. As z result of the seltlement, the case has been discussed with prejudice.
Be Incorporated, e former software development company whose assats were acquired by Palm, Inc. in August 2001, filed suit against us on February 18, 2002 int
the U.5. Distnet Court for Northern Cadiformia, allaging violabons of Federal and state anfitrust and unfair competiion laws and other torl claims Be alleges that our
license agreements with compuler manufacturers, pricing
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pokcies, and business praciices interfered with Be's reiationships with computer manufacturers and discouraged them from adapting Be’s own operating system far
thar praducts. We beliave the total cost ta resolve this case will not be matenal to our financial position o results of operations.

On March 8, 2002, Sun Microsysterns, inc, fied suit against us alieging violations of Federal and state antitrus! and unair competition laws as well as clalms under
the Federat Copynght Act. Sun seeks injunclive reiie! and unspecifiad trable camages along with its feps and costs, We deny these aliegations and will vigorously
defend this action. The case has baen {ransierred for pratnat purposes to the U.S. Districl Caurt in Baltimore, Maryland and is being toorchnated with the antitrust and
unfar competition class actions described above, On January 21, 2003, the Court granted Sun's motian for & prefiminary injunction and entered an injunction requiring
us to distribute eertain Sun Jave software with Microsoft Windows %P and cartain other products. The injunetion alsa prohibits us from distribubng our versian of Java
software In a variety of ways The U.S. Court of Appeals for the Fourth Gircuit granted our request for a stay of the preliminary inpunction grder. On June 26, 2003, a
three judge pane! of the Fourth Circuit wssued 3 Unanimous opinion vacating the preliminary injunchon requinng us & distribute Sun Java software and upheid the
preliminary injunchon prehibiting us from distnbuting our version of Java software in certain ways.

We are the defencant in more than 30 patent infnngerment cases. Several of these cases are approaching trial, in the case of Folas Technologies, Inc. and
Universily of California v. Microsof, filed in the U.S. District Court for the Nosthern Disinct of lllinots on February 2, 1899, the plainiifis accused the browser
functionaiity of Windows of nfnngement. On August 11, 2008, the jury awarged the plaintifs spproximately $520 millon in damages for infringement from the date the
plainhfis’ patent issued through September 2001. The plamtiffs are seeking an equitable sccountng for darmages from Septembar 2001 10 the present. We will appeal
the jury award and any award on the equitable atcounting issue upon canclusion of thoss aspects of the case that ramain 1o be completed before the tnal courl. While
it 1$ not currantly possible to estimaie the range of possible 10ss, we beleve the total cosito resalve g case will not be matenal 10 our financial passtion o rasults of
apetations. However, the actual costs are dependant upon many unknown faclors such as the outcome of issues remaining te be decided by the tnai courl, Success

ppeal, and the events of a retnal of the case should the case be remanded to tnal folowing appeal. The triat of InterTrust v. Microsofl, filed in the U.S. Districi
i\ for Northemn Caiiforsa on April 26, 2001, 15 anticipated in 2605, The plaintif! m this case hes accused a large number of products, including Windpws and Office, -
ringernent. In each of Fofas ang tntarTrust, imjunctive relief also may be awarded (hat could adversely impact disinbution of Windows or Office. Advarse

somes in some or &l of Ihe pending cases may resultin significant manetary camapes ar injunclive relief againsi us.

We are also subject o @ variety of other claims and suits that arise from time lo tme in the ordinary course of our DUSINESS,

While managemant currently believes that resolving all of these malters, individually or in aggregate, will not have a matenal adverse impact on our financial
posiiion of our results of operalions, the Irigahon and other claimns noled above are subject to inherent uncertainties and management's view of these matiers may
change in the future. Were an unfavorable final outcome to ocowr, there exists the passibility of 8 material adverse impact on our financial posibon and the resuits of
operalions for the period in which the efiect becomes reasonably estimabie.  ~

(In miillons}

Yaar Endad June 30 2002 2003
Ravenue
Client $ 5,350 $10,286
Server and Tools 5,632 6519
Information Worker §,328 3,718
MicrosoH Busness Solutions N el ] 577
BMSN : 1,624 2,363
Moblle and Embedded Devices 124 153
Home and Enterfainment 2,411 2,779
Reconciling Amounts 288 {208)
Consolidated Revenue §28,365 $32,187
.1ting Incomel/({Loss)
™ $ 7,529 $ 8281
wwiver and Toaols 1,400 4,848
Information Worker ’ 6,440 7,393
Microsaft Business Solutions {196) (308
MSN {748) {384}
Mohile and Embedded Devices (240) 1175}
Home and Entertainment (866) (940)
Recanciling Amounts {1,420) {2,48B)
Caonsolidated Operating Incomel(Loss) 11,910 $13,217

Segmeni informaton 1s presented in accordance with SFAS 131, Disclesures about Segments of an Enterprise and Relaled Information. This standard is based on a
management approach, which requires segmentabion based upon owr internal organizalion and reporting of revenue and operating ncome based upon intemai
sccounting methods. Qur finanaial reporting sysiems present vanous dala for managarnent o run the business, inciuding internal profit and toss siatements (P&LE}
prepared on a basis not consislent wilh U S. GAAP. Assels are not allocated 1o segments for internal reperting preseniations. A porbon of amortization and
depreciation is included with various other costs in an overhead allocalion to each sepment and itis
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wnpracticable for the Company 10 separatety idenlify the amount of arnoniization and depreciation by segment that is included In the measura of segmant profit or loss.

On July 1, 2002, we revised ouf sagments. Tnese changes are designed to promate better ahgnment of siralegies and ubjectives between deveiopment, sales,
marketing, and services arganizations; provide for more timely ang rational allocation of development, sales, and marketing resOUFCES wihin businesses; and focus
iong-tarm pianning efforts on key ophjectives and initialives, Qur seven new segments are: Chant: Server and Toals; Information Warker, Micrasodl Business Solutions;
MSN: Mobile and Embsdded Devices; and Home and Enterainment. Prior year segrment information has been restaled to conform to the sevan new segments. il is
nol praclical 1o discem operating incame for 2001 for the current segments or operating ncome for 2003 for the previous segments due to reorganizauons.

The segments are designed 1o allogate resources internally and prowde a framework to determine menagement responsibilly Due to our integraled business

. structure, operaling costs incluged in one segment may beneflt other segments, and therefore these segments are not designed jo measure gperating incormea or 1059
directly related lo the products included in each segment. inter-gegrient cost comimissions are esumated by ranapement and used to compensate or charge each
segment for such shared costs and 1o incent shared efforls Management will continually evaiuale the alignment of development, sales organizations, ang Inter-
segren] COMMISsoNns tar segmeni reporting purposes, whch may resust in changes 1o segment allocations in future penods.

The Client segment includes revenue and opearating expanses associated with Windows XP, Windows 2000, end other standard Windows cperaling systems.
Sarver and Tools segment consists of revenue and operating expenses associaled with server software licenses and cheni access ficenses (CaLs) Tor Windows
Server, SOL Server, Exchange Server, and other servers it also incluras developer tonls, traming, senffication, Microsoft Press, Premier product suppor services,
and Microsaft consulting services Information Warker segment ncludes Microsoft Office, Microsoft Project, Visia, other infarmation workaer products, SharePaint
Pontal Server CALs, an aliotation for CALs, and pratessional proguct support serices. Microsoft Business Solutions Inciudes Microsoft Great Plains, Navision, and
bCaniral. MSN includes MSN Subscription and MSN Network services. Mobile and Embeddas Dawces includes Windows Mobile software, Windows Embedded
device operating systems, MapPaint, and Windows Automolive. Home and Entertainment includes the Xbox video game system, PC games, consumer software and

ware, and TV platfarm.
sconciling amounts include adjusiments to state revenus and aperating income in accorgance wilh U.S. GAAP and carporate level expenses not specifically
ibuted to & sepmenl. For revenue, recanciing items nelude certain undelivered elements of uneamed revenue and allowances far cerlain sales returns and

.ates. Reconciling lems for operating income/(inss) mclude genesal and adminisirative expenses {$1.55 billion 1 2002 and $2.10 tilhon in 2003), broad-based
research and development expenses ($202 mihon in 2002 and $210 million in 2003), and certain corparate level sales and marketing costs (8526 millign wn 2002 and
$888 mullipn in 2003). The internal segment aperaling income or lass aiso inchdes hon-GAAP accelersted methods of depreciation and amortization. Addionally,

. losses on equity investees and minonty inlarest are classifed in operating income for nternal zeporting presentations.

Revenue attributable 1o U.S. operations includes shipments 1o customers in the United States, licensing to OEMs and certan mulbinational organizations, and
exports of finished goods, primarlly to Asia, Latin Amenca, and Canada. Revenue from U.5 operations iotated $17.8 bilion, $20.9 billion, and $22.1 billion in 2004,
2002, aru 2003 Revenus from outsice thetnited States; excluding ficensing to GEMS and- cartain mulinational organizatians end LS. axpods, talaled $7.5 biflion,-- -
$7.5 billion, and $10.1 bllion i 2001, 2002, and 2003. No single custome! accounted for 10% or mare of revenue in 2001, 2002, or 2003. .

Long-fived assets {principally propesty and equipment) totaled $2.0 billion and $1.9 billon in the United States in 2002 and 2003 and $220 mithan, and $284 million
in other countres m 2002 and 2003.
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{in milllone, excapt earnings per share) (Unaudited) Quarter Ended
Sapt. 30 Dec. 31 Mar. 3t June 30 Yeoar
Fiscal 2001
Revenue 5,786 $ 6,550 § 6403 $ 6577 $25.206
Gross prafil 4,941 5,686 5,504 5,710 21,841
Net income 2,206 2624 2,451 65 7,346
Basic earaings per shara("? 0.21@ 0.25 0.23 0.04 0.66
Diluted earnings per sharel*! 0.20% 0.24 022 .01 0.66
Fiscal 2002
Revenue 5,126 § 7,741 § 7245 § 7.253 §£28,365
5 profil - 5,242 6,497 5,850 5,885 23,174
hncome 1,283 2,283 2,736 1,525' 7,829
.5iC eafnings per sharel!? 012 0.21 0.25 0.14 072
Diluted earnings per share!! 0.12 0.2 0.25 0.44 0.70
Fiscal 2003
Revenus 1,746 § 8544 - --- § 7,835 $ 8,085 $32,187
Gross profit 6,547 6,507 5,620 6,827 25,501
Net incame 2,726 2,552 2,794 1,921 9,993
Basic aamings per share 0.25 0.24 0.26 018 0.93
DHuted aarnings per share 0.25 0.23 0.26 0.18 0.92

(4} Earhings per share have been restated {o refiect a two-for-one stock split in February 2003
(2) Inthudes an unfavorabie cumulative effect of aceounting change of $375 million or $0.03 per basic sl

133.

(3} Inciudes $3.92 billon {pre-1ax) n Impairmerits of certain mvasimants.
(4} Includes §1.82 billion {pre-tax) in impairmenis of cartain investments,

(5} Inciudes §1.25 blllon {pre-tax) gain on the sale of Expedia, Inc. and $1.19 bithan (pre-tax) in impairments of certain investments.

(6} Includes $1.18 billon {pre-tax) impairments of certain investments.
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INDEPENDENT ALUDITORS’ REPORT

To the Board of Directors and Stockholders of Micrasoft Corporabion.

We have audited the accompanying consolicated balance sheets of Microsoft Corporation and subsidiaries as of June 30, 2002 and 2003, and the relaied
consolidaied staternents of income, ¢ash flows, and stockholders' equity for each of the thrae years in the penod enged June 30, 2003, These financial statements are
the responsibility of the Carporalion’s managermant. Our responsibility is to express an opimon on these financial statements based on our audits.

We cenducted our audits in accordence with auditing standards generally accepled in the Uniled States of Amenca. Thase standards require that wa plan and
perform the sudit 10 oblain reasonable assurance aboul whether 1he financial siatements are free of metenal misstatement, An audit includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial slatements. An audil aise includes assessing the accounting principles used and significant
estimates made by management, as well as evaluating the overall financlal statemant presentation. We believe that our audits provide a reasonable basis for our

opinion.
in qur apimen, Such consolidated financsal statements present fairy, in all matenal respacts, the financlal posibon of Microsaft Corporation and subsidiarles as of

June 30, 2002 and 2003, and the results of their operations and therr cash flows for sach of the three years in the penod ended June 30, 2003 1n conformity with

accounting pnncples generally accepied in the United States of Amenca. .
As described in Nate 3 1o the financial statements, the Company adopted Statemant of Financial Accounting Slandards No. 133, Accouning for Danvative
Instruments and Hedging Activiies, effective July 1, 2000, and Statament of Financial Accounting Standards No. 142, Goodwill and Other Intangible Assels, effective

July 1, 2001.

. DELGITTE & TOUCHE LLP

vitle & Touche LLP
.altle, Washington
July 17, 2003 {September 3, 2003 as 1o cerlain informaban in Nole 20}
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ITEMS. Changes in and Disagreements with Accountants on Accounting and Financial Disciosures
Nene. |

iTEM 84A. Controls and Procedures

Under the supervision and with the parbcipation of our management, including the Chief Executive Officer and Chief Financial Officer, we have evaluated the
eectiveness of the deswgn and aperation of our disglosure controls and procedures pursuani 1o Exchange Act Rule 138-14{c) as of the end of the period coverad by
this report. Based on that evaluation, the Chief Execubve Officer and Civef Financial Officer have concludad that these disclosure controls and procedures are
effective. There were no changes in our internal coniral over financial reporting during the quanier ended June 30, 2003 that heve matenally afecied, or are
reasonably likely to materially affect, our internal controls over financial reporting.

PART Il

ITEM 10. Directors and Executive Officers of the Registrant

Inforrmation with respect to Dirsctors may be found under the caphon *Election of Directors and Management Informiation” of our Proxy Statement for the Annual
Meeting of Shareholders 1o be heid November 11, 2003 (he *Proxy Statement”]. Such information s incorporated heren by reference.
he \nformatian m the Proxy Statemeni set forth under the caption: "Segton 16(a) Benelicial Ownership Reporting Campliance” is incorporated harein by reference.
e have adopled the Microsoft Finance Code of Professionat Conducl (the “finance code of ethics™), a code of ethics that apphes to our Chief Execulive Officer,
O of Financial Officer, Corporate Controller and other finance organization employees The finance code of ethics Is pubficly available on our websile at
www._microsol.comvmstt. If we make any subsiantive amendments 1o the finance ¢ode of ethics or grant any waiver, including any implicit waiver, from a pravision of
the code 1o our Chief Executive Officer, Chief Finanmial Officer or Corporate Controller, we will disclose the nature of such arnendment or waiver on that website ar in

a report on Form B-K.

ITEM 11. Executive Compensation

The iformation in the Proxy-Statement set forth under-the taptiong: “Information-Regerding-Exeeutive Officer Compensation” and “information Regarding the Board
and its Commulttees — Director Compensation” is wxcorporated herein by reference.

ITEM 12, Security Ownership of Certain Beneficial Owners and Management and Related Stockholder Matters

The information in the Praxy Statement set forth under the captions “Equity Compensation Plan Information” and “Informaiion Regarding Beneficial Gwnership of
Pnncipal Shareholders, Drgclors, and Management” is incorporated herain by reference.

ITEM 13. Certain Relationships and Related Transactions
“The information set ferth undier the caplions “Certain Relationships and Related Transactions™ of the Proxy Stalement is incosporated herein by referance.

ITEM 14.  Principat Accounting Fees and Services

Information concerning principal accountant fees and sanices appears in the proxy statemenl under the heading “Fees Paid 1o Deloitte & Touche LLP" and is
incorporated herein by reference. '
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Par IV, Itam 15
PART IV

ITEM 15. Exhibits, Financiat Statement Schedules, and Reports on Form 8-K
(2) Financial Statements and Schedules

“rha financial statements are sat forth under Item 8 of this Annual Report on Form 10-K. Financial staterment schedules have been omitlad since they are either not
required, no! applicable, or he information 1s otherwise included,
{b} Reports on Form B-K

We did not e any reports on Form B-K durtag the quarter ended June 20, 2003. We furnished to the SEC reports on Form §-K on April 15, 2003 and May 12,
2003. The April 15, 2003 Form 8-K was for the purpose of furnishing the press release announting our financial resulis for the fiscal quarier ended March 31, 2003,
The May 12, 2003 Farm 8-K was for the purpgse of Jumishing our consclideled batance sheats as of June 30, 2002 and March 31, 2003, and the relsted consohdated
statements of income, cash flows, and stockholders' equity for {he three and nine montns ended March 3%, 2002 and 2043 formatted in XBRL {Extensible Business

Reporting Language}.

[¢) Exhiblt Listng
Exhibit
Number Description
. 31 Amended and Restated Arlicies of Incorporation of Micrasoit Carparationt!)

3.2 Bylaws of Microsoft Corporationt?!
10.1  Microsch Corporation 2001 Stock Plan, as amended and resiated

102 Microsolt Corporation 1991 Stock Oplion Plantd
10.3 Mcrosoft Corparation 1981 Stock Option Plan(®

“jpa Whorosoft Comporation 1899 Stogk Opten Plam for Non-Employee Birectorst®
105 Microsolt Corporation Stock Option Plan for Consultants and AdvisorsS!

106 Microsof Corporation 2003 Employee Stock Purchase Piani’)

10.7  Trust Agreement dated June 1, 1893 betwaen Microsoft Corporation and BNY Western Trust Company as irustee (forrnerly with
First interstate Bank of Washington as trustes)®

10.8 Trusi Agreement dated as of June 30, 2003 between Microsoft Corporation and BNY Western Trust Company as trustee

0.0 Farm of kdemnification Agreement(®)
21, Subsidianes of Registranl
23.  independent Auditors’ Consent
441 Cedifications of Chief Executive Officer Pursuant to Sachon 302 of the Sarbanes-Oxley Act of 2002
312 Cerlificalions of Chel Financial Officer Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002
. 42,  Cerificatons of Cimel Executive Qfficer and Chief Financial Gfficer Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

Incorporated by refarence to Quasierly Repart on Form 10-Q for the Quarterly Period Ended December 31, 2002.
incorporated by referance to Quarerly Report on Form 10-0 for the Quarterly Period Ended March 31, 2003.

., Incorporated by reference fo Annual Report on Form 10-K for the Fiscal Year Enged June 30, 1887

{4} Incotporated by reference to Regisiration Statement 33-37623 on-Form S-8.

{8) Incorporated by reference lo Regisiration Statement 333-01755 on Form S-8.

{8) incorporated by reference to Annual Report on Form 10-K for the Fiscal Year Ended June 30, 2002

() incormorated by reference o Registration Statement 333-102240 on Form S-8.
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'SIGNATURES

Pursuant Lo the requirements of Section 13 ar 15(d) of the Securities Exchange Ac! of 1934, the Regisirant has duly caused this report {o be signed on its behall by
the undersignad, thereunto duly authonzed, in the City of Redmond, State of Washington, on Seplember 4, 2003.

N

MicrosoFT CORPORATION

By: /s/  JoHn G. CONNORS

John 3. Connors
Senior Vice President, Chief Financial Officer

Pursuani 1o the requirements of the Securities Exchange Act of 1934, thes reporl has bean signed below by the following persons on behalf of Registrant and in the

capacities indicated on September 4, 2003,

Signature

. /5! WiLLiam H. GaTes Il

william H Gades Il

/s/  STEVEN A. BALLMER

Steven A, Ballmer

/s James |, Cass, JR., Ph.D.

Jares . Casn, Jr., Ph.D.

Is/ RA‘.(MOND V. GILMARTIN

Raymond V. Gilmartin

Is!  ANN MclaugHLIN KOROLOGOS

Ann Mcolaughlin Korologos

fsf Davio F. MarQUARDT

. Dawd F. Manquardt

Jsi WM. G. REED, JR.

wm. G. Reed, Jr.

fs/  Jon A. SHIRLEY

Jon A, Shirtey

/s! JoHN G, CONNCRS

John G Connors

43 /| MSFT

Tille

Chairman of the Board of Directors and Chief Software Architect

Chief Execufive Officer

Director

Direciot

Directar

Cirectar

Director

Direclor

Servor Vice Presidenl, Chief Finangial Officer (Principal Finangial and
Accounting Officar)
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