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ftem 1

PART 1

ITEM 1. BUSINESS
GENERAL
Our mission is to enable people and businesses throughout the world to realize their fult potential. We work to achieve our

mission through technology that transforms the way people work, play, and communicate. Since our founding in 1875, we
have been a leader in this transformation. We develop and market software, services and solutions that deliver new

opportunity, convenience, and value to people’s lives.

PRODUCT SEGMENTS

Qur product segments provide management with a comprehensive financial view of our key businesses. The segments
provide a framework for the alignment of strategies and objectives across the development, sales, marketing, and
services arganizations, and for the timely and rational allocation of development, sales, marketing, and services resources
within businesses. The segments aiso help focus strategic planning efforts on key objectives and initiatives across our
broad businesses.

Due to our integrated business structure, operating costs included in one segment may benefit other segments.
Therefore, lhese segments are not designed to measure operating income or loss that is directly related to the products
included in each segment. Inter-segment cost commissions are estimated by management and used to compensale or
charge each segment for such shared costs and to motivate shared effort. Due to our integrated business structure,
segments should not be viewed as discrete or easily separable businesses.

Our seven product segments are: Client; 8erver and Tools; Information Worker; Microsoft Business Solutions; BMSN;
Maobite and Embedded Devices; and Home and Entertainment. See Note 18 — Segment Information of the Notes to
Financial Statements for financial information regarding segment reporting.

Client. The Microsoft Windows operating system integrates a wide range of applications, services and hardware in &
familiar way, enabling people and organizations to use technology with ease and confidence. The Cilent segment has
overall responsibllity for product delivery, engineering, and technicat architecture for the Windows product family, and our
relationships with personal computer manufacturers, including multinational and regional original equipment manufacturer
(OEM) accounts. The segment includes sales and marketing expenses for ient operating system. and
product development efforts for the Windows platiorm ‘growth th the: 0 asesof

8 to! e,

he Client segment includes Windows XP and other standard Windows operating systems. Windows XP extends the
personal computing experience by ‘uniting PCs, devices, and services, while enhancing reliability, security, and
performance. With emerging form factors such as the Tablet PC and Media Center, and with investments in technology
such as Windows Media, the Windows PC continues to evolve with innovations that enable people to use computers in
more ways, in more places, and more often than ever before.

Windows.XP Home Edition is designed for individuals or familles and includes capabilities for digital photos, music, and
video, home networking, and communications. Windows XP Professional, designed for business users and people who
demand the most from their computing experience, includes all the features of Home Edition, along with advanced
security, performance, manageability, and multiingual features to help customers improve their productivity and
connectivity. Windows XP 64-Bit Edition meets the demands of specialized technical workstation users. Retail sales and
marketing of pre-packaged units of Client products occurs t nd Entertainment segment
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Server and Tools. The Server and Tools segment develops and markets Windows Server System products, including
Windows Server operating systems. Windows Server System is integrated server infrastructure software that is designed
‘o support end-to-end software applications and toals built on the Windows Server 2003 operating system. In addition, the
segment provides information to developers and information technology (IT) professionals about the extended Microsoft
platform through a variety of content offerings, such as Web-based training. Through this segment, we offer a broad range
of consulting services for advanced technology requirements, including custom solution services, enterprise application
planning, architecture and design services, and proof-of-concept services. We also provide product support se{'vices to
corporations and other large customers. The Server and Tools segment also includes: deveioper tools, training, and
certification: Microsoft Press; the Enterprise and Partner Group, which is responsible for sales, partner management and
partner programs for the enterprise business; and the Public Sector sales and marketing organization.

Products in Server and Tools provide a wide range of capabilities that include messaging and collaboration, database
management, e-commerce, and mobile information access. These products are designed to work seamlessly with one
another and with advances in applications and development tools. This architecture is designed to help simplify the
design, development, deployment, and management of software applications and tools so that customers can focus less
on integrating systems and training users, and more on adding strafegic value to their businesses. Windows Server
System also readily integrates with customers’ existing non-Microsoft systems, through support for open standards such
as HTTP and XML, and through on-going support for XML-based Web services.

Windows Server delivers a platform for powering connected applications, networks, and Web services from the work
group to the data center. SQL Server is a relational database management system for rapidly delivering the pext
generation of scalable e-commerce, line-of-business, and data-warehousing solutions. Exchange Server, a business tool
for e-mail collaboration and messaging, enables information workers to gain access to critical business communications.
Systems Management Server (SMS) provides a comprehensive solution for change and configuration management of
information systems, that enables organizations to provide relevant software and updates to users quickly and cost-
effectively. Small Business Server nelps small businesses do maore with a business server solution that includes
messaging and coliaboration, security-enhanced Internet access, protected data storage, refiable printing, the ability to
run line-of-business applications, and faxing. BizTalk Server is designed to help customers efficiently and effectively
integrate systems, employees, and trading partners through manageable business processes, enabling them to automate
and orchestrate interactions in a flexible and highly automated manner. Developer tools focus on coordinating the overall
yrogramming model for the client and server and creating tools for developing Microsoft NET-connected applications and
services. During fiscal year 2006, Server and Tools plans to launch major updates of several producls, including new
beta version of the eration i S
~lled OEM bkl

information Worker. The Information Worker segment is responsible for developing and delivering software. solutions
that enable organizations to meet core objectives by empowering their people to transform information info impact. These
solutions are a critical part of an organization’s application architeciure, enabling them to respond more effectively to new
opportunities and challenges through more effective use of their people and information.
The Information Worker segment has evolved its focus beyond personal productivity to look at how peaple interact
with the flow of information within an organization. What people do - how they create, share, and consume information -~
“has a direct effect on an organization's ability to succeed. Expanding our focus has opened up the opporiunity to deliver
more value through software and software-based services. These solutions help people realize their potential in smait,
medium, and large organizations and in home, student, and teacher segments.
The most recent wave of Microscoft Office offerings, released to market in the first half of fiscal year 2004, represenis
an evolutian from a suite of personal productivity products to a more comprehensive and integrated system of programs,
- servers, and services designed to increase personal, team, and organization productivity. The Microsoft Office system
includes the Microsoft Office 2003 Editions, which include (depending upcn the edition): Microsoft Office Outlook 2003;
Microsoft Office Excel 2003; Microsoft Office PowerPoint 2003; Microsoft Office Word 2003; Microsoft Office Access
2003, Microsoft Office InfoPath 2003, and Microsoft Office Publisher 2003. Other products in the Microsoft Office System
include: Microsoft Office Visio 2003; Microseft Office Project 2003; Microsoft Office Project Server 2003: Microsoft Office
OneNote 2003; Microsoft Office FrontPage 2003; Microsoft Office Live Communications Server 2005; Microsoft Office
tive Maeting 2005, Micresoft Office Communicator 2005; and Microsoft Cffice SharePoint Portal Server 2003. The
.aformation Worker business also offers Virtual Office, an ad hoc, peer-fo-peer cellaboration solution,
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Historically, approximately 40% of Information Worker biled revenue comes from multi-year license agreements with
large enterprises. Revenues from these licenses generally depend upon the number of information workers in a licensed
enterprise. Therefore, our revenue from this categary of agreements is relatively independent of the number of PCs sol¢
in a given year, but rather depends on the number of employees in a given enterprise. Consequently, general employment
levels, particularly in North America and Europe, Middle East, and Africa {EMEA), significantly affect Information Worker
revenue. Approximately 40% of Information Worker revenue comes from new licenses acquired through fully packaged
praduct and transactional volume licensing programs to individual consumers and enterprises of all sizes. Most of this
revenue is sensitive to information lechnology budgets, which often depend on general economic conditions. The
remaining approximately 20% of Informatian Worker revenue is fram licenses to OEMSs for new PCs and through sales of
retail packaged products and is affected by the relative level of PC shipments,
"1 "The Information Worker segment releases  most products in a “wave’ appro
months = a comfartable cycle for the majority ‘of ‘our customers, New products an

‘Microsoft Business Solutions. The Microsoft Business Solutions segment is responsible for developing and marketing

offerings to mapage financial, customer relationship and supply chain management functions for small and midsize
businesses, large organizations and divisions of global enterprises. Delivered through a global network of channel
partners providing vertical solutions and specialized services, these integrated, adaptable business solutions work like
and with familiar Microsoft software 1o streamline processes across an entire business. Microsoft Business Solutions now
includes the Small and Mid-Market Solutions & Partners (SMS&P) arganization, which previously had been included in’
Information Worker. SMS&P supports small and mid-market customers for all Microsoft products and services.

Microsoft Business Solutions focuses on providing continuous innovation that integrates with solutions across Microsoft
Office, Windows Server System and other Microsoft tools and technologies, and that provides rich functionality with high
adaptability at lower costs. At the core, the solutions are designed o be easy 10 use and empower pecple to be more
productive. As a resuilt of our platform approach, the business solutions category enables a broad ecosystemn of vertical
partners and independent software vendors that offer tailored functionality to our target customers. .

The segment consists of Line of Business Solutions to manage financial management and supply chain management
functions (Microsoft Great Plains, Micrasoft Navision, Microsoft Sclomon and Microsoft Axapta); solutions to manage
customer relationships {Microsoft CRM); vertical solutions for small and midsized retailers (Microsoft Point of Sale and
Microsoft Retail Management System); and other business applications and services including the Microsoft Partner

MSN. MSN is responsible for delivering online services that seek o empower people by bringing them closer to the
people and information that matter most to them. MSN provides personal communications services, such as e-mail and
instant messaging, and information services such as MSN Search and the MSN porials and channels around the world.
MSN manages many of its own properties, including health, autos, and shopping. MSN also creates alliances with leading
third parties for many channels, including top partners like MSNBC.com, a joint venture between NBC Universal and
Microsoft: Foxsports.com, a property of Fox Entertainment Group; Expedia.com; and Match.com, an operating unit of
InterActiveCorp and CareerBuilder.corn. MSN provides a variety of paid solutions including MSN Internet Access,
Premium Web Services (consisting of MSN internet Software Subscription, MSN Hotmail Pius, MSN Bill Pay, and MSN
Radio Ptus}, and MSN Maobile services. . : ' .
The segment generates revenue primarily from advertisers on MSN, from consumers and partners, through
subscriptions and transactians, and from subscribers o MSN narrowband Internet access. According to studies performed
~ by Nielson Net Ratings and comScore Media Metrix, MSN Web sites are among the most popular on the Internet, visited
by more than 420 million unique users every month. MSN Hotmail is one of the world’s largest e-mail services with more
than 205 million accounts, and MSN Messenger is one of the world's largest instant-messaging services with more than
175 million accounts. MSN also provides a variety of paid solutions including MSN Internet Access and MSN Premium
Web Services. ’
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Mobile and Embedded Devices., The Mobile and Embedded Devices segment is responsible for the development and
marketing of products that extend the advantages of the Windows platform to many types of devices, Including mobite
sevices that incorporate voice, personal information management, and media capabilities, and a wide variety of other
devices designed to improve people’s personal and work lives. Microsoft's vision for mobile devices is rooted in the
convergence of the computing and wireless industries, which brings new opporfunities to improve communication and
information access for customers. We see software as a key differentiator in making smart devices and wireless data
services valuable to customers through rich experiences such as maebile messaging, location-based services, media, and
speech recognition. Wea are working closely with maobite operators, and hardware and saoftware pariners to accelerats the
development and avaitability of smart devices and services, and to provide a broad range of choices for custiomers, The
segment is also responsible for managing olr company-wide sales and cusiomer relations with mobile device
manufacturers and with network service providers, including telecommunications, cable and wireless companies, and host
and network service providers, including telecommunications, cable and wireless companies, and host and network
equipment providers.

The segment consists of the Windows Mobile software platform, the Windows Embedded device operating system
family, MapPoint, and Windows Automotive. The Windows Mobile software platform provides a familiar and integrated
customer experience that is the basis for specific devices like the Pocket PC, Pocket PC Phone Edition, Smartphone, and
Portable Medla Center. Windows Embedded, including Windows CE, Windows XP Embedded and Windows XP
Embedded for Point of Service, is a family of embedded device software platforms used in non-PC computing devices.
Windows Embedded software is used widely in advanced consumer electronics devices, including digital televisions,
Irternet Protocol (IP)-based set top boxes, network gateways, and portable media players, and in enterprise devices such
as industrial controllers, retait point-of-sale systems, and voice-over-IP phones. The MapPoint family of location-enabiled
products and services includes the MapPoint Web Service, @ hosted programmable XML Web service that allows
developers to integrate location intelligence in applications, business processes and Web sites, and business and
consumer oriented mapping CO-ROM products, Windows Automotive i$ an automotive-grade software platform that
provides developers with the building blocks to quickly and reliably create a broad range of advanced telematics solutions
for vehicies. In fiscal year 2006, Mobile and Embedded Devices expects to release added functionality to the Windows
Mobile 5.0 platform through the Microsoft Enterprise Feature Pack and the Exchange Service Pack 2.

Effective July 1, 2006, funciions related to MapPoint in Mobile and Embedded Devices have been moved to MSN. This
eorganization will result in & corresponding change to the Mobile and Embedded Devices and MSN reported resulis.

Home and Entertainment. The Home and Entertainment segment is responsible for the development, production, and
marketing for the Xbox video game system, including hardware, third-party games, games published under the Microsoft
label, Xbox and Xbox Live operations, marketing, research, and sales and support. The segment leads the development
efforts of our Home Products Division (HPD) product lines. It aiso carries out all retail sales and marketing for Microsoft
Office b ]

products. It is also responsible for the development sales and deployment of Microsoft's TV platform pmducts for the
interactive television industry

OPERATIONS

To serve the needs of customers around the world and to improve the quality and usability of products in international
markets, we “localize” many of our products to reflect local languages and conventions. Localizing a product may require
madifying the user interface, altering dialog boxes, and translating text. Our research and development facilities are
located primarily in Redmond, with smaller facilities located in Mountain View, California; Fargo, North Dakota; Beijing,
China; Dublin, Ireland; Vedback, Denmark; Hyderabad, India; Haifa, lsrael; and Cambridge, England.

We have regional operations centers in lreland; Singapore; Reno, Nevada; Fargo, North Dakota; and Redmond,
"Washinglon. The centers support all operations in their regions, including customer contract and order processing, cradit
«4nd collections, information processing and vendor management and logistics. The regional center in Dubfin, Ireland,
supports the EMEA region; the center in Singapore supports the Japan, Greater China and Asia-Pacific region; and the
centers in Reno, Farge, and Redmond support North America and Latin America.
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We contract most of our manufacturing activities to third parties. Outside manufacturers produce the Xbox, various
" retail software packaged products, and Microsoft hardware. Our products may include some components that are
available from only one or limited sources. Key components that are currently obtained from a single source include the
Xbox central processing unit (CPU) from Intel Corporation and the Xbox graphics processing unit (GPU) from NVIDIA
Corporation. With the exception of the Xbox CPU and GPU, we generally have the ability to use other custom
manufacturers if the current manufacturing vendor becomes unavailable. We generally have multiple sources for raw
materials, supplies, and comporients, and are often able to acquire compenent parts and materials on a volume discount
basis. Our Xbox 360 console will Contain components which will be sourced from. ner PPHETS L Xbiox- 360
GPuUs are purchased from; [BM Corporation and GPUs are purchased:

PRODUCT DEVELOPMENT

During fiscal years 2003, 2004, and 2005, research and developrnent expense was $6.60 billion, $7.78 billion, and $6.18
niflion respectively. Those amounts represented 20.5%, 21.1%, and 15.5%, respectively, of revenue in each of those
years. We plan to continue significant investment on a broad range of research and praduct development.

Most of our software products are developed internally. We also purchase technology, license intellectual property
rights, and oversee third-party develupment and localization of certain products. We believe we are not materially
dependent upon licenses and other agreements with third parties relating to the development of our products. Internal
development aflows us to maintain closer technica! control over our products. It also gives us the freedom to decide which
modifications and enhancements are most important and when they should be implemented. Product documentation
generally is also created internally. We strive to obtain information at the earliest possible time about changing usage
patterns and hardware advances that may affect software design. Before releasing new software platforms, we provide
application vendors with a range of resources and guidelines for development, training, and testing.
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Gilide the world's largest email service, one of the Wworld's most popular online portals: MSN Search for the Web|
PC-desktop Xpox. Live, the world’s largest onling gaming service. We also. have begun to develop
ch-as Outlook -Live -and - Office- Live Mesting,  which enable Lworkers:: 1o collal

DISTRIBUTION, SALES AND MARKETING

We distribute our products primarily through the following channels: OEM; distributors and resellers; and anline services.
Our six major geographic sales and marketing organizations are the North American Region; the Latin American Region;
the Europe, Middle East, and Africa Region (EMEA); Japan; the Asia-Pacific Region; and Greater China.

OEM. Our operating systems are licensed primarily to OEMs under agreements that grant the OEMs the right to build
computing devices based on our operating systems, principally PCs. Under similar arrangements, we also market and
license certain server operating systems, desktop applications, hardware devices, and consumer software products to
OEMSs. We have OEM agreements covering ane or more ducts with virtually all of the major PC OEMs, including
Acer, Dell, Fujitsu, Fujitsu Siemens Computers, Gatewa - NEC, Samsung, Sony, and Toshiba. A subslantial
amount of OEM business is also conducted with system bufifers, which are low-volume customized PC vendors operating

in local markets. Vypwo M@ o WO
Distributors and Resellers. We license software to organizations under arrangements that allo the end-user customer

to acquire multiple licenses of producl. Organizations license our products primarily through large account resellers
(LARs), direct market resellers, and value-added resellers. Many organizations that license products through enterprise
agreements (EAs) now transact directly with us, with sales support from our Enterprise Software Advisor channel
»artners. These Enterprise Software Advisors typically are also authorized as LARs and operate as resellers for our other
Jicensing programs. Although each type of reselling partner reaches organizations of all sizes, LARs are primarily
engaged with large organizations and value-added resellers typically reach the breadth of smali- and medium-sized
organizations., Some of our distributors include Ingram Micro and Tech Data, and some of our largest resellers include
Software Spectrum, Software House International, Dell, COW, and insight Enterprises. Our business solutions software
offerings are licensed to enterprises through a global network of channel partners providing vertical solutions and
specialized services. We distribute our finished goods products primarily through independent non-exclusive distributors,
authorized replicators, resellers, and retail outlets. Individual consumers obtain our products primarily through retail
outlets, including Best Buy, Wal-Mart, and Target. We have a network of field sales representatives and field support
personnel that solicits orders from distributors and resellers and provides product training and sales support.

Our arrangements for organizations to acquire multiple licenses of products are designed to provide them with a means of
" doing so without having to scquire separate packaged product through retail channels. In delivering organizational
licensing arrangements io the market, we use different programs designed to provide flexibility for organizations of various
sizes. While these programs may differ in various parts of the world, generally they are as follows:

Open, Designed primarily for small-to-medium organizations (5 to over 250 licenses}, this program allows customers
to acquire perpetual licenses and, at the customer’s election, rights to future versions of software products over a
specified time period {generally two years). The offering that conveys rights to future versions of cerlain software
product over the contract period is called Software Assurance. Software Assurance also provides support, iools, and
training to help customers deploy and use software efficiently. Under the Open program, customers can acquire
licenses only, or licenses with Software Assurance. They can also renew Software Assurance upon the expiration of
existing velume licensing agreements.

Select. Designed primarily for medium-to-large organizations (greater than 250 licenses), this program allows
customers to acquire perpetual licenses and, at the customer's election, Software Assurance, which consists of rights
to future versions of certain software products, support, tools, and training over a specified time period (generally three
years). Similar to the Open program, customners can acquire licenses only, acquire licenses with Software Assurance,
or renew Software Assurance upon the expiration of existing volume licensing agreements.
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Enterprise Agreement. The Enterprise Agreement is targeted. at medium and large organizations that want tr
acquire perpetual licenses to software products for all or substantial parts of their enterprise, along with rights to future
versions of software products, support, tools, and training over a specified time period (generally three years).

Enterprise Subscription Agreement. The Enterprise Subscription Agreement (ESA) is a time-based, multi-year
licensing agreement. Under an ESA, customers acquire the right to use the current version of software products and

the future versions that are reteased during the three-year lerm of the agreement. At the end of the term, customers
may either renew their ESA or exercise a buy-out option to abtain perpetual licenses for the latest varsion of the
covered products. If they do not elect one of these options, then all previously covered software must be uninstallied.

Online Services. We distribute online cortent and services through MSN and other online services. MSN delivers
internet access and various premium services and tools 1o consumers. MSN also deiivers onfine e-mail and messaging
communication services and information services such as online search and premium content. Home and Entertainment
operates the Xhox Live service offering which aliows customers to participate in the gaming experience with other
subscribers online. Microsoft Business Solutions operates the Microsoft:Small Busin hottal, which is delivered
online. This portal provides tools and expertise for small-business owners to build, market, and manage their businesses
online. Other services delivered online include Microsoft Developer Networks (MSDN) subscription content and updates,
periodic product updates, and online technical and practice readiness resources to support our partners in developing and

selling our products and solutions.

CUSTOMERS

Our customers include individual consumers, small and medium-sized organizations, enterprises, gavernmental
institutions, educational institutions, Internet Service Providers, application developers, and OEMs. Consumers and small
and medium-sized organizations obtain our products primarily through resellers and OEMs. ‘Sales to Dell and its
subsidiaries in the aggregate accounted for approximately 10% of fiscal year 2004 and 2005 revenue. These sales were
made primarily through our OEM and volume licensing channels and cover a broad array of products including Windows
PC operating systems, Microsoft Cffice, an

: products. No single customer accounted for more than 10% of
revenue in 2003. Our practice is to ship our producls promptly upon receipt of purchase orders from customers:
consequently, backlog is not significant. '

COMPETITION

Every segment of the software business is competitive and subject to rapid technological change, evolving customer
requirements, and changing business models. We face significant competition in alt areas of our business and.intense
competition in many of them. Because technology advances rapicly, competitors can guickly render existing technologies
less valuable. Customer requirements and preferences continually change as other information technologies emerge or
become less expensive, and as concerns such as security and privacy become more important. o

Our direct competitors include firms that have adopted the non-commercial software madel. These firms typically
provide customers with open source software at norninal cost and earn their revenue on complementary services and
products. . This approach allows these firms to compete without having to bear the full costs of software research and

Inid sense _ : pirated copil Wi saftware! Global software piracy ~ the unlawful copying
and distribution of our copyrighted software products — deprives us of significant amounts of revenue on an annual basis.
Future versions of our products compete with the existing versions, which our licensed customers may choose to continue
to use indefinitely. This means that future versions must detiver significant additional value in order to induce existing
customers to purchase a new version of our product.” : .

Our competitive position may be adversely affected by one or more of the factors described in this section, or as yet
unidentified additional factors that may arise.

i

Client. Although we are the leader in PC operating system software products, we face strong competition from well-
established companies and entities with differing approaches to the market. Competing commercial software producls,
including variants of Unix, are supplied by compelitors such as 1BM, Hewlett-Packard, Apple Computer, Sun
Microsysiems and others, which are vertically integrated in both software develapment and hardware manufacturing and
have developed operating systems that they preinstall on their own computers. Personal computer OEMs who preinstall
third-party operating systems may also license these firms’ operating systems. The Linux operating system, which is also
derived from Unix and is available without payment under a General Public License, has gained increasing acceptance as
competitive pressures lead personal cormputer DEMs to reduce costs. The Microsoft Windows operating systems also
face competition from alternative platforms, and innovative devices that may reduce consumer demand for traditional
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SEecCLy) perating system products effectively by delivering better innovation, an easy-
interface, compatibility with a broad range of hardware and software applications, and the largest support network for any
operating system.

Server and Tools. Our server operafing system products face intense competition from a wide variety of compeling
server operating systems and server applications, offered by firms with a variety of market approaches. Vertically
integrated compuler manufacturers such as IBM, Hewleit-Packard, Sun Microsystems and others offer their own variant of
Unix preinstalled on server hardware, and nearly all computer manufacturers offer server hardware for the Linux operating
syslem. IBM's endorsement of Linux has accelerated its acceptance as an alternative to both traditional Unix and
Windows server operating systems. Linux's competitive position has also benefited from the large number of compatibie
applications now produced by many leading commercial software developers and non-commercial software developers. A
number of companies supply versions of Linux, including Novell and Red Hat,

We compete in the business of providing enterprise-wide computing solutions with several companies that provide
competing solutions and middleware technology platforms. IBM and Sun Microsystems iead a group of companies
focused on the Java 2 Platform Enterprise Edition (J2EE). Commercial software developers that provide competing server
applications for the PC-based distributed client/server environments include Oracle, IBM, and Computer Associates.

Numerous commercial software vendors offer competing commercial software applications for connectivity (both
Internet and intranet), security, hosting, and e-business servers. In addition, IBM has a large instalied base of Lotus Motes
and cc:Mail, both of which compete with our callaboration and e-mail products. There are also a significant number of
non-commercial software products that compete with our solutions, including Apache Web Server.

Our producls for software developers compete against offerings from BEA Systems, Borland, IBM, Macromedia,
Oracle, Sun Microsystems, and other companies.

We balieve that our server products provide customers with significant advantages in innovation, performance, (total
costs of ownership), productivity, applications development tools and environment, compatibility with a broad base of
sardware and software applications, security, and manageability. '

Information Worker. While we are the leader in business and personal productivity software applications for perscnal
computers, competitors to the Microsaft Office System include many software application vendors such as Apple, Corel,
IBM, Qracle, Sun Microsystems, Novell, Red Hat, and local application developers in Europe and Asia. IBM {Smartsuite}
and Corel (WordPerfect Suite) have significant instalied bases with their office productivity praducts. Apple may preinstall
certain of their application software products on various models of their PCs, competing directly with our applications. The
OpenOffice.org project provides a freely downloadable cross-platform application that aiso has been adapted by various
commercial software vendors (Sun, Novell, Red Hat, IBM, and others) to sell under their brand. Corel's suite, and many
diffierent local software suites around the world are aggressively priced for OEMs to preinstall on low-priced PCs. In
addition to traditional client-side applications, Web-based offerings such as SimDesk can aiso provide an alternative ta
Mi S guct: '

gach: area: most: notab ocu anagement;
coliabora y messaging:an =1 liigence: As just one example, Microsoft competes with 1IBM
broadly in messaging and collaboration with our appra ch that spans multiple Information Worker products. We believe
that our products compeie effectively through ease of use, improving users’ personal productivity, providing tools for
effective teaming and collaboration, better information management and control, and for many customers, a lower total

cost of ownership than alternatives.

Microsoft Business Solutions. The products of Microsoft Business Solutions are targeted at small and midsized
businesses (SMB) and larger organizations and divisions of global enterprises. The SMB segment for business solutions
is highly fragmented with many companies in this business. Well-known vendors focused on providing solutions for smaill
and midsized businesses, such as Intuit and Sage, compete against us for a portion of this segment. The segment
consisting of large organizations and divisions of global enterprises continues to be intensely eompetitive with a small
number of primary vendors providing products and services such as SAP, Oracle/Peoplesoft and Siebel. In addition these
large enterprise-focused vendors are repositioning some of their business applications to focus on the SMB segment, and
- divisions of global enterprises, and thus also compete against us for a portion of the market opportunity. Our bu
solution products also compste with hosted solutions offered by companies such as Salesfarce.com. Dpenzsolre

busingss applications ate also-beginning to: establist - marketplace: In addition, there are thousands of
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other vendors in specific tocaliies or industries thal offer their own solutions. We believe that our husiness solutions
across financial management, supply chain management, and customer reiationship management {CRM}_compgt(
effectively in our target segments by offering integrated solutions that address multiple segment needs across industries
and vertical markets through consistent innovation that are delivered through a growing network of partners and

Independent Software Vendors (I1SVs).

p_ortals that offer con

MSN. MSN competes with Yahoo!, Google, AOL, and a vast array of Web sites and
iy

services of all types to end users, and: WE! fcﬁefr'ﬁfpeie*:\i\‘-fi_th_"thjes"é_f‘b’rgﬁar'jigiaf’_fibhs._v-t;; IFOVICE
merchants fo-teach thei: siidicrices: MSN also competes for narrowband internet access users
ISPs for dial-up internet access in the United Sta h yal pniing auvertisin e
past several yea 3 wé ‘anticipate: this trend ! Aty splay:afid’inisg
result competitors are aggressively developing internet services that provide enhanced f
communication services, improvements in infarmation services such as internet search, and advertising infrastr
support services_including more effe i i th diences

continue: espédially indisplay

ang

o (he per
Due to- the continuing
narrowband Internet access

provioing Merc i hrough Improvs mg and sales s
Mokile and Embedded Devices. Windows Mobile software faces substantial competition from Nokia, Openwave
Systems, PalmSource, QUALCOMM, and Symbian. The embedded operating system market is highly fragmented with
many competitive offerings. Key competitors include IBM, Wind River, and versions of embeddable Linux from
commercial Linux vendors such as Metrowerks and MontaVista Software. MapPoint competitors include Delorme.
Maplnfe, Mapquest.com, Rand McNally, Webraska Mobile Technologies, and Yahoo! The telematics market is alsc highly
fragmented, with competitive offerings from IBM and automotive suppliers building on various real-time operating system
platforms from commercial Linux vendors, QNX Software Systems, Wind River, and others. We believe that our products
compete effectively by providing a familiar development framework that enables developers to easily write and deploy
innovative applications for mobile or embedded devices: providing a flexibie platform that allows customers and partners
to build differentiated and profitable business models; and praviding end users significant benefits such as ease of use,
personal productivity, and better informalion management and control. '

Home and Entertainment. The home and entertainment business is highly competitive and is characterized by limited
platform life cycles, frequent introductions of new products and titles, and the development of new technologies. The
markets for our praducts are characterized by significant price competition. We anticipate continued pricing pressure from
our competitors. From time fo time, we have responded to this pressure by reducing prices on certain products: Our
competitars vary in size from very small companies with limited resources to very large, diversified corporations with
substantial financial and marketing resources. We compete primarily on the basis of price, product quality and variety,
timing of product releases, and effectiveness of distribution and marketing.

Our Xbox hardware business competes with consale platforms from Nintendo and Sony, both of which h
_established bas e on’a E ]
th

conte ' isessu
In addition to competing against software published for non-Xbox platforms, our games business also competes with
numerous companies. that have been licensed by us to develop and publish software for the Xbox console. These
competitors inciude Acctaim Entertainment, Activision, Atarl, Capcom, Eidos, Electronic Arts, Sega, Take-Two Interactive,
- Tecmo, THQ, and Ubi Soft, among others. Our PC hardware products face aggressive competition from computer and
other hardware manufacturers, many of which are also current or potential partners, Q '
cornpatition from prifarily frontad: hoc,; peirit-soljtiofs that address sub-segments of ithe:
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provide &nd to end: solution’s for the netwark operator.. Our largest MSTV. competitors; inchid
.and Siemerns/Myrio: '

RISK FACTORS

Challenges to our business model may reduce our revenues and operating margins. Our business model is based
upon customers agreeing io pay a fee 1o license software developed and distributed by us. Under this commercial
software model, software developers bear the costs of converting original ideas into software products through
investments in research and development, offsetting these costs with the revenue received from the distribution of their
products. We believe the commercial software model has had substantial benefits for users of software, altowing them 1o
rely on our expertise and the expertise of other software developers that have powerful incentives to develop innovative
software that is useful, reliable, and compatible with other software and hardware. In recent years, a non-commercial
software model has evolved that presents a growing challenge to the commercial software model. Under the non-
commercial software madel, open source software produced by loosely associated groups of unpaid programmers and
made available for license to end users without charge is distributed by firms at nominal cost that earn revenue on
complementary services and products, without having to bear the full costs of research and development for the open
source software. The most notable example of open source software is the Linux operating system. There is a wide
variety of other open source software available, such as Open Office arg and Eclipse. While we belleve our products
provide customers with significant advantages in security and productivity, and generally have a lower total cost of
ownership than open source software, the popularization of the non-commercial software model continues to pose a
significant challengs lo our business model, inciuding recent efforts by proponents of open source software to convince
governments worldwide to mandate the use of open source software in their purchase and deployment of software
products. To the extent open source software gains increasing market acceptance, sales of our products may decline, we
may have to reduce the prices we charge for our products, and revenue and operating margins may consequently decline,

We face i_nt

tition. We continue lo experience intense competition across all
services, O ' ' :

markets for our products and

OWETEPHEES 1) AZE0eE
m A iof this report: fop atldi yi{s1 N abgutioun: competito These compelitive pressures may result in
d sales volumes, price reduciions, andfor increased operating costs, such as for marketing and sales incentives,

resulting in lower revenue, gross margins, and operating income.

We may not be able to protect our intellectual property rights against piracy, infringement of our patents by third
parties, or declining legal protection for intellectual property. We defend our intellectual property rights and combat
unticens ying and u: re and intellectual property rights through a variety of techniques. P L]
nsitho Jrfring: r'rights is difficalf Piracy of our products represents a loss of revenue to us. While

this adversely affects U.S. revenue, the impact on revenue from outside the United States is more significant, particularly
in countries where laws are less protective of intellectual property rights. Throughout the world, we actively educate
consumers about the benefits of licensing genuine products and educate lawmakers about the advantages of a business
climate where intellectual property rights are protected. However, continued educational and enforcement efforts may not
affect revenue positively, and revenue could be adversely affected by reductions in the legal protection for intellectual
property rights for software developers or by compliance with additional legal obligations impacting the intelfectual

property rights of software developers.
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Third - parties may claim we infringe their intellectual property rights. From time to time we receive notices from,
others claiming we infringe their intellectual property rights. The number of these claims may grow. Responding to these
claims may require us to enter into royalty and licensing agreements on unfavorable terms, reguire us to stop selling or to
redesign affected products, or to pay damages or to satisfy indemnification commitments with our customers including
contractual provisions under various license arrangements. iy nents or take such
i rating margins may decling as a result. W ificant

ateg

We may not be able to protect our source code from copying if there is an unauthorized disclosure of source
code. Source code, the detailed program commands for our operating systems and ather software programs, is the most
significant asset we own. While we license certain portions of our source code for various software programs and
pperating systems to a number of licensees, we take significant measures to protect the secrecy of large portions of our
source code. If an unauthorized disclosure of a significant portion of our source code ocours, we could potentially lose.
future trade secret protection for that source code. The loss of future trade secret protection could make it easier for third
parties to compete with our products by copying functionality, which could adversely affect our revenue and operating
margins. Unauthorized disclosure of source code could also increase certain risks described in the next paragraph.

Security vulnerabilities in our products could lead to reduced revenues or to liability claims. Maintaining the
security of computers and computer networks is an issue of critical importance for us and our customers. There are
malicious hackers who devetop and deploy viruses, worms, and other maliclous software programs that attack our
products. While this is an industry-wide phenomenon that affects computers across all platforms, it affects our products in
particular because hackers tend to focus their efforts on the most popular operating systems and programs and we expect
them to continue to da so. We devote significant resources to addressing these critical issues. We are focusing our efforts
on engineering even more secure products, enhancing security and reliability options and seltings when we deliver
products, and providing guidance to help our customers make the best use of our products and services to protect against
computer viruses and other attacks on their computing environment. in addition, we are working to improve the
deployment of software updates to address security vuinerabilities discovered after our products are released. We are
also investing in mitigation technologies that help to secure customers from attacks even when such software updates are’
not deployed. We are also advising customers on how to help protect themselves from security threats through the use of
our onling automated security tools, our published security guidance, and the deployment of security software such as
firewalls, antivirus, and other security software. The cost of these steps could adversely affect our operating margins.
Despite these efforts, actual or perceived security vulnerabilities in our products could lead some customers to seek to
return products, to reduce or delay future purchiases, or to use competitive products. Customers may also increase their
expenditures on protecting their existing computer systems from attack, which could delay adoption of new technologies.
se actions ly affect our revenue. il

We are subject to government regulatory activity that affects how we desigh and market our produects. In 2001,
we entered into the Consent Decree in U.S. v. Microsoft and Final Judgment in State of New York v. Microsoft. These
proceedings impose regulatory constraints on our Windows operating system and server businesses, including those
associated with disclosure of certain protocols and application programming interfaces required by the Decree and Final

Judgment the ability of PC manufacturers lo remove end-user access to certain new Windows fealures :

iig
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Delays in product development schedules may a versely affe “developme

products is a complex and time-consuming process. New products and enhancements to existing products can require
long development and testing periods. Significant delays in new product releases or significant problems in creating new
products, particularly any delays in the Windows Vista operating system, could adversely affect our revenue.

Declines in Demand for Software, If overall market demand for PCs, servers, and other computing devices declines
significantly, or consumer or corparate spending for such products declines, our revenue will be adversely affacted. In
addition, our revenue would be unfavorably impacied if customers reduce their purchiases of new software products or
upgrades to existing producls because new p ' i idi ignificant functionality

or other value to prospective purchasers. WS
op i i If these products are

not perceived as offeririg sagh'i‘ﬁcanl new functionality or value to prospéciibrémpufc , our revenue and operating
margins could be-adversely affected.

Ser

We have claims and lawsuits against us that may result in adverse outcomes. We are subject to a variety of claims '
and lawsuits. Adverse outcomes in some or all of the claims pending against us may result in significant monetary

damages or injunctive relief against us that could adversely affect our ability to conduct aur business. While management

currently believes that resolving all of these matters, individually or in the aggregate, will not have a material adverse

impact on our financial position or results of operations, the litigation and other claims noted above are subject 1o inherent

uncertainties and management's view of these matters may change in the future. There exists the possibility of a material

adverse impact on our financial position and the results of operations for the pericd in which the effect of an unfavorable
“final outcome becomes probabie and reasonably estimabie.
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We may have additional tax liabilities. We are subject to income taxes in both the United States and numerous foreign
jurisdictions. Significant judgment is required in determining our worldwide provision for income taxes. In the ordinan
course of our business, there are many transactions and calculations where the ultimate tax determination s uncertain.
We are regularly under audit by tax authorities. Although we helieve our tax estimates are reasonable, the final
determination of tax audits and any related litigation could be materially different than that which is reflected in historical
income tax provisions and accruals. Based on the results of an audit or litigation, a material effect on our income tax
provision, net income, or cash flows in the period or periods for which that determination is made could result.

General economic and geo-political risks may affect our revenue and profitability. Softness in corporate information
technology spending or other changes in general economic conditions that affect demand for computer hardware or
software could adversely affect our revenue. Abrupt political change, terrorist activity and armed conflict pose a risk of
general economic disruption in affected countries or generally and could require changes In our operations and security
arrangements, thus increasing our operating costs. These conditions may lend additional uncertainty to the timing and
budget for technology investment decisions by our customers. :

Catastrophic events may disrupt our business. We are a highly automated business and a disruption or failure of our
systems in the event of a major earthquake, cyber-attack, terrorist attack, or other catastrophic event could cause delays
in completing sales and providing services. Our corporate headquarters, a significant portion of our research and
development activities, and certain other critical business operations are located in the Sealtle, Washington area, and we
have ather business operations in the Silicon Valley area of California, both of which are near major earthquake faults. A
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catastrophic event that results in the destruction or disruption of any of our critical business or information technology
systems could severely affect our ability to conduct normal business operations and, as a result, our future operating

esults could be adversely affected.

We have limited insurance. We maintain third parly insurance coverage against various liability risks and risks of
property loss. Because of the unavailability or high cost of conventional insurance arrangements, we have entered into
captive insurance arrangements for the purpose of protecting against possible catastrophic and other risks not covered by
traditional insurance markets. As of June 30, 2005, the face value of captive insurance arrangements was $2.0 billion.
Actual value at any particular time will vary due to deductibles, exclusions, other restrictions, and claims. While we
believe these arrangements are an effective way to insure against liability and property damage risks, the potential
liabilities associated with the risks discussed in this report or other events could exceed the coverage provided by such
arrangements. '

Other risks that may affect our business. Other factors that may affect our performance may include:
«  sales channel disruption, such as the bankruptey of a major distributor;

«  our ability to implement operating cost structures that align with revenue growth; and

+  the continued availability of third-party distribution channeis for MSN service and other online services.
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EXECUTIVE OFFICERS OF THE REGISTRANT

Our executive officers as of August 25, 2005 were as follows:

Name : Age Position with the Company
Witliam H. Gates 1li 49 Chairman of the Board and Chief Scftware Architect
Staven A, Ballmer 49 Chief Executive Officer

53 Group Vice President, Platforms Group
Senior Vice President, Home and Entertainment

L ' ‘ orpurdie Sident; Himan Resourd
auglas J. Burgum 49 Senior Vice President, Microsoft Business So
David W. Cole 43 Senior Vice President, MSN and Personal Services Group

rosoft international
d Admiriistration and:Chief AccountingiOffic
s, M

Michelle (Mich) Maihews 38 Senior Vice President, Marketing

Craig J. Mundie 56 Serior Vice President; Chief Technical Officer, Advanced Strategies and Policy
Jeffrey 3. Raikes 47 Group Vice President, Information Worker Business

Eric D. Rudder 38  Senior Vice President, Server and Tools Business

Bradford L. Smith 46 Senior Vice President, Legal and Cerporate Affairs, General Counsel and Secretary

Mr. Gates co-founded Microsoft in 1975 and served as its Chief Executive Officer from the time the original parinership
was incorporated in 1981 until January 2000, when he resigned as Chief Executive Officer and assumed the position of
Chief Software Architect. Mr. Gates has served as Chairman since our incorporation.

Mr. Balimer was named Chief Executive Officer and a director of the Company in January 2000. He served as
President from July 1998 to February 2001. Previously, he had served as Executive Vice President, Sales and Support
since February 1992. He joined Microsoft in 1980.

Mr. Alichin was named Group Vice President, Platforms in December 1999. He had been Senior Vice President,
Platforms since March 1999. He was previously Senior Vice President, Personal and Business Systems since February
1996. Mr. Allchin joined Microsoft in 1990. :

Mr. Bach was named Senior Vice President, Home and Entertainment in March 2000. He had been Vice President,
Home and Retail since March 1999. Before holding that position, he had been Vice President, Learning, Entertainment
and Productivity, and Vice President, Desktop Applications Marketing since 1996, Mr. Bach joi icrosaoft i

esid g 2005, Pr 5

Mr. Burgum joined the Company as Senior Vice President upon Microsoft's acquisition o , Inc.
April 2001. Previous to the acquisition, he had served as the Chairman and Chief Executive Officer of Great Plains. He
joined Great Plains in 1983.

Mr. Cole was named Senior Vice President, MSN snd Personal Services in November 2001. Before holding that
position, he had been Senior Vice Presideni, Services Platform Division since August 2000. He had been Senior Vice
President, Consumer Services since December 1999 and Vice President, Consumer Windows since March 1999.
Previously, he was Vice President, Web Client and Consumer Experience and Vice President, Internet Client and
Collaboration. Mr. Cole joined Microsoft in 1986.

Mr. Courtois was named Senior Vice President, President of Microsoft International in June 2005, He had been Chief
Executive Officer, Microsoft Europe, Middie East, and Africa since March 2003. Previous to that, he had been Senior Vice
President and President, Microsoft Europe, Middle East, and Africa since July 2000. Before holding that posiiion, he had
been Vice President, Worldwide Customer Marketing sin. y 1998 is joined Microsoft in 1984.

b going:to Mindwave ent15 years with PricewaterhouseGoopers

Mr. Johnson was named Group Vice President, Worldwide Sales, Marketing and Services in March 2003. He had been
Senior Vice President, Microsoft Americas since February 2002. Mr. Johnson had been Senior Vice President, U.s.
nd before that Vice President, U.S. Sales, Marketing and Services.
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"Ms. Mathews was named Senior Vice President, Marketing in May 2005. t position, Ms.
Mathews had been Corporate Vice President, Markeling since August 2001 and Vice President Corporate Public
Relations since 1999. Ms. Mathews joined Microsoft in 1993.

Mr. Mundie was named Senior Vice President and Chief Technical Officer, Advanced Strategies and Policy in August
2001. He was named Senior Vice President, Consumer Platforms in February 1996. He joined Microsoft in 1992,

Mr. Raikes was named Group Vice President, Information Worker Business in June 2004. He had been Group Vice
President, Productivity and Business Services since August 2000. Mr. Raikes had been Group Vice President, Sales and
Support since July 1998. Mr. Raikes joined Microsoft in 1981,

Mr. Rudder was named Senior Vice President, Server and Tools- Business in June 2003. Previous to assuming that
role, he was responsible for managing Developer and Platform Evangelism. Mr. Rudder joined Microsoft in 1988.

Mr. Smith was named Senior Vice President, Legal and Corporate Affairs; General Counsel and Secretary in
November 2001. Mr. Smith was alsoc named Chief Compliance Officer effective July 2002. He had been Deputy General
Counsel for Worldwide Sales and previousty was responsible for managing the European Law and Corporate Affairs

Group, based in Paris. He joined Microsoft in 1933.
EMPLOYEES W
ok

As of June 30, 2005, we employed approximately 61,000 peGple on a full-time basis, 39,000 in the United States and
22,000 internationally. Of the total, 24,000 were inBr vesearch and development, 18,000 in sales and marketing,
12,000 in product support and consulting services,~2:80867in manufacturing and distribution, and 5,000 in general and
administration. Our success is highly dependent on our ability to aitract and retain qualified employees. Competition for
employees is intense In the software industry. We believe we have been successful in our efforts to recruit qualitied
employees, but we cannot guarantee that we will continue to be as successful in the future. None of our employees are
subject to collective bargaining agreements. We believe that our relationship with our employees is excellent. :

AVAILABLE INFORMATION

Our internet address is www.microsoft.com. There we make available, free of charge, our annual report on Form 10-K,
quarterly reports on Form 10-Q, current reports on Form 8-K, and any amendments to those reports, as soon as
reasonably practicable after we electronically file such material with or furnish it to the SEC. Our SEC reporis can be
accessed through the investor relations section of our Web site. The information found on our Web site is not part of this
or any other report we file with or furnish 1o the SEC.

ITEM 2. PROPERTIES

Our corporate offices consist of approximately 9.3 million square feet of office building space located in King County,
Washington: 7.5 million square feet of owned space that is situated on slightly maore than 395 acres of ocwned {and in our
corporate campus and approximately 1.8 million square feet is leased. We own approximately §76,000 square feet of
office buiiding space domestically {outside of the Puget Sound corporate campus) and lease many sites domestically
totaling approximateiy 2.4 million square feet of office building space. '

We occupy many sites internationally, totaling approximately 6.3 million square feet that is leased and approximately
536,000 square feet that is owned. These facilities include our European Operations Center that leases a 187,000 square-
foot campus in Dublin, treland, 2 56,000 square-foot disk duplication facility in Humacao, Puerto Rico, and a 155,100
square-foot facility in Singapore for our Asia Pacific Operations Center and Regional headquarters. Leased office building
space includes the following locations: Tokyo, Japan 511,000 square feet; Unterschleissheim, Germany 381,000 square
feet: Les Ulis, France 262,000 square feet; Reading, England 241,000 sguare feet; and Mississauga, Canada 235,000
square feet. In addition to the above, we have various product development facilities, both domestically and
intern
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ITEM 3. LEGAL PROCEEDINGS

ITEM 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS

No maiters were submitted to a vote of security holders during the fourth quarter of fiscal year 2005.
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ITEM5. MARKET FOR REGISTRANT'S COMMON EQUITY, RELATED STOCKHOLDER MATTERS, AND ISSUER
PURCHASES OF EQUITY SECURITIES

Our common stock is traded on The MASDAQ Stack Market under the symbol MSFT. On August 15, 2005, there were
xxx,xxx registered holders of record of our commoen stock. The high and low common stock prices per share were as
follows: ’

Quarter Ended Sep. 30 Dec. 31 Mar. 31 June 30 Year

Fiscal year 2004
Common stock price per share:
High . $ 2096 $ 2935 § 2880 $ 2857 $ 2096
Low 26.54 25.10 2415 __ 2608 _ 2415
Fiscal year 2005
Commeon stock price per share:
High : ‘ $ 2900 $ 2998 $ 2684 $ 2607 § 2998
Low 2688 _ 2653 2392 __ 2412 ___23.92

in September 2003, our Board of Directors declared a common stock dividend of $0.16 per share, which was paid in
November 2003. That was the only dividend dectared or paid in fiscal year 2004.

See Note 12 — Stockholders' Equity of the Notes to Financial Statements (ltem 8) for information regarding dividends
approved by our Board of Directors in fiscal year 2005.

On July 20, 2004, our Board of Directors approved a plan to buy back up to $30 billion in Microsoft common stock over
faur years. The specific timing and amount of repurchases will vary based on market conditions, securities law limitations,
and other factors. The repurchases will be made using our cash resources. The repurchase program may be suspended
or discontinued at any time without prior notice. We repurchased common stock in each quarter of fiscal year 2005 as
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ITEM 6. SELECTED FINANCIAL DATA

FINANCIAL HIGHLIGHTS

{in millions, exceot per share daig) ‘

Fiscal Year Ended June 30 200199 20024 2003742 2004 2005
Revenue ¢ 25206 § 28,365 § 32187 % 36,835 $ 39,788
Operating income 11,720 8,272 9,545 9,034 14,561
fncome hefore accounting change 7.721 5,355 7.53% 8,168 12,254
Net income - 7,346 5,355 7,531 8,168 12,254
Diluted earnings per share before accounting change $ 069 $ 048 $ 069 § 075 § 112
Diluted earnings per share ] 066 % 048 § 089 & 075 8§ 1.12
Cash dividends declared per share § - 8 - % nog $ 018 % 3.40
Cash and short-term investments 31,600 37,751

Total assets 830
Long term obligation 1836
Stockholders' equity 47,289

74,825 48,115

(1) The financial data presented reflects stock-based compensation expense except fiscal year 2001, as prescribed by
SEAS 148, Accounting for Stock-Based Compensation —~ Transition and Disclosure and amendment of FASB
Statement No. 123, to reflect the retroactive adoption of the fair value recognition provisions of SFAS 123,
Accounting for Stock-Based Compensation as discussed in Note 14. I fiscal year 2001 had been restated, the
operating income and net income would have been $8,343 million and $5,084 miliion.

(2) Fiscal year 2001 includes an unfavorable cumuiative effect of accounting change of $375 milllon or $0.03 per diluted
share, reflecting the adoption of SFAS No. 133, Accounting for Derivative Instruments and Hedging Activitios. Fiscal
year 2001 also includes the acquisition of Great Plains Software, Inc. for approximately $1.1 billion in stock.

{(3) Fiscal year 2002 includes a $1.25 billion (pre-tax) gain on the sale of Expedia, inc.

(4) Fiscal year 2003 includes the acquisition of Navision a/s, Rare Lid. and Placeware, Inc. for a total of $1.23 billion in
cash and $788 million in stock and other consideration.

HIGHLY CONFIDENTIAL
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ITEM7. MANAGEMENT'S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS

RESULTS OF OPERATIONS FOR FISCAL YEARS 2003, 2004, AND 2005

OVERVIEW

The following Managemént‘s Discussion and Analysis is intended to help the reader understand the results of operations
and financial condition of Microsoft Corporation. MD&A is provided as a supplement to, and should be read in conjunction
with our financial statements and the ascompanying notes to the financial statements (MNotes).

We develop, manufacture, license, and support a wide range of software products for many computing devices. Our
software products include operating systems for servers, PCs, and intelligent devices; server applications for distributed
computing environments; information worker productivity applications; business solutions applications; and software
development tools. We provide consulting and product support services, and we train and certify system integrators and
developers, We sell the Xbox video game console and games, PC games, and PC peripherals. Online communication
and infarmation services are delivered through our MSN portals and channels around the world.

We believe that over the last few years we have laid a foundation for long-term growth by delivering innovative new
products, creating oppartunity for partners, improving customer satisfaction with ke di s, putting some of our most
our internat business processes. O i
as; including:continuin
f¢ d

ovatio r o

- either as niew. products of as higher:valueiversions of existing p
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As open source software development and distribution evolves, we continue to seek to differentiate our products from
competitive products including those based on open source software. We believe that Microsoft's share of server unit
operating systems held steady in fiscal year 2005, while Linux distributions rose slightly faster on an absolute basis. To
the exlent open source soflware products gain increasing market acceptance, sales of our products may decline, which
could result in a reduction in our revenue and operating margins.

Summary

Percent Percent
{In millions, except percentages) 2003 2004 Change 2005 Change
Revenue 332,187 $36,835 14% $39,788 8%
Operating income £9,545 $6,034 {5%) $14,561 61%

Qur revenue growth for fiscal year 2005 was driven by growth in licensing of Windows Server™ operating systems and
other server applications, licensing of wWindows® Client operating systems through OEMs and increased licensing of Office
The license revenue growth resulted from growth in server hardwa C
cy exchange rates, and overall improvements in IT spending. The: et
2004 {HOX e L ihitites Ci ‘growh for i pany: Based on our
preliminary estimates, worldwide PC shipments from all sources grew about 11 to 13% and total server hardware
shipments grew approximately 13 to 14% during fiscal year 2005 as compared to fiscal year 2004. The net impact of
foreign exchange rates on revenue was positive in 2005, primarily due to relative strengthening of most foreign
currencies, particularly the Eurc and Japanese Yen, against the U.S. doliar. Had the exchange rales from the previous
year been in effect in fiscal year 2005, translated international revenue growth earned in local currencies would have been
approximately $873 million or two percentage points fower for fiscal year 2005. We hedge a portion of our international
currency exposures, thereby reducing our overall exposure. Fluctuations in forelgn currency exchange rates have a
greater impact on non-OEM commercial and retail license business as a significant portion of those product revenues are
denominated in foreign currencies. The vast majority of OEM license revenue is denominated in U.S. doltars. Partially
offsetting revenue growth rates was a $1.1 billion decline in earned revenue from Upgrade Advantage in fiscal year 2005.
The Upgrade Advantage contract value reached its expiration dates in the first quarter of fiscal year 2005. This revenue
was recognized over fiscal year 2003 and fiscal year 2004 and in the first quarter of fiscal year 2005 when the contract

period expired. :

Revenue growth in fiscal year 2004 was primarily driven by the growth in licensing of Windows Client operating
systems through OEMs, Windows Server operating systems, Office and other server applications as a result of growth in
PC and server hardware shipmernits. The worldwide FC shipment growth rate from all sources was estimated at 13% and
the Windows server shipment was estimated at 18% in fiscal year 2004 as compared to fiscal year 2003. The net impact
of foreign exchange rales on revenue was positive in fiscal year 2004 due to a relative strengthening of most foreign
currencies versus the U.S. dollar. This resulted in approximately $1.10 billion growth in total revenue. Revenue growth in
fiscal year 2003 was driven primarily by muiti-year licensing that occurred before the Licensing 6.0 transition date in the
first quarter of fiscal year 2003. The fiscal year 2003 revenue growth also reflected a $933 miflion or 13% increase
associated with OEM licensing of Windows operating systems and a $309 million or 23% increase in revenue from Xbox
video game consoles.

For fiscal year 2005, the operating income increase was driven by a decline in stock-based compensation expense;
increased revenue in Server and Tools, Client and Information Worker, which have higher gross margins as compared {o
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nsation’ expense was par nere;
1d-benefits for: new and existing headcount. G
fiscal year 2005 due to the $2.53 billion of charges related to the s f Sun Mic
pean Commission in fiscal year 2004. This effect was partially offse egal
. lior:re itiements, with Novell Gafeway, Inc.; Bur IBM :and icettain class. p 1o
resg rist issies and: other ‘matters: In fiscal year 2004, the operating income decline was caused primarily by
$2.53 billion of legal charges and $2.21 billion of stock-based compensation expense related to our employee stock option
transfer program, mainly offset by increase in revenue. In fiscal year 2003, the growth in operating income reflected an
increase in revenue, partially offset by an increase in operating expenses related to employee and related costs

associated with headcount and increased legal settlement expenses, primarily the Time Warner settlement charge of
$750 million.

ettlement of Sun Microsystems

In fiscal year 2006, we expect revenue to grow at a higher rate than fiscal year 2005, mainly due lo the launches of
new products. We expect higher revenue growth in fiscal year 2006 as compared to fiscal year 2005 in Home and
Entertainment primarily driven by the launch of Xbox 360, our new gaming platform, We estimate PC shipments will grow
between 7% to 9% and Server unit shipments will grow between 11% to 13% in fiscal year 2006 as compared to fiscal
year 2005. We do not expect a benefit from year-over-year foreign exchange rates in fiscal year 20086.

We expect our operating income growth rate in fiscal year 2006 to exceed our revenue growth rate. Operating income
is expected to reflect lower operating expenses due to tower costs for legal setilements than occurred in fiscal year 2005
'nd reduction in stock-based compensation expense. The operating loss for Home and Entertainment is expected to
increase In fiscal year 2006 driven by the launch of and investments in Xbox 360.
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SEGMENT PRODUCT REVENUE/OPERATING INCOME (LOSS)

Our seven segments are Client; Server and Tools; Information Worker: Microsoft Business Solutions; MSN; Mobile anc
Embedded Devices; and Home and Entertainment.

The revenue and operating incomef(loss) amounts in this sectian are presented on a basis consistent with U.S. GAAP
and include certain reconciing items attributable to each of the segments. The segment information appearing in Nate
18 — Segment Information of the Notes to Financial Statements is presented on a basis consistent with the Company's
internal management reporting, in accordance with SFAS 131, Disclosures about Segments of an Enterprise and Related
information. Certain corporate level expenses have been excluded from our segment operating results and are analyzed
separately. Fiscal years 2003 and 2004 amounts have been restated for certain internal reorganizetions and to conform to
the current period presentation including reclassifying certain legal settiements from business segments to corporate-level

expense.

Client

Percent

Revenwe ..
Operating income

e T

Client includes revenue from Windows XP Professional and Home, Media Center Edition, Tablet PC Edition, and other
standard Windows operating systems. Client revenue growth is correla i h f PCs from
tems beca i 3

sented:

Client revenue increased in fiscal year 2005 driven by 12% growth in OEM license units and $886 million or 10%
growth in OEM revenue from increased PC unit shipments, partially offset by a $198 million or 9% decrease in revenue
from commercial and retail licensing of Windows operati st
¢ ed prefer for Vs '
ver o

=] o -agreen ystemns licensed with
premium edition operating systems as a percentage of total OEM Windows operating systems licensed during the year
remained flat at 50% of total OEM Windows operating systems as compared to the previo | o
u nt lecling $9 s :2005: conir ;g the decr ymercial an
licensing e The differences between unit growth rates and revenue growth rates ye year are affec
the mix of pramium versions of operating systems licensed during the year, changes in the geographical mix, the channel
mix of products sold by large, multi-national OEMs versus those sold by locat and regional system builders, anhd previous
changes to deferral rates and product lives for undelivered elements of unearned revenue. Client revenue increase in
fiscal year 2004 was driven by 14% growth in OEM licenses and 16% growth in OEM revenue on increased consurner PC
unit shipments in the first half of the fiscal year and growth in business PC unit shipments in the second half of fiscal year
2004.

e continued development of the Windows Client next-generation
004 has'b stated. fo classificatio fin

y 7% to 9% in fiscal year 20
a%ihg shipme ofl:
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mv”]"érc‘eﬁ FEWW. ey e e ; . Pg;ceﬁ‘twﬁ

Change ! Chapge

‘Revenue

‘Operating income

Server and Tools revenue growth in fiscal year 2005 was mainly driven by growth in Server and Server application
revenue, including CAL revenue, which grew $1.1 billion or 17% in fiscal year 2005 reflecting broad adoption of Windows
Server System™ products, including Windows Server, SQL Server, Exchange Server, and Management Servers. We
estimate that overall server hardware shipments grew 13 to 14% during fiscal year 2005 and that Windows-based server
shipments grew at a comparable rate for the same period. Consulting and Premier and Professional product support
services revenue increased $241 milllon or 19% compared fo the previous year, primarily due to increased consultant
utilization and new Premier customers. Foreign exchange rate changes accounted for ximately B2 illion or
percentage points of total Server and Tools revenue growth, which was’: $344. Tk el
Advantage revenue‘eamed; In fiscal year 2004, Server and Server applica ue, g
$1.28 billion or 25%. Foreign exchange rates contributed approximately $350 million or 5% of Server and Tools revenue
growth in fiscal year 2004 compared to fiscal year 2003. Consulting and Premier product support services revenue
increased $192 million or 18% compared to fiscal year 2003 due to increased customer penetration from new product
offerings.

Server and Tools operating income growth for fiscal year 2005 was primarily due to an increase in revenue and a
decrease in stock-based compensation expense. This was partially offset by an increase in sales and markeling costs and
headcount-related costs from increased hiring and increases in salary and benefits. Opel :
year ha ‘Testate reclassificatior billian ‘of legal Settlemerits. from::
axpenses; toconformictg 4l Uirent year presentationn  Server and Tools operating income for fiscal year 2004 increased
slightly due to the revenue increase offset by increased stock-based compensation charges, including $651 million related
to the employee stock option transfer program in the second guarter of fiscal year 2004.
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Information Worker

Percent,

C!pahge

Revenue s —_—
{Operating income 56,389 |
Information Worker consists of the Microsoft Office System of programs, servers, services, and salutions designed fo
increase personal, team, and organization productivity. Information Worker includes Microsoft Office, Microsoft Project,
Microsoft Visio®, SharePoint® Portal Server CALs, and other infarmation worker products including Microsoft LiveMeeting®
and OneNote®. Most revenue from this segment comes from licensing our Office System products. Revenue growth
depends on the ability to add value to the core Office product set and expand our product offerings i i i

information Worker revenue increased in fiscal year 2005 primarily due to a 3% or $269 million increase in volume
ficensing, retail packaged product, and pre-installed versions of Office in Japan, a 6% or $81 million increase in OEM
revenue, and the impact of foreign exchange rates, partially offset by reduced Upgrade Advantage earned revenue.
Changes in foreign exchange rates accounted for approximately $367 million or three percentage points of the revenue
| year 2005 as compared to the previous fisca! year, off SBAZ million dec

nillien dec porade-Advantage
& et Revenue growth for fiscal year 2004 from volume licensing, retail packaged product and pre-installed
versions of Office in Japan was 15% in aggregate. This increase was driven by recognition of unearned revenue primarily
from a large increase in multi-year licenses signed previous to the transition to our Licensing 8.0 programs and
approximately $110 million refated ‘to the launch of Office 2003. OEM licensing revenue grew 29% or $325 miltton.
Foreign exchange rates provided approximately $485 million or 5% of total Information Worker revenue growth.

Information Worker operating income growth for fiscal year 2005 was primarily due to the revenue growth and a
decrease in stock-based compensation expense. Operating expenses were also impacted by a reducticn in marketing
campaign costs from the previous period associated with the launch of Office 2003. This decline was offset by an increase
in headcount-related costs from increased hiring and increases in salary and benefits. Information Worker operating
income in fiscal year 2004 increased from the previous year primarily due to growth in revenue, partialty offset by an
increase in operating expenses, primarily related to $3561 million of stock-based compensation expense from the
employee stock option transfer program in the second quarter of fiscal year 2004 and higher sales and marketing
expenses.

The revenue growth rate for Information Worker is expected to be higher in fiscal year 2006 than fiscal year 2005. We
expect sustained momentum in cur OEM and muiti-year licensing offerings and increased purchasing of Office System
2003 as enterprises complete their product evaluations. We expect to see slowing revenue from packaged product late in
the year as we approach the next version launch. We anficipate little or no year-over-year foreign currency exchange rate
benefit in fiscal year 20086,

Microsoft Business Solutions

T percent
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; ware: Jic nhancement plans, which provide customers with futlre software upgraces ovel
b - Qur solutions are delivered though a worldwide network of channel partners that provide
'spec:lallzed services and local support tailored to customer needs. The market for Microsoft Business Solutions is highly
competitive, with a few stron [ hile the mid-market segment is more fragmented.

B

The ing

s mainly due to a 10% revenue growth in
software I |

1 ur

torer relationship managemant. solutions, andsincre icr056ft Parner Program subscriptions. The
revenue increase in fiscal year 2004 was primarily attributable to continued growth in licensing of Navision and Axapta line
of business solutions, new sales of Microseft CRM, and Microsoft Partner Program subscriptions.

Microsoft Business Solutions operating loss declined in fiscal year 2005 primarily due to a decline in stock-based
compensation expense, an increase in product revenue, and a decline in acquisition amortization. The reduction in
operating loss was partiafiy offset by a net increase in sales and marketing expense driven by incremental headcount and
marketing costs in the SMS&P organization. In addition, there has been an increase in marketing and product
development investments in our portfolio of business solutions. The operating loss for fiscal year 2004 increased from
fiscal year 2003 due to an increase in stock-based compensation expense from the employee stock option fransfer
program in the second quarter of fiscal year 2004, partially offset by an increase in revenue and lower operating expenses
including $42 million of lower amortization costs.

Microsoft Business Solutions expects continued revenue growth through its portfolio of business solutions and related
Jroduct releases, including newer applications such as Microgoft Office Small Business Accounting and Microsoft CRM.
Continued investment in the next generation of solutions, broader geographical coverage, and plans for facilitating our
partners to provide customized vertical solutions should result in improved business performance for Microsoft Business
Solutions in fiscal year 2006.

MSN

e g
$2,274 | 3%

MSN includes personal communications services, such as e-mail and instant messaging, and oniine information offerings,
such as MSN Search and the MSN portals and channels around the world. MSN also provides a variely of anline paid
services in addition to MSN Internet Access and MSN Premium Web Services. Revenue is derived primarily from
advertisers on MSN, from consumers and partners through subscriptions and transactions generate from anii aid

i 18 i et Access. | 200 : O

In fiscal year 2005, MSN advertising revenue increased $193 million or 1 6% primarily as a res industry and market
rowth, and conlinued growth of MSN display advertising revenue, tempered by: the: searcts caiity in adveitising frogram
an ' he. homepage:fedesigh: -Revenue from subscription and transaction services other than Internet
Access increased $84 million or 88% in fiscal year 2005 as a result of growth in the number of MSN Premium subscribers
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through our carrier partnerships. Offsefting the overall revenue growth was a decline of $219 million or 24% in Internet
Access revenus, driven by the continued migration of Internet Access subscribers to broadband or other competitively
priced Internet service providers. At the end of the current fiscal year, MSN had 2.7 million internet access subscribers
compared to 4.3 million at the end of the previous fiscal year and 9.1 million total subscribers compared to 8.8 million at
the end of the previous year. In addition, MSN has over 420 million unique users monthly, over 205 million active Hotmail
accounts, and over 175 million active Messenger accounts. In fiscal year 2004, MSN advertising revenue increased $360
million or 43% as a result of growth in paid search and growth in the overall Internet advertising market. This increase
was partially offset by a decline of $168 million or 15% in Internet Access revenue. Revenue from subscription and
transaction services other than Internet Access increased $71 mitlion,

In fiscal year 2005, MSN operating income increased mainly due to a decrease in stock-based compensation expense,
reduced online operations and bandwidth costs associated with the Internet Access business as the number of
subscribers declines, and increased advertising and subseription revenue. The operating income increase was partially
offset by an increase in headcount-related costs from increased hiring and increases in salary and benefits, and a %48
million tax benefit recorded in the first quarter of fiscal year 2004, MSN reached profitability in the first quarter of fiscal
year 2004 and was profitable for fiscal year 2004. The improvement in profitability in fiscal year 2004 was primarily driven
by an increase in revenue, a decline in customer acquisition costs and other expenses related to the Internet Access
business, efficiency gains in the operations of the advertising and subscription businesses, and a $48 miltion refund of
previous year taxes, partially offset by an increase in stock-based compensation expense.

MSN expects increased growth in advertising revenue as it benefits from improvements to its advertising platform and
search engine and continued increases in Internet spending. We expect revenue from narrowband Internet Access to
continue to decline in fiscal year 2006. Profitability may decline in fiscal year 2006 as investments are made in the
development of new applications and services, the search and search monetization platform, and growth in the field sales
force. MSN may from time to time continue to make investments in improving the user experience and in some cases, the
number of advertisements delivered either via our search tools or via our Internet portals may be reduced to improve the
overall user experience thereby helping to sustain and grow our user base. & :

Mobile and Embedded Davices

Percent Percent
(In millions, except percentages} 2003 2004 Change 2005 Change
Revenue 5156 $247 58% $337 36%
Operating loss ($277) (§219) 21% ($46) 79%

Mobile and Embedded Devices includes Windows Mobile™ software, Windows Embedded operating sysiems,
MapPoint®, and Windows Automotive. These products extend the advantages of the Windows plaiform to mobile devices
such as PDAs, phones, and a wide range of embedded devices. The business is also responsible for managing saftes and
customer relationships for Microsoft overall with device manufacturers and communicati THe
85 Hotork Saics Brovaare. Slch 28 Witdlies e Arid’

e
hort product lifecycles

Sperating System providers roprieta are developsd by DEMS: e op
in product lines such as Windows Mobile software may impact our continuing revenlie streams.

Mobile and Embedded Devices revenue g
major product lines, especially: Windows Mobile i
revenue for Windows Mobile software was primarily

ases in all
Increased
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fiscal year 2008, Mobile.and Embedded Devices released Windows Mabile 5.0 Wwhich is the fatesE version: obile
operatin - - Unit volume increases drove revenue growth for fiscal year 2004 over fiscal year 2003 in all major

product Tines. The growth was primarily due to the increased number of OEMS and mobile operators shipping Windows
Mobile software for Smartphones, increases in market share for our Pocket PC and embedded products and increased

usage by existing customers of our MapPoint Web Service.

Mobile and Embedded Devices operating loss for fiscal year 2005 cecreased compared to fiscal year 2004 primarily
due to a decrease in slock-based compensation expense. The growth in revenue and a reduction in sales and marketing
expense also drove improved operating results in this period compared to the previous year. This improvement has been
partially offset by increased salary and benefit costs from increased hiring and increased investment in research and
development, The Mobile and Embedded Devices operating loss for fiscal year 2004 decreased compared to fiscal year
2003 primarily due to growth in revenue and lower marketing expenses, partially offset by $58 million of stock-based
compensation expense from the employee stock option transfer program in the second quarter of fiscal year 2004,

Home and Entertainment

) Percent

(In_millions. except perceniages) 2003 2004 Change 2005 Percent Change
Revenue 52,748 $2,876 % $3,242 13%
Operating loss ($1,191) (51,220) (2%) ($391) 68%

Home and Entertainment includes the Microsoft Xbox video game console system, PC games, the Home Products
Division {HPD), and TV platform products for the interactive television industry. The success of video game consoles is
determined by console functionality, the portfolio of video game content for the console, and the market share of the
console. Revenue and unit volumes have grown quickly since we entered the market in 2002 and we have established
ourselves as one of the market leaders. We believe our competitive position and revenue is bolstered by our increasing
software game attach rates, which provides higher margins to offset the declining prices on consoles sold, Xbox consoles
have negative gross margins. :

Home and Entertainment revenue increased in fiscal year 2005 primarily du
which resulted in a $416 million or 23% increase in Xhox ]

e to significant new product launche
: J)E (=]
introduced Fialo 2! whicH generaled:over. $300:million in reven

S!
ol , SH05 T we

™ # > e H (>

Yi 2wt i the fiscal year, Revenue from consumer hardware and

software, PC games, and TV platforms declined $50 million or 5% compared to fiscal year 2004 due to jower PC games
software sales. In fiscal year 2004, Xbox revenue increased $144 million or 9% with $269 million related to higher Xbox
software volumes and $117 million due to higher Xbox console volumes, partially offset by a $242 million decline related
to price reductions of Xbox consoles and software. Querail, Xbox console volumes sales increased 11% in fiscal year
2004 compared to fiscal year 2003. Revenue from consumer hardware and software, PC games and TV plafforms
declined $16 million or 1% compared to fiscal year 2003 due to lower PC games software and PC gaming devices sales,

- partially offset by the new release of Mac Office.
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Home and Entertainment operating loss in fiscal year 2005 decreased primarily due to an increase in high margin Xbox
software sales, lower Xbox console unit costs, the iower-of-cost-or-market inventory adjustment recorded in FY04, and 2.
decrease in stock-based compensation expense. The decrease was partially offsel by an increase in costs associatec
with Xbox 360 console development and launch efforts associated with it. The increase in operating loss in fiscal year
2004 was primarily due to $141 million of stock-based compensation expense from the employee stock option transfer
program in the second quarter of fiscal year 2004, increased sales of negative margin consoles, and costs associated with
Xbox 360 console development efforts, partially offset by increased Xbox and Mac Office software sales. The operating
loss increase from fiscal year 2003 also included a lower-of-cost-or-market adjustment of approximately $90 milion

related to Xbox console inventory.

Cost of Revenue

Pereent Percem
(In millions, except percentages) 2003 2004 Change 2005 Chanpe
Cost of revenue . §6,059 56,716 11% $6,200 {8%)
As a percent of revenue 19% 18% (1) ppt 16%  (2)ppt

Cosi of revenue includes manufacturing and distribution costs for products sold and programs licensed, operating costs
related to product support service centers and product distribution centers, costs incurred to support and maintain
Internet-based products and services, and costs associated with the delivery of consuiting services. In addition to a
decrease in the cost of revenue in fiscal year 2005 due to lower stock-based compensation expense, the cost of revenue
decreased due to a $140 million reduction in costs primarily associated with provisioning the MSN Internet Access
business as subscriptions declined and a $162 million reduction in other product costs mainly due to Xbox consoles cost
efficiency in Home and Entertainment, partially offset by increased costs in product support and consulting services costs.
The increase in fiscal year 2004 was primarily due to increased product support and consulting services costs of $508
million. $214 million of stock-based compensation expense from the employee stock option transfer program, and a lower-
of-cost-or-markat inventory adjustment in the fourth quarter of fiscal year 2004 of approximately $90 million related to the
Xbox console, partially offset by a $365 million decrease in MSN oniine operations costs.

Research and Development
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Research and development expenses include payroll, employee benefits, stock-based compensation, and other
headcount-retated costs associated with product development, Research and development expenses also include third-
party development and programming costs, localization costs incurred to translate software for international markets, and
the amortization of purchased software code and services content. Our research and development expenses decreased

e de Iy

in fiscal year 2005 due to lower stock-based compensation expense

it

fle dndd The increase in fiscal year 04 was pr fil;,} du
sation expenses related to the oplion transfer program ang other headcount-related payroll and other
employee costs associated with a 3% increase in research and development headcount from fiscal year 2003.

Sales and Marketing

Percent Percent
(In millipns, except percentages) 2003 2004 Change 1005 Change
Sales and marketing $7,362 $8,309 10% $8,677 4%
As a percent of revenue 24% 23%  (1)ppt 22%  (1)ppt

Sales and marketing expenses include payroll, employee benefits, stock-based compensation, and other headcount-
related costs associated with sales and marketing personne! and advertising, promotions, tradeshows, seminars, and
other marketing-related programs. For fiscal year 2005, sales and marketing expense increased slightly due to $470
milliosi higher headcount-related costs from hiring and salary increases, higher sales and ing costs dri by
' i keting and Fiainty revatet 1o faunch B the “Start” Samethirg!
campaian;| _ i ThEnts ox: 360. The increase was offset mainly by reductions in
stock-based compensation expense. Sales and marketing costs increased in fiscal year 2004 due to $400 million of stock-
based compensation expense related to the option {ransfer program and other headcount-related costs related to a 9%

increase in sales and marketing headcount.

General and Administrative

Percent Percent
{(In_millions. except percentages) 2003 2004 Change 2005 Change
General and zdministrative $2,426 $4.997 106%. $4,166 (17%)
As a percent of revenue 8% 14% 6 ppt 10% (4} ppt

General and administrative costs include payroll, employee benefits, stock-based compensation, and other headcount-
related costs associated with finance, legal, facilities, certain human resources, and other administrative headcount; and
legal costs and other administrative fees. General and administrative expenses decreased in fiscal year 2005 due t0 lower
fegal costs and stock-based compensation e jally offset b increase in other headcount-related costs from
new ang existing employees of $25 million. If pensas:were driv EY
i : IBM;iNovel . Gatew: seiclass
lafed €laims] Gen trative costs increased in
$1.92 billion of charges related to the Sun Microsystems
setttement, a $605 million fine imposed by the European Commission, and other legal costs of approximately $104 million;
$280 million of stock-based compensation expense related to the employee stock option transfer program in the second
quarter of fiscal year 2004, and other headcount related costs.

Investment Income
“The components of investment income and other in each full fiscat year are as follows:

(1n millions) 2003 20104 2005
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Dividends and interest $1,957 $1,6892 51,460

Net gains on investments 44 1,563 856
i 62)

Net losscs on derly
- Income/{losses) fr

Investment income and other 52,067

Dividends and interest income declined $432 million in fiscal year 2005 due to the combination of a greater allocation of
funds to lower vielding, more liquid asset classes in preparation for the $32.64 billion special dividend paid on December
2, 2004 and a lower portfolio balance following payment of the speciat dividend.

Net gains on investments declined $707 million in fiscal year 2005 due primanly to greater sales of investments in the
previous fiscal year in preparation for the special dividend paid on December 2. 2004. Net gains on investments also
include other-than-temporary impairments of $152 million in fiscal year 2005 compared to $82 million fiscal year 2004.
Investments are considered to be impaired when a decline in fair value is judged to be other than temporary. We employ a
systematic methodology that considers available evidence in evaluating potential impairment of our investments. If the
cost of an investment exceeds its fair value, we evaluate, among other factors, general market conditions, the duration
and extent 1o which the fair value is tess than cost, and our intent and ability to hold the investment. We also consider
specific adverse conditions related to the financial health of and business outlook for the investee, including industry and
sector performance, changes in technology, operational and financing cash flow factors, and rating agency actions. Once
a decline in fair value is delermined to be other than temporary, an impairment charge is recorded and a new cost basis in
the investment is established.

Derivative instruments are used to manage exposures to interest rates, equity prices, and foreign currency exchange
rates and to facilitate portfolio diversification. Net derivative losses in fisca! year 2005 were primarily related to losses on
equity derivatives, interest rate derivatives, and foreign currency contracts. During fiscal year 2005, losses related to
equity derivatives used to economically hedge against a decline in equity prices were $202 million and losses related to
interest rate derivatives were $53 million. These losses were offset by the combination of realized gains on sales of
securities and unrealized gains related to increases in the market vaiue of the underlying assets included as a component
of other comprehensive income. Net losses related to foreign currency contracts were %53 miliion, related in part to
hedging anticipated foreign currency revenues while the U.S. dollar generally declined against most currencies during the
conomically hedging foreign currency based investment exposures. Losses related to hedging
vestment exposures were offset by unrealized gains in the underlyi b n

in fiscal year 2004, dividends and interest income decreased by $65 million mainly due to lower dividend income
resulting from the exchange of AT&T 5% convertible preferred debt for common shares of Comcast during fiscal year
2003 and declining interest rates, partly offset by a larger investment portfolio. Net gains on investments include other-
than-temparary impairments of $82 million in fiscal year 2004 comparec to $1.15 billion in fiscal year 2003 and higher net
realized gains on sales in fiscal year 2004 as we moved to more liquid investment asset classes. Net realized gains on
sales were $1.65 billion in fiscal year 2004 and $1.19 billion in fiscal year 2003. The decline in impairments was due to
improved market conditions. Derivative losses decreased $156 million to $268 million in fiscal year 2004 compared to
fiscal year 2003 primarily due io the combined effects of interest rate movements on interest rate sensitive instruments
and equity market price movements relative to positions used to hedge the fair value of certain equity securities,

he: decision 16 rep : y earnings under a temporary. incéntive provided b
Akt 6F2004. The effective tax rate for fiscal year 2003 was 32%. The fiscal year 2003 ra
second quarter of $126 million from the reversal of tax matters related to portions of a previous Tax Court ruting that tax

Agsun
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benefits on certain revenue earned from distribution of software to foreign customers which were reversed by the Ninth
Circuit Court of Appeals.

Financial Condition

epurchass Jddition’ 1o the: planried: steck repurchases intouf. cash flows statemen
were $11.00 billion as of June 30, 2005 compared to $12.21 billion as of June 30, 2004. The investment portfolio consists
primarity of fixed-income securities, diversified among industries and individual issuers. Qur investments are generally
liquid and investment grade. The portfolio is invested predominantly in U.5. dollar denominated securities, but also
includes foreign currency denominated positions in order to diversify financial risk. The portfolio is primarily invested in
short-term securities to facilitate rapid deployment for immediate cash needs. As a result of the special dividend and
shares repurchased, our retained deficit, including accumulated other comprehensive income, was $12.30 billion at June
30, 2005, Qur retained deficit is not expected o impact our fulure ability to operate or pay dividends given our continuing
profitability and strong cash and financial position.

repurchase

Unearned Revenue

Unearned revenue is attributable to volume licensing programs, undelivered elements of software licensing arrangements,
and certain other services. Unearned revenue from volume licensing programs represents customer billings, paid either
upfront or at the beginning of each billing coverage periad, that are accounted for as subscriptions with revenue
recognized ratably over the billing coverage period. For certain ather licensing arrangements revenue attributable to
undelivered elements, including free post-delivery telephone support and the right to receive unspecified
upgrades/enhancements of Microsoft Internet Explorer on a when-and-if-available basis, is based on the sales price of
those elements when sold separately and is recognized ratably on a straight-line basis over the related product's life
—ycle. Other unearned revenue includes Services, TV Platform, Microsoft Business Solutions, and advertising and
subscription services where we have been paid upfront and earn the revenue when we provide the service or software or
otherwise meet the revenue recognition criteria. . ’

Unearred revenue as of June 30, 2005 increased $990 miltion from June 30, 2004 reflecting current period billings
outpacing the recognition of deferrals from multi-year licensing arrangements by $925 million and a $304 million increase
primarily in unearned revenue for services, MSN advertising, Xbox Live, TV platform, and Microsoft Business Solutions,
partially offset by a $239 million decline in revenue deferred for undelivered elements. -

Cash Flows
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Cash flow from operatians for fiscal year 2004 decreased $1.17 billion to $14.63 billion. The decrease primarily reflects
ihe combined cash outflows of $2.56 hition related to the Sun Microsystems settlement and the European Commission
fine partially offset by increased cash receipts from customers driven by the rise in revenue billings. Cash used for
financing was $2.36 billion in fiscal year 2004, a decrease of $2.86 billion from the previous year. The decrease reflects
that we did not repurchase commaon stock In the fourih quarter of fiscal year 2004 combined with a $628 million increase
primarily from stock issuances related to employee stock options exercises, partially offset by an $872 million increase in
cash dividends paid. We repurchased 123.7 million shares of common stock under our share repurchase program in fiscal
year 2004. Cash used for investing was $3.34 billion in fiscal year 2004, a decrease of $3.88 billion from fiscal year 2003.

Cash flow from operations was $15.80 billion for fiscal year 2003, an increase of $1.29 billion from fiscal year 2002.
The increase primarily reflects the rise in cash receipts from customers driven by the increase in revenue billings and
maintenance of relatively stable accounts receivable levels. Cash used for financing was $5.22 billion in fiscal year 2003,
an increase of 3651 millien from the previous year. The increase reflects a cash dividend payment of $857 million in 2003
and an increase of $417 million in common stock repurchased, offsetting $623 million received from common stock
issued. We repurchased 238.2 million shares of common stock under our share repurchase program in fiscal year 2003.
Cash used for investing was $7.50 billion in fiscal year 2003, a decrease of $3.37 billion from fiscal year 2002, due to
stronger portfolio performance on sold and matured investments.

We have no material Jong-term debt. Stockholders’ equity at June 30, 2005 was $48.12 hillion. We will continue to
invest in sales, marketing, product support infrastructure, and existing and advanced areas of technology. Additions to
property and equipment wilt continue, including new facilities and computer systems for research and development, sales
and marketing, support, and administrative staff. Commitments for constructing new buildings were $152 million on June
30, 2005. We have operating leases for most U.S. and international sales and support offices and certain equipment
under which we incurred rental expense totaling, $290 million, $331 million and $289 million in fiscal year 2003, 2004 and
2005, respectively. We have issued residual value guarantees in connection with various operating leases. These
guarantees 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 lessor for an amount egual to the shortage (if any) between the proceeds from the sale of the property
and an agreed value. As of June 30, 2005, the maximum amount of the residual value guarantees was -approximately
$274 milion. We believe that proceeds from the sale of properties under operating leases would exceed the payment
obligation and therefore no Hability currently exists. We have not engaged in any related party transactions or
arrangements with unconsolidated entities or other persens that are reasonably likely to materially affect liquidity or the
avallability of requirements for capital resources,

On July 20, 2004, our Board of Directors approved a plan to buy back up 10 $30 billion in Microsoft common stock over
four years. The specific timing and amount of repurchases will vary based an market conditions, securities law limitations,
and other factors. The repurchases will be made using our cash resources. The repurchase program may be suspended
or discontinued at any time without previous notice. In any period, cash used in financing activities related to common
stock repurchased may differ from the comparable change in stockholders' equity, reflecting timing differences between
the recognition of share repurchase transactions and their settiement for cash. During fiscal year 2005, we repurchased
342 million shares, or $8.0 billion of our common stock under this plan. '

We believe existing cash and short-term investments, together with funds generated from ‘ogperations should be
sufficient to meet operating requirements and regular quarterty dividends and planned share repurchases. Qur philosophy
regarding the maintenance of a balance sheet with a large component of cash and shorl-term investments, and equity and
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other invesiments, reflects our views on potential future capital requirements relating to research and development,
_creation and expansion of sales distribution channeis, investments and acquisitions, share dilution management, legal
tisks, and challenges o our business model. We regularly assess our investment management approach in view of our
current and potential fulure needs. ‘

Off-Balance Sheet Arrangements and Contractual Obligations

Off-Balance Sheet Arrangements

As of June 30, 2004, we had guaranteed the repayment of certain Japanese yen denuminated bank loans and related
interest and fees of Jupiter Telecommunication, Ltd., a Japanese cable company. The total amount of these guarantees
was approximately $51 million. Effective December 21, 2004, the guarantees were terminated.

We provide indemnifications of varying scope and amount 1o certain customers against claims of inteltectual property
infringement made by third parties arising from the use of our products. We evaluate estimated losses for such
indemnifications under SFAS 5, Accouriting for Contingencies, as interpreted by FIN 45. We consider factors such as the
degree of probability of an unfavarable outcome and the ability to make a reasonable estimate of the amount of loss. To
date, we have not encountered material costs as a resutt of such obligations and have not accrued any liabilities related to
such indemnifications in our financial statements.

Contractual Obligations

The following table summarizes our outstanding contractual obligations as of June 30, 2005:

{in_mitlions)("”
Payments du ario
2013 and
Fiscal Years 2006 2007-2009 2010-2012 thereafter Tota!
Long-term debt 8 - & - 8 - 3 - 3% -
Construction commitments'™ 122 28 2 .- ' 152
;ease obligations:
Capital leases 5] 17 11 -- 34
Operating leases'™ 228 461 166 49 904
Purchase commitments'” 1,072 1 . - 1,073
Other long-term liabilities™ N 95 17 12 124
Total cantractual obligations 1,428 602 196 Bl 2.287

{1) We have excluded the recorded $1.1 bilion contingent liability related to the antitrust and unfair competition class
action lawsults referred to in the third paragraph of Note 17 — Contingencies of the Notes to Financial Statements as
the timing and amount to be resolved in cash versus vauchers is subject to uncertainty.

(2) We have certain commitments for the construction of buildings. We expect to fund these commitments with existing
cash and cash flows from operations, : :

(3) Our future minimum rental commitments under noncancellable leases comprise the majority of the aperating lease
obligations presented above. We expect to fund these commitments with existing cash and cash flows from
operations.

(4) Purchase commitments represent obligations under agreements which are not unilaterally cancelable by us, are
legally enforceable and specify fixec or minimum amounts or quantities of goods or services at fixed or minimum
prices. We generally require purchase orders for vendor and third-party spending. The amount presented above as
purchase commitments includes an analysis of all known contracts exceeding $5 million in the aggregate and all
known open purchase orders. We expect to fund these commitments with existing cash and cash flows from
operations.

(5) We have exciuded unearned revenue of $1.67 bilion from other long-term Habilities presented above as these will
not be seftled in cash.

NDARDS
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APPLICATION OF CRITICAL ACCOUNTING POLICIES

Our financial statements and accompanying notes are prepared in accordance with U.S. GAAP. Preparing financial
statements requires management to make estimates and assumptions that affect the reported amounts of assels,
liabilities, revenue, and expenses. These estimates and assumptions are affected by management's application of
accounting policies. Critical accounting policles for us include revenue recognition, impairment of investment securities,
impairment of goodwill, accounting for research and development costs, accounting for legal contingencies, and
accounting for income taxes. )

We account for the licensing of software in accordance with American institute of Certified Public Accauntants (AICPA)
Statement of Position {SOP) 97-2, Software Revenue Recognition. The application of SOP 97-2 requires judgment
including whether a software arrangement includes multiple elements, and if so, whether vendor-specific objective
evidence (VSOE) of fair value exists for those elements. Customers receive certain elements of our products over a
period of time. These elements include free post-delivery ielephone support and the right to receive unspecified
upgradesfenhancements of Microsoft Internet Explorer on a when-and-if-available basis, the fair value of which is
recognized over the product's estimated life cycle. Changes to the elements in a software arrangement, the ability to
identify VSOE for those elements, the fair value of the respective elements, and changes to a product's estimated life
cycle could materially impact the amount of earned and unearned revenue. Judgment is also required to assess whether
future releases of certain software represent new products or upgrades and enhancements to existing products.

SFAS 115, Accounting for Certain Investments in Debt and Equify Securities, and SEC SAB §9, Accounting for
Noncurrent Marketable Equity Securities, provide guidance on determining when an investment Is other-than-temporarily
impaired. Investments are reviewed quarterly for indicators of other-than-temporary impalrment. This determination
requires significant judgment. In making this judgment, we employ a systematic methodology quarterly that consicers
available quantitative and qualitative evidence in evaluating potential impairment of our investments. if the cost of an
investment exceads its fair value, we evaluate, among other factors, general market conditions, the duration and extent to
which the fair value is less than cost, and our intent and ability to hold the investment. We also consider specific adverse
conditions related to the financial health of and business outlook for the investee, inciuding industry and sector
performance, changes in technology, operational and financing cash flow factors, and rating agency actions. Once a
decline in fair value is determined to be other-than-temporary, an impairment charge is recorded and a new cost basis in
the investment is established. If market, industry and/or investee conditions deteriorate, we may incur future impairments.

SFAS 142, Goodwilf and Other intangible Assets, requires that goodwill be tested for impairment at the reporting unit
level (operating segment or one level below an operating segment) on an annual basis (July 1 for us) and between annual
tests if an event occurs or circumstances change that would more likely than not reduce the fair value of a reporting unit
below its carrying value. These events or circumstances could include a significant change in the business climate, legal
factors, operating performance indicators. compedtition, sale or disposition of a significant portion of a reporting unit.
Application of the goodwill impairment test requires judgment, including the identification of reporting units, assignment of
assets and liabilites to reporting units, assignment of goodwill to reporting units, and determination of the fair value of
each reporting unit. The fair value of each reporting unit is estimated using a discounted cash flow methodology. Thig,
requires significant judgments including estimation of future cash flows, which is dependent on internal forecasts,
estimation of the long-term rate of growth for our business, the useful life over which cash flows will occur, and
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determination of our weighted average cost of capital. Changes in these estimales and assumptions could materially
affect the determination of fair value and/or goodwill impairment for each reporting unit.

. We account for research and development costs in accordance with several accounting pronouncements, including
SFAS 2, Accounting for Research and Development Costs, and SFAS 86, Accounting for the Costs of Computer Software
to be Sold, Leassd, or Otherwise Marketed. SFAS 86 specifies that costs incurred internally in researching and
developing a computer software product should be charged to expense until technological feasibility has been established
for the product. Once technological feasibility is established, all software costs should be capitalized until the product is
available for general release to customers. Judgment is required in delermining when technological feasibility of a product
is established. We have determined that technological feasibility for our software products is reached shortly before the
products are released to manufacturing. Costs incurred after technological feasibility is established are not material, and
accordingly, we expense all research and development costs when incurred. .

The outcomes of legal proceedings and claims brought against us are subject to significant unceriainty. SFAS 5,
Accounting for Contingencies, reguires that an estimated loss from a loss contingency such as a legal proceeding or claim
should be accrued by a charge to income if it is probable that an asset has been impaired or a liability has been incurred
and the amount of the loss can be reasonably estimated. Disciosure of a contingency is required if there is at least a
reasonable possibility that a loss has been incurred. in determining whether a loss should be accrued we evaluate, among
other factors, the degree of probability of an unfavorable outcome and the ability to make & reasonable estimate of the
amount of loss. Changes in these factors could materially impact our financial position or our resulis of operations.

SFAS 108, Accounting for Income Taxes, establishes financial accounting and reporting standards for the effect of
income taxes. The objectives of accounting for income taxes are to recognize the amount of taxes payabie or refundable
for the current year and deferred tax liabilities and assets for the future tax consequences of events that have been
recognized in an entity’s financial statements or tax returns. Judgment is required in assessing the future tax
consequences of events that have been recognized in our financial statements or tax returns. Variations in the actual
outcome of these future tax consequences could materially impact our financial position, resuits of operations, or cash
flows
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ITEM 7A. QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK

We are exposed to foreign currency, interest rate, fixed income, equity and commod KE. A portion of thest
risks is hedged, but fluctuations could impact our resulls of operations and financial position. We hedge a portion of
anticipated revenue and accounts receivable exposure to foreign currency fluctuations, primarily with option contracts. We
monitor our foreign currency exposures daily to maximize the overall effectiveness of our foreign currency hedge
positions. Principal currencies hedged include the euro, Japanese yen, British pound, and Canadian doltar. Fixed income
securities are subject to interest rate risk. The portfolio is diversified and structured to minimize credit risk, Securities heid
in our equity and other investments portfolio are subject to price risk, and are generally not hedged. However, we use
options to hedge our price risk on certain equity securities that are held primarily for strategic purposes.

We use a value-at-risk (VAR) model to estimate and quantify our market risks. VAR is the expected loss, for a given
confidence level, in fair value of our portfolio due to adverse market movements over a defined time horizon. The VAR
model is not intended to represent actual losses in fair value, but is used as a risk estimation and management iool. The
madel used for currencies and equities is geometric Brownian motion, which allows incorporation of optionality with regard
to these risk exposures. For interest rate risk, the mean reverting geometric Brownian motion is used to reflect the

_ principle that fixed-income securities prices revert to maturity value over time. '

Value-at-risk is calculated by, first, simulating 10,000 market price paths over a specified period of time for equities,
interest rates and foreign exchange rates, 1aking into account historical correlations among the different rates and prices.
Each resulting unigue set of equities prices, interest rates, and foreign exchange rates is then applied to substantially all
individual holdings to re-price each holding. The 250th worst performance {out of 10,000) represents the value-at-risk over
a specified period of time at the 97.5 percentile confidence level. Several risk factors are not captured in the model,
inciuding liquidity risk, operational risk, credit risk, and legal risk.

Certain securities in our equity portfolio are held for strategic purposes. We hedge the value of a portion of these
securities through the use of derivative contracts suich as put-cail collars. In these arrangements, we hedge a security’s
equity price risk below the purchased put strike and forgo most or all of the benefits of the security’s appreciation above
ihe sold call strike, in exchange for the premium received for the sold call. We also hold equity securities for genera’
investment return purposes. We: have incurred material impairment charges related to these securities in previous
periods. The VAR amounts disclosed below are used as a risk management too! and reflect an estimate of potential
reductions in fair value of our portfolic. Losses in fair value over the specified holding period can exceed the reported VAR
by significant amounts and can also accumulate over a longer time horizon than the specified holding period used in the
VAR analysis. VAR amounts are not necessarily reflective of potential accounting losses, inctuding determinations -of
other-than-temporary losses in fair value in accordance with U.S. GAAP.

The VAR numbers are shown separately for interest rate, currency, equity and: oditynsks. These VAR numbers
inciude the underlying portfolio positions and related hedges. We use historical data fo estima VAR, Given the reliance
on historical data, VAR is most effective in estimating risk exposures in markets in which there are no fundamental
changes or shifts in market conditions. An inherent limitation in VAR is that the distribution of past changes in market risk
factors may not produce accurate predictions of future market risk.

(04 than
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ITEM 8. FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA

INCOME STATEMENTS

{In_milliops, except earpings per share}
Year Ended June 30 2003 2004

2005
Revenue $ 32187 $ 36835 & 39,788
Operating expenses. : . :

Cost of revenue - 6,058 6,716 6,200
Research and development 6,583 7,779 6,184
Sales and marketing 7.562 8,309 8,677
Generat and administrative 2426 4807 4. 166

Total operating expenses _ 22.642 27.801 25227

Operaling inccme
Invéstment; incomearloss) : ng-oier
Income before income taxes '

Provision for income taxes 3,523 4028 4374
Net income $ 7531 § 8168 § 12254
Earnings per share:
Basic $ 070 % 076 3 113
Dituted g 089 % 075 § 112
Weighted average shares outstanding:
Basic 10,723 10,803 10,839
Diluted

Césh Dividends;Declared: Per St

See accompanying notes.
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BALANCE SHEETS

{In_millions)
June 30
Assets
Current assels:
Cash and equivalents
Shori-term investments
Total cash and short-term investments
Accounts receivable, net
inventories
Deferred income taxes
Other
Total current assets
Property and equipment, net
Equity and other investments
Goodwill :
Intangiblie assets,

Other long
Total assets
Liabilities and stockholders’ equity
Current liabilities:
Accounts payable
Accrued compensation
Income taxes
Short-term unearned revenue
Other
Total current liabilities

Q na bilities
ommitments and contingencies
Stockholders’ equity:
Common siock and paid-in capital — shares authorized 24,000,
outstanding 10,862 and 10,710
Retained earnings {deficit), including accumulated other comprehensive
income of $1,119 and $1,426
Total stockholders' equity
Tolal liabilities and stockholders’ equity

See accompanying notes.

HIGHLY CONFIDENTIAL

2004 2005

60,592 37,751
5,890 7,180
421 491
2,097 1,701
1,566 1.614
70,566 48,737
2,326 2,346
12,250 11,004
3,115 3,309

56,396 60,413
18,429 (12.298)
74.825 48115

§ 04368 § 70810
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CASH FLOWS STATEMENTS

‘n_millions}
Yaar Ended Jure 30 2003 2004 2005
Qgperations .
Net income : $ 7,631 8,168 § 12,254
Depreciation, amortization, and other noncash items 1,393 1,186 856
Stock-based compensation 3,749 5,734 2,448
Net recognized (gains)iosses on investments 380 {1,296) (527}
Stock option income tax benefits 1,365 1,100 668
Defarred income taxes {1,348) (1,479) {(179)
Unearned revenue $2,519 11,777 13,831
Recognition of unearned revenue {11,282) (12,527) {12,919)
Accounts receivable 187 (687} (1,243)
Other current assets 412 478 (245)
Other long-term assets (28) 34 21
Other current liabilities 35 1,529 396
Cther long-term liabilities 894 609 1,245
Net cash from operations 15,797 14,626 16,605
Financing
Common stock issued 2,120 2,748 3,100
Common stock repurchased {6,486) (3,383) {8,057}
Common stock ivid (B5T) {1,729) (36,112}
(5,223} (2.364) (41,078)
Investing :
Additions to property and eguipment (891) (1,109} (812)
Acquisition of companies, net of cash acquired {1,063} (4) (207)
Purchases of investmerts (91.869) {95,005) (68,045)
Maturities of investments 9,205 5,561 29,153
Sales of investments 77,123 87.215 54,938
Nef cash from investing (7,495} (3,342) 15,027
Net change in cash and equivalents 3079 8,920 {9,446}
Effect of exchange rates on cash and equivalents 61 27 {7}
Cash and equivalents, beginning of period 2217 5,357 14,304

Cash and equivalents, end of period

See accompanying notes.
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STOCKHOLDERS' EQUITY STATEMENTS

{in millions)
Year Ended June 30 2003 2004 2005
- Common stock and paid-in capital
Balance, beginning of period $ 41845 § 49,234 $ 56,396
Common stock issued 2,966 2,815 3,223
Common stock repurchased (691) (416} (4.737)
Stock-based compensation expense 3,749 5,734 2,448
Stock option income tax benefits/{deficiencies) 1,365 (989) 89
Other, net = 18 (8)
Balance, end of period . 49,234 56,396 60413
Retained earnings (deficit) :
Balance, beginning of periad ' 12,997 15,678 18,429
Net income ' 7.531 8,168 12,254
Other comprehensive income:
Net gains/(losses) on derivative instruments (102) 101 (58)
Net unrealized investments gains/(losses) 1,243 {873) 371
Translation adjustments and other 116 51 {6)
Comprehensive income 8,788 7,447 12,561
Common stock cash dividends (857} (1,729} {36,968)
Common stock repurchased ‘ {5,250) (2.967) {8,320}
Balance, end of period 15.678 18,429 {12,298)
Total stockholders’ equity ‘ ) 3§ 64912 $ 74825 § 48.115
See accompanying notes.
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NOTES TO FINANCIAL STATEMENTS

NOTE 1_ ACCOUNTING POLICIES

ACCOUNTING PRINCIPLES

The financial statements and accompanying notes are prepared in accordance with accounting principies generally
accepted in the United States of America. : :

PRINCIPLES OF CONSOLIDATION

The financial statements Include the accounts of Microsoft Corporation and its subsidiaries (Microsoft). Intercompany
tranzactions and balances have been eliminated. Equity investments in which we exercised significant influence but do
not controt and are not the primary beneficiary are accounted for using the equity method. Investments in which we are
not able to exercise significant influence over the investee are accounted for under the cost method.

ESTIMATES AND ASSUMPTIONS

Preparing financial statements requires management to make estimates and assumptions that affect the reported
amounts of assets, liabilities, revenue, and expenses. Examples include estimates of loss contingencies and product life
cycles, and assumptions such as the elements comprising a software arrangament, including the distinction between
upgrades/énhancements and new products; when technological feasibifity is achieved for our products; the potential
outcome of future tax consequences of events that have been recognized in our financial statements or tax returns,
estimating the fair value and/or goodwill impairment for our reporting units; and determining when investment impairments
are other-lhan-temporary. Actual results and outcomes may differ from management's estimates and assumplions.

. FOREIGN CURRENCIES

Assets and liabilities recorded in foreign currencies are translated at the exchange rate on the balance sheet date.
Revenue and expenses are iranslated at average rates of exchange prevailing during the year. Translation adjustments
resulting from this process are charged or credited ta Other Comprehensive Income {OCI).

REVENUE RECOGNITION

Revenue is recognized when persuasive evidence of an arrangement exists, delivery has occurred, the fee is fixed or
determinabie, and collectibility is probable. We enter into certain arrangements where we are obligated to deliver multiple
products andfor services (multiple elements). In these arrangements, we generally allocate the total revenue among the
elements based on the sales price of each element when sold separately {vendor-specific objective evidence).

Revenue for retail packaged products, products licensed fo original equipment manufacturers {OEMs), and perpetual
licenses for current products under our Open and Select volume licensing programs generally is recognized as products .
are shipped, with a portion of the revenue recorded as unearned due to undelivered alements including, in some cases,
free post-delivery telephane support and the right to receive unspecified upgradesfenhancements of Microsoft Internet
Explorer on a when-and-if-available basis. The amount of revenue allocated to undelivered elements is based on the
vendor-specific objective evidence of fair value for thase elements using the residual method. Under the residual method,
the total fair value of the undelivered elements, as indicated by vendor-specific objective evidence, is recorded as
unearned, and the difference between the total arrangement fee and the amount recorded as unearned for the
undelivered elements is recognized as revenue related to delivered elements. Unearned revenue due to undelivered
elements is recognized ratably on a straight-line basis over the relaied product’s life cycle.

Revenue from mulli-year licensing arrangements are accounted for as subscriptions, with billings recorded as
unearned revenue and recognized as revenue ratably over the billing coverage period. Certain multi-year licensing
arrangements include rights to receive future versions of software product on a when-and-if-available basis under Open
and Select volume licensing programs (currently named Software Assurance and, previously named Upgrade
Advantage). In addition, other multi-year licensing arrangements include a perpetual license for current products
combined with rights to receive future versions of software products on a when-and-if-available basis under Open, Select,
and Enterprise Agreement volume licensing programs. Premier support services agreements, MSN Internet Access
subscriptions, Xbox Live, and Microsoft Developer Network subscriptions are also accounted for as subscriptions.

Revenue related to our Xbox game console is recognized upon shipment of the product fo retailers. Revenue refated to
games published by us is recognized when those games have been delivered to retailers. Revenus related to games
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published by third parties for use on the Xbox platform is recognized when manufactured for the game publishers. Online
advertising revenue is recognized as advertisements are displayed. Search advertising revenue is recognized when the
ad appears in the search resulte or when the action necessary to eam the revenue has been completed. Consuiting
services revenue is recognized as services are rendered, generaily based on the negotiated hourly rate in the consutting
arrangement and the number of hours worked during the period. Revenue for fixed price services arrangements is
recognized hased on percentage of completion. :

Costs related lo insignificant obligations, which Include telephone support for developer tools software, PC games,
computer hardware, and Xbox, are accrued when the related revenue is recognized. Provisions are recorded for
estimated returnis, concessions, and bad debts. .

RESEARCH AND DEVELOPMENT

Recearch and developmeni expenses iﬁciude payroll, employee benefits, stock-based compensation, and other
headcount-related costs associated with product development. We have determined that technological feasibility for our
software products is reached shartly before the products are released o manufacturing. Costs incurred after technological

feasibility is established are not material, and accordingly, we expense all research and development costs when incurred.
SALES AND MARKETING

Sales and marketing expenses include payroll, employee benefits, stock-based compensation, and other headcouni-
related costs associaied with sales ang marketing perscnnel and advertising, promotions, tradeshows, seminars, and
other marketing-related programs. Advertising costs are expensed as incurred. Advertising expense was $1.06 billion in
fiscal year 2003, $904 million in fiscal year 2004, and $995 million in fiscal year 2005.

INCOME TAXES

Income tax expense includes U.8. and internationa! income taxes, plus the -provision for U.S. taxes on undistributed
earnings of international subsidiaries not deemed to be permanently invested. Certzin items of income and expense are
not reported in tax returns and financiat statements in the same year. The tax effect of such temporary differences is,
reported as deferred income taxes. ;

FINANCIAL INSTRUMENTS

We consider all highly liquid interest-earning investments with a maturity of three months or less at the date of purchase to
be cash equivalents. Investments with maturities beyond one year may be classified as short-term based on their highly
liquid nature and because such marketable securities represent the investment of cash that is available for current
operations. All cash equivalents and short-term investments are classified as available for sale and are recorded at
market value using the specific identification method: unrealized gains and losses (excluding ather-than-temporary
impairments) are reflected In OCI. .

Equity and other investments include both debt and equity instruments. Debt securities and- publicly traded equity
securities are classified as available for sale and are recorded at market using the specific identification method.
Unrealized gains and losses {excluding other-than-temporary impairments) are reflected in OCL. All other investments,
excluding those accounted for using the equity method, are recorded at cost.

We lend certain fixed income and equity securities to enhance investment income. Collateral and/or security interest is
determined based upon the underlying security and the creditworthiness of the borrower. The fair value of collateral that
we are permitted to sell or re-pledge was $499 million at both June 30, 2004 and 2005.

investments are considered to be impaired when a decline in fair value is judged to be other-than-temporary. We
employ a systematic methodology on a quarterly basis that considers available quantitative and qualitative evidence in
evaluating potential impairment of our investments. If the cost of an investment exceeds its fair value, we evaluate, amoeng
other factors, general market conditions, the duration and extent to which the fair value is less than cost, and our intent
and abiiity to hold the investment. We also consider specific adverse conditions related to the financial health of and
business outlook for the investee, including industry and sector performance, changes in technology, cperational and
financing cash flow factors, and rating agency actions. Once a decline in fair value is determined to be other-than-
temporary, an impairment charge s recorded and a new cost basis in the investment is established.
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We use derivative instruments o manage exposures to foreign currency, equities price, interest rate, credit risks,
enhance returns, and to facilitate portfolio diversification. Qur objectives for halding derivatives include reducipg,
sliminating, and efficiently managing the economic impact of these exposures as effectively as possible. Derivatn{e
instruments are recognized as either assets or liabilities and are measured at fair value. The accounting for changes in
the fair value of a derivative depends on the intended use of the derivative and the resulting designation. For a derivative
instrument designated as a fair-value hedge, the gain or loss is recognized in earnings in the period of change together
with the offsetting loss or gain on the hedged item attributed to the risk being hedged. For a derivative instrument
designated as a cash-flow hedge, the effective portion of the derivative’s gain or loss is initialiy reported as a component
of OCI and is subsequently recognized in earnings when the hedged exposure affects earnings. The ineffective portion of
the gain or loss is recognized in earnings. For optlons designated either as tair-value or cash-flow hedges, changes in the
time value are excluded from the assessment of hedge effectiveness and are recognized in earnings. Gains and losses
from changes in fair values of derivatives that are not designated as hedges for accounting purposes are recognized in
eamings.

Forelgn Currency Risk. Certain forecasted transactions and assets are exposed to foreign currency risk. We monitor
our foreign currency exposures daily to maximize the overall effectiveness of our foreign currency hedge positions.
Options are used to hedge a portion of forecasted international revenue for up to three years in the future and are
' designated as cash-fiow hedging instruments - under Statement of Financial Accounting Standards (SFAS) 133,
Accounting for Derivative Instruments and Hedging Activities. Principal currencies hedged include the Euro, Japanese
yen, British pound, and Canadian dollar. Certain non-U.S. dollar denominated securities are hedged using foreign
exchange forward contracts that are designated as fair-value hedging instruments under SFAS 133. Certain options and
forwards not designated as hedging instruments under SFAS 133 are also used to hedge the impact of the variability in
exchange rates on accounts receivable and collections denominated in certain foreign currencies and to manage other
foreign currency exposures.

Equities Price Risk. Equity investments are subject to market price risk. From time to time, we use and designate
options to hedge fair values and cash flows on certain equity securities. We determine the security, or forecasted sale
thereof, selected for hedging by evaluating market conditions, up-front costs, and other relevant factors. Certain options,
fiutur.es and swap contracts, not designated as hedging instruments under SFAS 133, are also used to manage equlity
2Xposures.

Interest Rate Risk. Fixed-income securities are subject to interest rate risk. The fixed-income portfolio is diversified and
consists primarily of investment grade securities to minimize credit risk. We use exchange-traded option and future
contracts and over-the-counter swap contracts, not designated as hedging instruments under SFAS 133, to hedge interest
rate risk. :

Other Derivatives. Swap contracts, not designated as hedging instruments under SFAS 133, are used to manage
exposures to credit risks, enhance returns, and to facilitate portfolio diversification. In addition, we may invest in warrants
to purchase sccurities of other companies as a strategic investment. Warrants that can be net share settied are deemed
derivative financial instruments and are not designated as hedging instruments. To Be Announced {TBAs) forward
purchase commitments of mortgage-backed assets are also considered derivatives in cases where physical delivery of
the assets are not taken at the earliest available delivery date. All derivative instruments not designated as hedging
instruments are recorded at fair value, with changes in value recognized in the income statement during the period of
change.

ALLOWANCE FOR DOUBTFUL ACCOUNTS
The allowance for doubtful accounts reflects our best estimate of probable lesses inherent in the accounts receivable

balance. We delermine the allowance based on known troubled accounts, historical experience, and other currently
available evidence. Activity in the allowance for doubtful accounts is as follows: o

{in millions}
: Balance at Charged to

beginning of costs Wrile-offs Balance at

Year Ended June 30 period and expenses and other entl of period

2003 $ 209 L3 18 $ {85} % 242

2004 242 44 (120) 166

2005 166 48 {43) 171
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INVENTORIES

inventories are stated at the lower of cost or market, using the average cost method. Cost includes materials, labor, ana
manufacturing overhead related to the purchase and production of inventories. We regularly raview inventory quantities
on hand, future purchase commitments with our suppliers, and the estimated utility of our inventory. If our review indicates
a reduction in utility below carrying value, we reduce our inventory to a new cost basis.

PROPERTY AND EQUIPMENT
Property and equipment is stated at cost and depreciated using the straight-line method over the shorter of the.estimated

life of the asset or the lease term, ranging from one to 15 years. Computer software developed or obtained for internal use
is depreciated using the straight-line method over the estimated usefu! life of the software, generally three years or jess.

GOODWILL

Goodwill is tested for impairment on an annual basis as of July 1, and between annual tests if indicators of potential
impairment exist, using a fair-value-based approach. No impairment of goodwill has been identified during any of the
periods presented.

INTANGIBLE ASSETS

Intangible assets are amortized using the straightdine method over their estimated period of benefit, ranging from one to
ten years, We evaluate the recoverability of intangible assets periodically and take into account events or circumstances
that warrant revised estimates of useful lives or that indicate that impairment exists. All of our intangible assets are subject
to amortization. No impairments of intangible assets have heen identified during any of the periods presented.

NOTE 2 UNEARNED REVENUE

Unearned revenue is comprised of the following items:

Volume licensing programs — Represents customer billings for multi-year licensihg arrangements, paid either upfront or
annually at the beginning of each billing coverage period, which are accounted for as subscriptions with revenue
recognized ratably over the billing coverage period.

Undelivered elements — Represents free post-delivery telephone support and the right to receive unspecified
upgrades/enhancements of Microgoft Internet Explorer on a when-and-if-available basis. The amount recorded as
unearned is based on the sales price of those elements when sald separately and is recognized ratably on a straight-line
basis over the related product's life cycle. The perceniage of revenue recorded as unearned due to undelivered elements
ranges from approximately 15% to 25% of the sales price for Windows XP Home, approximately 5% to 15% of the sales
price for Windows XP Professional, and approximately 1% to 15% of the sales price for deskiop applications, depending
on the terms and condilions of the license and prices of the elements. Product life cycles are currently estimated at three
and one-half years for Windows operating systems and two years for desktop applications.
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Other — Represents payments for post-delivery support and consulting serwces to be performed in the future, on ine

advertlsmg for whlch the advertisement has_yet 1o be displayed, Mi osoft Bus
[ i : e"and'cther biiltngs that are accounted for

The components of unearned revenue are as follows:

{In millicns)

June 30 2004 2005

Volume licensing programs $ 5075 § 6000

Undelivered elements ) 2,358 2,119

Cther _ ' 744 1.048
Unearned revenue 3 BT 9,167

Unearned revenue by segment is as follows:

{in millions) .

June 30 2004 2005

Client $ 2822 § 2,687

Server and Tools . 2,370 3,048

Information Worker 2,586 2, 814

Other segments _ _ 399 618
Unearned revenue § 8177 § 9167

NOTE3 INVESTMENTS

" The components of investments are as foliows:

Short -
term Equity and
Unrealized Unrealized Recorded Cash and investme other
(tn millions} Cost basis qains losses basis equivalents nts investments
June 30, 2004 '
Cash and securities
Cash $ 1812 § R -~ % 1812 § 1812 $ R -
Mutual funds 3,595 - - 3,595 3,595 - -
Commercial paper 7,286 - - 7,286 4109 3177 -
Certificates of deposit 415 - - 415 330 85 -
U. S. Government and
Agency securities 20,565 26 {54) 20,537 4,083 16,454 -
Foreign government bonds 4.524 41 (60) 4,505 - 4,505 -
Morlgage backed securities 3,656 21 {42} 3,635 - 3,635 -
Corporate notes and bonds 15,048 122 ~ {50) 15,120 98 13,541 1,481
Municipal securities 5154 39 . {25) 5,168 277 4,891 =
Comimon stock and
equivalents 7,722 1,571 {(62) 9,231 - - 9,231
Preferred stock 1,280 - - 1,290 - - 1,280
Other investments 208 - - 208 - - 208
Total $ 71275 $ 1820 §  (293) § 72802 § 14.304 $. 46288 §. 12,210
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{in miifions})
June 30, 2005
Cash and securities
Cash
dMutual funds
Commercial paper
Certificates of deposit
U. S. Government and
Agency sacurities
Foreign government bonds
Morigage backed securities
Corporate notes and bonds
Municipal securities
Other
Common stock and
equivatents
Preferred stock
Other investments
" Total

Short -

Cashand  term Equity and

Unrealized Unrealized Recorded equivalent jnvestme : other

Cost basis gains losses basis 8 nts investments
51,911 $- $- $1,911 $1,911 $- $-
1,636 38 - 1,674 817 857 -
1,566 4 - 1,570 1,570 - -
614 - - 614 453 161 -
9,943 29 (1] 9,913 - 9,913 -
5,486 194 2) 5,678 - 5,678 -
123 - - 123 - 123 -
8,653 50 @310 8,072 %G 7.473 519
8,579 70 (33) 8,616 20 8,596 -
99 - - 99 - 99 -
1,273 1,970 (133) 9,110 9,110
1,067 4 - 1,071 - - 1,671
304 - - 304 - - 304

$ 46,654 § 2,359 § (258) $ 48,755 $ 4,851 S 32,904 $11,004 .

At June 30, 2004 unrealized losses of $293 million consisted of. $188 million related to investment grade fixed income
securities, $43 million related to investments in high yield and emerging market fixed income securities, $49 million related
to domestic equity securities and $13 million related to international equity securities. Unrealized losses from fixed income
secusities are primarily attributable to changes in interest rates. Unrealized losses from domestic and international equities
are due to market price movements. Of the unrealized Josses of $293 million at June 30, 2004, $51 million exceeded
twelve months. At June 30, 2005 unrealized losses of $258 million consisted of; $112 million related to investment grade
fixed income securities, $13 million related to investments in high yield and emerging market fixed income securities, $90
million related to domestic equity securities and $43 million related to international equity securities. Unrealized losses
from fixed income securities are primarily attributable to changes in interest rates. Unrealized losses from domestic and
international equities are due to market price movements. Of the unrealized losses of $258 mitlion at June 30, 2005, $25
million exceeded twelve months. Management does not believe any unrealized losses represent an other-than-temporary
impairment based on our evaluation of available evidence as of June 30, 2005. '

Common and preferred stock and other investments that are restricted for more than one year or are not publicly
traded are recorded at cost. At June 30, 2004 the recorded basis of these investments was $1.65 billion, and their
estimated falr value was $2.12 billion. At June 30, 2005 the recorded basis of these investments was $1.05 billion, and
their estimated fair value was $1.27 billion. The estimate of fair value is based on publicly available market information or
other estimates determined by managemert.

The maturities of debt securities at June 30, 2005 were as foliows:

Estimatad fair

{In millions} Cost basis valug
Due in one year or less $ 6,648 $ 6,647
Due after one year through five years 16,872 16,960 -
Due after five years through ten years 7,584 7,71
Due after ten years 3,258 3,307
Total $ 34,463 $ 34,685

Debt securities include fixed maturity securities.

NOTE 4 INVESTMENT INCOME AND OTHER

The components of investmeni income and other are as follows:
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(In millions)

Year Ended June 30 2003 2004

Dividends and interest ) $ 1957 $ 1892 §

Net gains on investments

Net {losses) on derivatives

Inddmekiosses) fronveqliity investees:and othe
invesiment income and other

s 2067

Net gains on investments include other-than-temporary impairments of $1.15 billion in fiscal year 2003, $82 million in
fiscal year 2004, and $152 milion in fiscal year 2005. Realized gains and (josses) from sales of available-for-sale
securities (excluding other-than-temporary impairments) were 31.44 billion and ${245) million in fiscal year 2003, $2.16
billion and $(518) million in fiscal year 2004, and $1.38 bitiion and $(376) million in fiscal year 2005,

NOTE S5 DERIVATIVES

For derivative insiruments designated as hedges, hedge ineffectiveness, determined in accordance with SFAS 133, did
not have a significant impact on earnings for fiscal years 2003, 2004, and 2005. During fiscal year 2003, $74 million in
losses on fair value hedges from changes in time value and $229 million in losses on cash flow hedges from changas in
time value were excluded from the assessment of hedge effectiveness and included in investment income and other,
During fiscal year 2004, $31 milion in gains on fair value hedges from changes in time value and $325 million in losses on
cash flow hedges from changes in time value were excluded from the assessmeni of hedge effectiveness and included in
investment income and other. During fiscal year 2005, $79 million in gains on fair value hedges from changes in time
value and $116 million in losses on cash flow hedges from changes in time value were excuded from the assessment of
hedge effectiveness and included in investment income and other. .

Derivative gains and losses included in OCI are reclassified into earnings at the time forecasted revenue or the sale of
an equity investment is recognized. During fiscal year 2003, $40 million of derivative gains were reclassified to revenue
And 32 million in derivalive gains were reclassified to investment income and other. During fiscal year 2004, $14 mittion of
derivative gains were reciassified to revenue and no derivative gains or losses were reclassified to investment income and
other. During fiscal year 2005, $57 million of derivative gains were reclassified to revenue and $33 million in derivative
gains were reclassified to investment income and other.

We estimate that $42 million of net derivative gains included in OC| will be reclassified into earnings within the next
twelve months. Mo significant fair value hedges or cash flow hedges were derecognized ar discontinued for fiscal years
2003, 2004, and 2005. :

NOTE 6__INVENTORIES

{ln millions}

Year Ended June 30 ' 2004 ' 2005

Finished goods ] 271 §422

Raw materials and work in process 150 69
inventories $ 421 §491

We recorded lower of cost or market adjusiments tataling approximately $80 millien in fiscal year 2004.

NGTE 7__PROPERTY AND EQUIPMENT

HIGHLY CONFIDENTIAL

{in millions)

Year Ended June 30 2004 2005

Land $ 274 % 313

Buildings and improvements 1,981 2,014
Leasehold improvements 805 851

Computer equipment and software 2,637 2,318
Curniture and equipment ‘ 792 879
Sroperty and equipment, at cost 6,489 6,375
Accumulated depreciation . (4,163) (4.029)
Property and equipment, net $ 2326 § 2,346
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Property and equipment
estimated useful lives of the assets. The useful tives for buildings range from

are stated at cost. Depreciation is computed principally on the straight-line method over the
five to fifteen years, leasehcld improvemente

range from two years to ten years — representing the applicable lease terms plus reasonably assured extensions,
computer equipment and software range from two to three years, and furniture and equipment range from one to five

years. Land is not depreciated.
During fiscal years
majority of which related to computer equipment.

NOTE 8_ GOQDWILL

2003, 2004, and 2005, depreciation expense was $929 milllon, $647 million, and $723 million, the

Changes in the carrying amount of goodwill for fiscal years 2004 and 2005 by segment, are as follows:

(In miljions}
Acquisitions Acquisitions

Balance as { purchase Balance as ! purchase Balance as

of June 3¢, accounting ] of June 30, accounting of June 30,

2003 adjustments  Divestitures 7004 adjusiments Divestitures 200%

Client $ 37 8 - 8§ - % a7 3 6 % - 5 43

Server and Tools 106 - - 106 135 - 241

Information Worker 180 (2) - 178 C 47 - 225
Microsoft Business Solutions 2,219 7 (19) 2,207 3 — 2,210

MSN- 154 - - 154 17 - - 171

Mobile and Embedded Devices 28 2 - 30 - - 30
Home and Entertainment 404 1 = 403 - (14} 389
Total $ 3428 $ 6 & _(19) 3 3113 208 (14) 3,300

We test goodwill for impairment annually during the first quarter of each fiscal

year at the reporting unit level using a fair

vatue approach, in accordance with the provisions of SFAS 142, Goodwill and Other Intangible Assets. Our annual testing
resulted in no impairment charges to goodwill in fiscal years 2004 and 2005. If an event occurs or circumnstances change

that would more likely than not reduce the fair val

ue of a reporting unit below its carrying value, goodwill will be evaluated

for impairment between annual tests. During fiscal years 2004 and 2005, we had no material acquisitions.

NOTE O INTANGIBLE ASSETS

The components of finite-lived intangible assets are as follows:

Year Ended June 30 2004 2005
Gross Gross

carrying Accumulated Net carrying carmying Accumulated Net carrying
amount amortization amount amount amortization amount
Contract-based $ 908 $ (476) $ 432 § 957 § (6o} % 351
Technology-based 278 (183) 85 309 {200) 109
Marketing-related 35 (19} 16 35 (25) 10
Customer-related 30 {4) 26 40 (11) 29
Total $ 1,281 § _(682) $ 560 § 1341 §_ (842) § 499

During fiscal year 2005, we recorded additions to intangible assets of

approximately $90 million. During fiscal year 2004,

we recorded additions to intangible assets of $355 million, of which $266 milion was related to a comprehensive
intellectual property license that we received in conjunction with the settiement of InterTrust v. Microsoft. No other material

intangibles were acguired
2005 are as follows — no significant residual value is estimated for these assets:

in fiscal year 2004. The components of intangible assets acquired during fiscal years 2004 and

[tn millions)
Year Ended June 30 2004 2005 .
Weighted Weighted
Amount average life Amount average lifs
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Contract-based : $ 324 Oyears § 16 6 years
Technology-based 28 4 years 64 5 years
Marketing-related - - - -
Customer-related 3 3 years 10 5 years
Total $ 355 _OQyears § 20 6 years

Acquired finite-lived intangibiés are generally amortized on a straight line basis over weighted average periods'. intangible
assets amortization expense was $170 million for fiscal year 2004 and $161 million for fiscal year 2005. The estimated
future amortization expense related to intangible assets as of June 30, 2005 is as follows:

{in millions)
June 30 Amount
20086 123
2007 a9
2008 81
2009 50
2010 39
Total 392

NOTE 10 INCOME TAXES

The componentis of the provision for income taxes are as follows:

{in_illions} ) )
Year Ended June 30 2003 2004 2005

C

: 808 1,056 911
Current taxes 4,669 4,996 4,464
Deferred taxes ' {1,146) {968) {90)
Provision for income taxes $ 3523 § 4028

U.5. and international components of income hefore income taxes are as follows:

{in millions)

Year Ended June 30 2003 2004 2005

us. $ 7674 § 8088 § 9,806

International ’ 3,380 4.108 6,822
Income before income taxes $ 11,054 3 12196 § 16,628

The items accounting for the difference between income laxes computed at the federal statutory rate and the provision for
income taxes are as follows:

(In millions) .
Year Ended June 30 ' 2003 2004 2005
Federal statutory rate 35.0% 35.0% 35.0%

rates . {1.3)% {1.7)%
Extraterritorial income exclusion (1.6)% {0.9)% {(1.3)%
Other reconciling items - 0.6% _0.4%
Total 32.1% 33.0% 26.3%

30 Ts The 2004 other reconciling items include
the $208 million benefit fram the resolution of the issue remande uit Court of Appeals and the impact of the

1605 million non-deductible European Commission fine.

The components of the deferred tax assets and liabilities are as follows:
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{in millions}
June 30 2004 2005

Deferred income tax assets:

mpaire

Stock-based compensation expensa 3,749 3,994
Other revenue items . 286 213

Other expense items

Deferred income tax assets ) 8.335 5 7.807
Deferred income tax liabilities: :
Unrealized gain on investments $ (1,087} $ {1,169}
International earnings (1,327} (1,393)
Other {16) (23)
Deferred income tax liabilities (2,430) (2.585)
Net deferred income tax assets $ 5905 $ 5322
Reported as:
Current deferred tax assets $ 2,097 3 1,701
Long-term deferred tax assets 3.808 3.621
. Net deferred income tax assets g 5,905 $ 5322

Deferred income tax balances reflect the effects of temporéry differences between the carrying amounts of assets and
liahilities and their tax bases and are stated at enacted tax rates expected to be in effect when taxes are actually paid or
recovered. :

We have not provided for U.S. deferred income taxes or foreign withholding taxes an $4.1 billion of our undisiributed
earnings for certain non-U.S. subsidiaries, all of which relate to fiscal 2002 through 2005 earnings, because these
earnings are intended 1o be permanently reinvested in operations outside the United Sta

" Income taxes paid were
2005.

recorded: asset

HIGHLY CONFIDENTIAL MS-PCAIA 6109226



NOTE 12 STOCKHOLDERS' EQUITY

Shares of common stock outstanding are as follows:

{in millions)

Year Ended June 30 2003 2004 2005

Beginning balance 10,718 10,771 10,862

Issued 291 215 160

Repurchased (238) (124) {312
Balance, end of year 10,771 10,862 10,710

As discussed in Note 14 — Employee Stock and Savings Plans, 344.6 million aptions were transferred to JPMorgan Chase
Bank (JPMorgan) under the stock option transfer program. The options transferred to JPMorgan were amended and
restated upan transfer to contain terms and conditions typical of equity option transactions entered into between
sophisticated financial counterparties at arm’s length using standard terms and definitions for equity derivatives. As of
June 30, 2005, the options have strike prices ranging from $28.83 to $89.58 per share and have expiration dates between
December 2005 and December 2006.

On July 20, 2004, our Board of Directors approved a plan to buy back up to $30 billion of Microsoft common stock over
the succeeding four years. The specific timing and amount of repurchases will vary based on market conditions, securities
law limitations, and other factors. The repurchases will be made using our cash resources. The repurchase program may
be suspended or discontinued at any time without previous notice. In any period, cash used in financing activities related
to commoen stock repurchased may differ from the comparable change in stockholders’ equity, reflecting timing differences
between the recognition of share repurchase transactions and their settlement for cash. Our Board of Directors had
previously approved a program to repurchase shares of our common stack to reduce the dilutive effect of our stock optian
and stock purchase pians. Under these repurchase plans, we have made the following share repurchases:

HIGHLY CONFIDENTIAL

MS-PCAIA 5109227




jose

NOTE 13 OTHER COMPREHENSIVE INCOME
The activity in other comprehensive income and related tax effects are as foliows:

{in millicns)
Year Ended June 30
Net gains/(losses) on derivative instruments:
Unrealized gains/(losses), net of tax effect of $(69) in 2003, $49 in 2004 and $(63) in
2005
Reclassification adjustment for losses included in net income, net of tax effect of $15 in
2003, $5 in 2004 and $31 in 2005
Net gains/(losses) on derivative instruments
Net unrealized investment gains/(losses):
Unrealized holding gains/(losses), net of iax effect of $610 in 2003, $(994) in 2004 and
%{69) in 2005 .
Reclassification adjustment for losses inciuded in net income, net of tax effect of $60 in
2003, $524 in 2004 and $269 in 2005
Net unrealized investment gains/(losses)
Transtation adjustments and other
Other comprehensive income /(loss)

The componenis of accumulated other comprehensive income were:

{in millions)

Year Ended June 30

Net gaing on derivative instruments

Net unrealized investment gains

Translation adjustments and other
Accumulated other comprehensive income

NOTE 14 EMPLOYEE STOCK AND SAVINGS PLANS

2003 2004 2006

$(129) $ 92 $ (118)

27 9 58
(102) 104 (58)

4,132 (1,846)  (128)

111 973 499
1.243 {873) 371
116 51 (6)

$1.257 $.(721) $.307

2004 2005

$ g5 &% 27

973 1,344
___ 681 55
$§ 1119 § 1426

Effective July 1, 2003, we adopted the fair value recognition provisions of SFAS 123, Accounting for Stock-Based
Compensation, using the retroactive restatement method described in SFAS 148, Accounting for Stock-Baseo
Cornpensation — Transition and Discliosure. Under the fair value recognition provisions of SFAS 123, stock-based
compensation cost is measured at the grant date based on the value of the award and is recognized as expense over the
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vesting period. In connection with the use of the retroactive restatement method, income statement amounts were
restated for fiscal year 2003 to reflect results as if the fair-value method of SFAS 123 had been applied from its original
sffective date. Total compensation cost recognized in income for stock-based employee compensation awards was $3.75
billion in fiscal year 2003, $5.73 billion in fiscal year 2004, and $2.45 billion in fiscal year 2005. The amounts for fiscal year
2004 include $2.21 billion ($1.48 billion after-tax or $0.14 per diluted share) due to the completion of the employee stock
option transfer program.

Employee Stock Purchase Plan. We have an employee stock purchase plan for alt eligibie employees. The
administrative committee under the plan approved a change to the common stock purchase discount and approved the
alimination of the related look back period and a change to quarterly purchase periods that became gffective July 1, 2005,
As a result, beginning in fiscal year 2005, shares of our common stock may presently be purchased by employees at
three months intervals at 90% of the fair market value on the last day of each three month period. Employees may
purchase shares having a value not exceeding 15% of their gross compensation during an offering period. During fiscal
year 2005 employees purchased 16.4 million shares at an average price of $23.33 per share. At June 30, 2005, 159.1
million shares were reserved for future issuance.

Under the pian in effect previous to fiscal year 20085, shares of our common stock could be purchased at six month
intervals at 85% of the lower of the fair market value on the first or the last day of each six month period. Employees could
purchase shares having a value not exceeding 15% of their gross compensation during an offering period. During fiscal
year 2003 and 2004 employees purchased 15.2 miltion shares, and 16.7 milllon shares at average prices of $22.56, and
$22.74 per share.

Savings Plan. We have a savings plan in the United States, that qualifies under Section 401(k) of the Internal Revenue
Cods, and a number of savings plans in international locations. Participating U.S. employees may contribute up to 50% of
their pretax salary, but not more than statutory limits. We contribute fifty cents for each doliar a participant contributes in
this ptan, with a maximum contribution of 3% of a participant's earnings. Matching contributions for all plans were $118
million, $141 milion, and $154 million in fiscal years 2003, 2004, and 2005. Matching contributions are invested
proportionate to each participant’s votuntary contributions in the investment options provided under the plan. Investment
aptions in the U.S. plan include Microsoft common stock, but neither participant nor our matching contributions are.
.equired to be invested in Microsoft common stock. :

Stock Plans. o

In fiscal year 2004, we began granting employees stock awards instead of stock options. The stock award program
offers employees the opportunity to earn shares of our stock over time, rather than options that give employees the right
to purchase stock at a set price. We also completed an employee stock option transfer program in the second quarter of
fiscal year 2004 whereby employees could elect to transfer all of their vested and unvested stack options with a strike
price of $33 or higher (“eligible options”} to JPMorgan. The unvested eligible options that were iransferred to JPMorgan
became vested upon the transfer. ' S

Under the terms of the program, JPMorgan paid us $382 million for the 344.6 miflion options transferred. We made an
initial payment of $219 million to participating employees for the transferred options, with a remaining portion to be paid in
one ar mare payments that are subject to participating employees’ continued employment over the two or three years
foliowing the transfer. The options that were transferred to JPMorgan resulted in stock-based compensation expense of
$2.21 billion {$1.48 billion after-tax or $0.14 per diluted share) which is reflected in the second quarter of fiscal year 2004.
The contingent payments applicable to unvested eligible options that are subject to continued emptoyment of participating
employees will be recognized as compensation expense over the vesting period of the contingent payments.

The stock option transfer program also resulted in a decrease to our long-term deferred tax assets due fo the excess of
recorded compensation expense for these options over the related tax deduction reported on our tax return. For fiscal
year 2004, deferred tax assets were reduced by approximately $2.01 billion with an offsetting reduction in paid-in capital,
reflecting the reduction of previously recorded deductions reported on our tax return in excess of stock based
compensation expense. A description of our stock plans follows.

We have stock plans for directors and for officers, employees, consultants and advisors. The plans provide for awards
of stock options and stock awards, At June 30, 2005, an aggregate of 816 million shares were available for future grant
under our stock plans. Our plans under which awards may be issued do not contain separate limitations on the number of
stock awards: all 816 million shares remaining available for grant at June 30, 2005 could be awartled as stock awards. In
addition, awards that expire or are cancelied without delivery of shares generally become available for issuance under the
slans. The options transferred to JPMorgan have been removed from our plans; any options transferred to JPMorgan that
éxpire without being exercised will not become available for grant under any of our plans. .
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Stack Awards and Shared Performance Stock Awards.  Stock awards are grants that entitle the holder to shares of
common stock as the award vests. Our stock awards generally vest ratably over a five-year period,

Shared Performance Stock Awards are a form of stock award in which the number of shares ultimately received
depends on our performance against specified performance targets. The performance period is July 1, 2003 through June
30, 2006 (January 1, 2004 through June 30, 2006 for certain executive officers). At the end of the performance period, the
number of shares of stock and stock awards issued will be determined by adjusting upward or downward from the target
in a range between 33% and 150% (0% to 150% for certain executive officers). The final performance percentage on
which the payout will be based, considering performance metrics established for the performance period, will be
determined by the Board of Directors or a committee of the board in its sole discretion. Shares of stock will be issued
following the end of the performance period and as the stock awards vest ratably over the following two years. Because
these awards cover a three-year period, Shared Performance Stock Awards will only be awarded in fiscal year 2005 and
2006 to newly hired and promoted employees eligible to receive Shared Performance Stock Awards.

Stock Awards and Shared Performance Stock Awards are amortized over the vesting period (generally & years) using
the straight line method.

The following aciivity has ocrurred under our existing plans:

Stock Options. Nonqualified siock options have been granted to our directors under our non-émp!oyee director stock
plans. Nonqualified and incentive stock options have been granted to our officers and employees under our employee
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estimated on ihe date of grant using the Blacl
assumptions used for grants:

in options vest e

30, 2005, stock opt

Year Ended June 30

Weighted average expected life in years
Dividend per share

Volatility

Risk-free interest rate

ed before 1995 generally vest over
between 1995 and 2001 generally vest over
and one
nted after 2001 vest over four and one-half years and expire ten years
million sh
ted under the stock plans
ted in fiscal 2005. The fair value of each 0

of grant. Options gra

Scholes value of options gran
y. No stock options were gran
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faur a
ither over four

ions for 662

k-Scholes option-

Employee stock options outstanding are as follows:

(in miilions, except per share_ amounts}

Balance, June 30, 2002
Granted
Exercised
Canceled/Forfeited
Balance, June 30, 2003
Granted '
Exercised
Stock Option Transfer Program
Canceled/Forfeited

Balance, June 30, 2004
Special Dividend Adjustment
Granted
Exercised
Canceled/Forfeited

Balance, June 30, 2005

For various price ranges, weight
follows:

(In milligns, except per share amounts and years)

4.4

nd one-half years and expire ten years from the date
four and one-haif years and expire seven years
-half years or over seven and one-half years and

ares were vested.

‘during fiscal year 2003 and 2004
ption grant is
pricing model with the following weighted average

B>
e

2003 2004

7 7

$ 008 § 0.6

42.0% 29.5%
3.9% 4.1%
Price per Share
Weighted
Shares Range average
1,604 $ 0.40 - §59.57 $ 26.88
254 21.42- 2912 24.27
(234) 051~ 28.22 6.89
(75) 213 50.56 34.33
1,649 $ 0.40-% 59.56 $ 29.30
2 25.46 — 29.96 26.76
(198) 0.51- 29.38 12.21
(345) 33.03— 59.56 38,70
(59) 2.31 - 58.28 31.29
M— A
96 $ 0.36~ $53.61 26.68
0 : :

(138) 3.39- 29.56 2042
{43) 14.29 - 58.28 28.89
864 _$ 0.36- § 5956 $ 2741

ed average characteristics of outstanding employee stock options at June 30, 2005 are as

Qutstanding

options Exercisable options

Remaining Weighted ’ Weighted

RangeAf exercise prices Shares e lyears) average price Shares average price
¥ 0.00 $15.00 24 15 $ 8.81 - 24 % .8.81
15.09 - 25.00 276 6.56 % 22.15 136 § 22.31
25.01— 33.00 430 464 § 27.88 369 % 28.10
33.01—- 41.00 1256 322 % 3942 124 & 39.43
41.01 - 59.56 9 258 % 4478 g % A4.78

864 .. 682

As of June 30, 2005, 344.6 million transferred options to JP Morgan remaine
ging in the tables above. See Note 1
tstanding that were granted in conjunction with corp

‘mounts noted as employee optlons outstan

the total options outstanding 4.3 million options ou
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These options are included in the oplion totals; however, they are excluded from the exercise price ranges presented.
These options had an exercise price range of $0.00 to $170.87 and a weighted average exercise price of $13.68.

NOTE 15 EARMINGS PER SHARE

Basic earnings per share is computed on the basis of the weighted average number of shares of common stock
putstanding during the period. Dituted earnings per share is computed on the basis of the weighted average number of
shares of common stock plus the effect of dilutive polential common shares outstanding during the period using the
treasury stock method. Dilutive potential common shares include outstanding stock options, stock awards, and shared
performance stock awards. The components of basic and diluted earnings per share are as follows:

{ln_mitlions, except earnings per share]

Year Ended June 30 2003 2004 2005
Net income available for common shareholders {(A) $ 7531 8§ 8168 § 12254
Weighted average outstanding shares of common stock (B) 10,723 10,803 10,839
Dilutive effect of employee stock options and awards 159 H 67
Common stock and common stock equivalents (C) 10.882 10,894 10,206
Earnings per share: .

Basic (A/B) g 070 & 076 $ 1.13
Diluted (A/C) $ 069 § 075 § 112

For the years ended June 30, 2003, 2004, and 2005, 1.09 billion, 1.2 billion and 854 million shares attributable to
outstanding stock options were exciuded from the calculation of diluted earnings per share because the exercise prices of
the stock options were greater than or equal to the average price of the common shares, and therefore their inclusion
would have been anti-dilutive. For the vear ended June 30, 2005, 25.24 million shared performance stock awards, out of
35.3 million targeted amount outstanding, have been excluded from the calculation of diluted earnings per share because
the number of shares uitimately issued is contingent on our performance against metrics established for the performance
period, as discussed in Note 14 — Employee Stock and Savings Plans.

NOTE 16 _COMMITMENTS AND GUARANTEES

_We have operating leases for most U.S. and international sales and support offices and certain equipment. Rental
expense for operating leases was $290 million, $331 million, and $299 million in fiscal years 2003, 2004, and 2005,
respectively. Future minimum rental commitments under noncancellable leases, in millions of dollars, are as follows:

We have committed $152 million for constructing new buildings.

¥

in connection with various operating leases, we issued 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 lessor for an amount
equal to the shortage (if any) between the proceeds from the sale of the property and an agreed value. As of June 30,
2005, the maximum amount of the residual value guarantees was approximately $271 million. We believe that proceeds
from the sale of properties under operating leases would exceed the payment obligation and therefore no liability to us
currently exists. ' .

We provide indemnifications of varying scope and size to certain customers against claims of intellectual property
infringement made by third parties arising from the use of our products. In addition, we also provide indemnification
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against credit risk in several geographical locations 1o our volume license resellers in case the resellers fail to collect from
the end user. Due to the nature of the indemnification provided to our resellers, we can not estimate the fair value, nor
Jjetermine the total nominal amount of the indemnification. We evaluate estimated losses for such indemnifications under
SFAS 5, Accounting for Contingencies, as interpreted by FIN 45. We consider such factors as the degree of probability of
an unfavorable outcome and the ability to make a reasonable estimate of the amount of loss. To date, we have not
encountered material costs as a result of such obligations and have not accrued any liabilities reiated to such
indemnifications in our financial statements.

Our product warranty accrual reflects management's best estimate of our probable liability under its product warranties
{(primarily relating to the Xbox console). We determine the warranty accrual based on known product failures (if any),
historical experience, and other currentiy available evidence. Our warranty accrual totals $14 million as of June 30, 2005,
There has been no significant activity impacting the results of operations for any period presented.

NOTE 17 _CONTINGENCIES

Government competition law matters. On March 25, 2004, the European Commission announced a decision in its
competition law investigation of Microsoft. The Commission concluded that we infringed European competition law by
refusing to provide our competitors with licenses to certain protocol technology in the Windows server operating systems
and by including streaming media playback functionality in Windows deskiop operating syslems. The Commission
ordered us to make the relevant licenses lo our technology available to our competitors and o develop and make
available a version of the Windows desktop operating system that does not include specified software relating to media
playback. The decision also imposed a fine of €497 million, which resulted in a charge in the third quarter of fiscal year
2004 of €487 million ($605 million). We filed an appeal of the decision to the Court of First Instance on June 6, 2004. Cn
December 22, 2004, the Court ordered that Microsoft must comply with the decision pending review on appeal and the
company is taking steps to ensure it is in compliance. The hearing date for the appeal is expected to be determined later
in calendar year 2005. We continue to contest sion that Europ iti infringed and will defend
our position vigorously : ! "‘

Antitrust, unfair competition, and overcharge class action lawsuits. A large number of antitrust and unfair
competition class action lawsuits have been filed against us in various state and federal courts on behalf of variously
defined classes of direct and indirect purchasers of our PC operating system and certgin software applications products..
The federal cases have been consolidated in the U.S. District Court for Marytand. These cases allege that we have
competed unfairly and unlawfully monopolized alleged markets for operating systems and certain software applications,
and they seek to recover alleged overcharges for these products. To date, courts have dismissed all claims for damages
in cases brought against us by indirect purchasers under federal law and in 17 states. Nine of those state court decisions
have been affirmed on appeal. Appeais of one of those state rulings is pending. There was no appeal in four slates,
Claims under federat law brought on behalf of foreign purchasers have been dismissed by the federal district court in
Maryland as have all ctaims brought on behalf of consumers seeking injunctive relief under federal law. The ruling on the
injunctive relief and the ruling dismissing the federal claims of indirect purchasers are currently on appeal to the United
States Courl of Appeals for the Fourth Circuit, as is a ruling denying cerlification of certain proposed classes of U.S. direct
purchasers. Courts in eleven states have ruled that indirect purchaser cases may proceed as class actions, while courts in
two states have denied class certification. In 2003, we reached an agreement with counsel for the California plaintiffs to
sattle zil claims in 27 consolidated cases in that state. Under the proposed settlement, class members will be able 10
obtain vouchers that entitie the class members to be reimbursed up to the face value of their vouchers for purchases of a
wide variety of platform-neutral computer hardware and software. The total value of vouchers issued will depend on the
number of class members who make a claim and are issued vouchers. Two-thirds of the value of vouchers unissued or
unredeemed by class members will be made available to certain schools in California in the form of vouchers that also
may be redeemed for cash against purchases of a wide variety of platform-neutral computer hardware, software and
related services. Since the beginning of 2003, we also reached similar agreements to settle all claims in a number of other
states. The proposed setilements in these states are structured similardy 1o the California settlement, except that, among
other differences, one-half of the value of vouchers unissued to class members will be made available to certain schools
7 the relevant states. The maximum value of vouchers lo he issued in these setflements, including the California
selttement, is approximately $1.9 billion. The actual costs of these settlements will be less than that maximum amount,
depending on the number of class members and schools who are issued and redeem vouchers. The settlements in
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Arizona, California, the District of Columbia, Florida, Kansas, Massachusetts, Minnesota, Montana, New Mexico, North
Carolina, North Dakota, South Dakota, Tennessee, Vermont and West Virginia have received final court appraval. The
proposed settl nt in Nebraska has received preliminary approval by the court in those states, but still requires fina.
approval. ¥ ate the totalico ésolve all of these: cases will-range bétween $1.2 billion.an illion, with the
actual cost dependent upon many unknown factors such as the quantity and mix of products for which claims will be
made, the number of eligible ¢lass members who ultimately use the vouchers, the nature of hardware and software that is
acquired using the vouchers, and the cost of administering the claims process. in accordance with SFAS 5, Accounting for
Reasonable Estimation of the Amount of a Loss, at June 30, 2005 ve
Ately $4:1 billion; net-of payments to. date for Bdministrative eX '

h

Other antitrust litigation and claims.

On December 18, 2003, RealNetworks, Inc. filed suit against us alleging violations of federal and state antitrust and
unfair competition laws. The alleged violations relate to streaming media features of Windows and related technolegies.
RealNetworks seeks damages and injunctive relief, including a permanent injunction requiring us to offer a version of
Windows products with no streaming media features. We deny the allegations and will vigorously defend the actior:
RealNetworks filed the case in federal court in San Jose, California. It has been consolidated for pretrial purposes with

her cases pending i istri rf

Patent cases. We are a defencant in more than 35 patent infringement cases that we are defending vigorously. In the
case of Eolas Technologies, Inc. and University of California v. Microsoft, filed in the U.S. District Court for the Northern
District of Minois on February 2, 1999, the plaintifis alleged infringement by the browser functionality of Windows. Cn
August 11, 2003, the jury awarded the plaintiffs approximately $520 million in damages for infringement from the date the

plaintiffs’ patent was issued through September 2001. The plaintiffs are seeking an equitable accounting for damages
from September 2001 to the prasent. On January 14, 2004, the trial court entered final judgment of $565 million, including
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post-trial interest of $45 million, and entered an injunction against distribution of any new infringing products, but stayed
execution of the judgment and the injunction pencing our appeal. We appealed and on March 2, 2005 the Court of
\ppeals for the Federal Circuit reversed the decision and vacated the judgment, ruling that the trial court had erred in
excluding certain previous art evidence and ruling as a matter of law on other evidence. The appellate courl also reversed
the trial court’s decision that the inventors had not engaged in inequitable conduct by failing to reveal material previous art
while obtaining the patent. In October 2003, the 1.5, Patent Office initiated a Director-ordered re-examination of the Eolas
-patent. On February 26, 2004, the Patent Office issued an Office Action rejecting the claims of the Eolas patent. We
believe the total cost to resolve this case will not be material to our financial position or results of operations. The actual
costs are dependent upon many unknown factors such as the events of a retrial of the piaintiff's claims. In Research
Corporation Technologies, Inc. v. Microsoft, filed in U.S. District Court for the District of Arizona on December 21, 2001,
the plaintiff has asserted a family of six patents related to half-toning, which it believes are infringed by certain printing and
display functionality allegedly present in different versions of Windows and Office. Plaintiff seeks an unspecified amount of
damages in the form of “reasonable royalties” on various Microsoft products including Windows and Office 2000 and
subsequent versions of those products. The case is scheduled for trial in the second half of calendar year 2005. In TV/ v.
Microsoft, filed in U.S. District Court for the Northern District of California on May 16, 2002, the plaintiff alieges
infringement by the Autoplay feature of Windows. The case is scheduled for trial in the secand half of 2005. In Micresoff v.
Lucent, filed in the U.S. District Court in San Diego on April 8, 2003, we are seeking a declaratory judgment that we do not
infringe any vafid patent among a number of patents Lucent has been asserting against computer manufacturers who selfl
computers with Microsoft software pre-installed. No trial date has been set. In Arendi USA, Inc. and Arendi Holding
Limited v. Microsoft, filed in U.S. District Court for the District of Rhode Island on July 31, 2002, the plaintiffs alleged
infringement of one patent by certain Smart Tags features in Microsoft Office XP and Office 2003. Following trial in
September ' ict fi finding that did not im‘ring? the patents. The plaintiffs have

Other. We are also subject to a variety of other claims and suits that arise from time to lime in the ordinary course of
our business. While management currently believes that resolving claims against us, individually or in aggregate, will not
have a material adverse impact on our financiat position or results of operations, these matlers are subject to inherent
uncertainties and management's view of them may change in the future. Were an unfavorable final outcome te oceur,
there exists the possibility of a material adverse impact on our financial position and on the results of operations for the
period in which the effect becomes reasonably estimable.

NOTE 18 SEGMENT INFORMATION

Segment revenue and operating incomef(loss) is as follows:

{bn millions) .

Year Ended June 3¢ ) 2003 2004 2005
Revenue .

Client

3 10,304 % 11,283 § 12,048
?erver and Tools

- 6,786 8,007 9,143
information Worker |
9.636 10,895 11,523
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Microsoft Business Solutions

641 753 793
MSN _ 2,396 2,444 2,411
Mobile and Embedded Devices 153 _ 239 334
Home and Entertainment 2779 2.870 3211
Reconciling amounts (508) 344 325

Consclidated

$ 32187 $__ 36835 3 . 30788

Operating Income/(Loss)

Ciient $ 8,306 § 8975 $ 9,396

Server and Tools

1,879 2,302 2,888
Information Waorker 7500 8.112 8,616
Microsoft Business Solutions (143) (115) (163)
MSN (384) 383 469
Mobile and Embedded Devices (162) (98) {19)
Homerand Entertainment (938) (894) (359)
Recanciling amounts (6.513) (9.631) (6.267)

Consofidéted
& 9545 § 9034 5 14,561

SFAS 131, Disclosures about Segments of an Enterprise and Related Information, astablishes standards for reporting
information about operating segments. This standard requires segmentation based on our internal crganization and
reporting of revenue and operating income based upon internal accounting methods. Our financial reporting systems
present various data for management to run the business, including Internal profit and loss staternents prepared on a
basis not consistent with U.S. GAAP. The segments are designed to allocate resources internally and provide a
framework to determine management responsibility. Operating segments are defined as components of an enterprise
about which separate financial information is available that is evaluated regularly by the chief operating decision maker, or
decision making group, in deciding how 1o allocate resources and in assessing performance. Qur chief operating decision
maker is our Chief Executive Officer. The types of products and services provided by each segment are summarized
below:

Client — Windows XP Professional and Home, Media Center Edition, Tablét PC Edition, and other standard Windows
operating systems.

Server and Tools ~ Server software licenses and client access licenses (CALs) for Windows Server, Microsoft SQL
Server, Exchange Server, and other server products. Also includes developer tools, training, certification, Microsoft Press,
Premier and Professional product support services, and Microsoft Consulting Services.

Information Worker — Microsoft Office, Microsoft Project, Microsoft Visio, SharePoint Portal Server CAls, other
information worker products including Microsoft LiveMeeting and OneNote, an allocation for Server CALs, and
professional product support services.

Microsoft Business Solutions - Microsoft Great Plains, Microsoft Navision, Micrasoft Axapta, Microsoft Sclomaon,
Microsoft CRM, Microsoft Retail Management System, Microsoft Paint of Sale and other business applications and
services including the Microsoft Pariner Program. Microsoft Business Solutions also develops Microsoft Office Small
Businaess Accounting and Business Contact Manager for Outlook, which are marketed by Information Worker.
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MSN — Personal communication services, such as e-mail and instant messaging, and online information offerings, such
as MSN Search and the MSN portals and channels, and online paid services inctuding MSN Internet Access, MGN
Iremium Web Services, and MSN Mobite service.

. Mobile and Embedded Devices — Windows Mobile software, Windows Embedded operating systems, MapPoint, and
Windows Automotive.

Home and Entertainment — Microsoft Xbox video game console system, PC games, mice, keyboards, and TV platform
procucts.

Because of our integrated business structure, operating costs included in one segment may benefit ather segments,
and therefore these segments are not designed to measure operating income or loss directly related to the products
included in each segment. Inter-segment cost commissions are estimated by management and used to compensate or
charge each segment for such shared costs and to incent shared efforts. Management will continually evaluate the
alignment of product development organizations, sales organizations, and inter-segment commissions for segment
reporting purposes, which may result in changes to segment allocations in future periods.

Assets are not allocated to segments for internal reporting presentations. A portion of amortization and depreciation is
included with various other costs in an overhead allocation to each segment and it is impracticable for us to separately
identify the amount of amortization and depreciation by segment that is included in the measure of segment profit or logs.

Reconciling amounts include adjustments to conform with U.S. GAAP and corporate level activity not specifically
attributed to a segment. Significant internal accounting policies that differ from U.S. GAAP relate to revenue recognitian,
income statement classification, quarter end cut off timing, and accelerated amortization for depreciation, stock awards
and performance-based stock awards. In addition, certain revenue and expenses are excluded from segments or included
in corporate level activity including certain legal settlements and legal contingent liabilities.

Significant reconciling items are as follows:

(in millions}
Year Ended June 30 2003 2004 2005
Operating income reconciling amounts:
Legal seitiements and contingent liabilities : $ (1,079) § (2,832) $ (2,312)
Stock-based compensation expense (3,749) (4,516) {1,042}
Revenue recanciling amounis {508) 344 325
Corporate-level expenses . (1,080)  (3,037)  (3,405)
Cther 803 410 167
Total : $ (6513) $ (9.631) $ (6,267)

Y Corporate-level expenses exclude legal settlements and contingent iabilities, stock-based compensation expense and
revenue reconciling amounts presented separately in those line items.

Sales to Delt and its subsidiaries in the aggregate accounted for approximately 10% of total fiscal year 2004 and 2005
revenue. These sales were made primarily through our OEM and volume licensing channels and were included in ali
operating segments. No single customer accounted for more than 10% of revenue in 2003,

Revenue, classified by the major geographic areas in which we operate, is as follows:

(in millions)
Year Ended June 30 . 2003 2004 2005
United States'" $ 22,077 $ 25046 $ 26,949
- Other countries 10,110 11,789 12,839
Total $ 32187 § 36836 § 39788

(1) Includes shipments to customers in the United States, licensing lo certain OEMs and multinational organizations,
and exports of finished goods, primarily to Asia, Latin America, and Canada.

Long-lived assets, classified by the geographic location of the controlling statutory company in which that company
operates, are as follows: .

{In_millions}

‘{ear Ended June 30 2G04 2005

Jnited States % 5365 % 5,506

Other countries 645 648
Total 3. 6010 $§ 5,154
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NOTE 19 SUBSEQUENT EVENT

QUARTERLY INFORMATION

R L L

{in miflions, except per share amounts) (Unaudited)

Quarter Ended Sep. 30 Dec. 31 Mar. 31 June 30 Total
Fiscal year 2003 :
Revenue t 7746 $ 8541 $ 7,835 $ 8065 $ 32187
Gross profit 6,402 6,404 6,561 6,761 26,128
Net income _ 2,041 1,865 2,142 1,483" 7,531
Basic earnings per share 0.19 0.17 0.20 0.14 0.70 .
Diluted earnings per share 0.19 0.17 0.20 0.14 ' 0.6¢
Fiscal year 2004 :
Revenue ¢ 8215 § 10153 $ 9175 $ 9292 $ 36,835
Gross profit ) 6,735 7,809 7,764 7,811 30,118
Net income : 2,614 1,549% 1,3159 2,690 8,168
Basic earnings per share ‘ 0.24 0.14 0.12 0.25 0.76
Diluted earnings per share ' 0.24 0.14 Q.12 Q.25 075
Fiscal year 2005

. Revenue $ 9189 $ 10818 $ 9620 $ 10,161 $ 39,788
Gross profit 7.720 8,896 8,221 8,751 33,588
Net income 2,528 3,463 2,563 3,700 12,254
Basic earnings per share 0.23 0.32 0.24 0.34 1.13
Diluted earnings per share 0.23 0.32 0.23 0,34 112
(1) Includes charges of $750 million (pre-tax) related to the Time Warner settlement and $1.15 billion in impairments of

investments.

(2) Includes stock-based compensation charges of $2.2 billion for the employee stock option transfer program.

{3) Includes charges of $2.53 billion {pre-tax) related 1o the sSun Microsystems Inc. setttement and a fine imposed by the
European Commission.

(4) Includes charges of $536 million {pre-lax) related to the seftlement of certain litigation with Novell, Inc.

(5} Includes charges of $768 million (pre-tax) related to the Gateway, Inc. and Burst.com settiements, a $54 wmillion
extension payment to Sun Microsystems, inc. under our existing Limited Patent Covenant and Standstill agreement,
$550 million in legal charges related to anti-trust and certain other matters.

(6) Includes charges of $756 miliion {pre-tax) related to IBM and other maiters.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
To the Board of Directors and Stockholders of Microsoft Corporation:

We have audited the accompanying consolidated balance sheets of Microsoft Corporation and subsidiaries (the
“Company™ as of June 30, 2005 and 2004, and the related consolidated statements of income, cash flows, and
stockholders' equity for each of the three years in the period ended June 30, 2005. These financial statements are the

" responsibility of the Company's management. Our responsibility is to express an opinion on these financial statements
based on our audits. _ _

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board (United
States). Those standards require that we ptan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting
the amounts and disclosures in the financial statements. An audit also includes assessing the accounting principles used
and significant estimates made by management, as wall as evaluating the overall financial stalement presentation. We
believe that our audits provide a reasonable basis for our opinion.

in our opinion, such consoclidated financial statements present fairly, in ali material respects, the financial position of
Microsoft Corporation and subsidiaries as of June 30, 2005 and 2004, and the results of their operations and their cash
flows for each of the three years in the period ended June 30, 2005, in conformity with accounting principles generally

accepted in the United States of Ameri

fef  DeLoimte & ToucHE LLP

Seattle, Washington
August 23, 2005
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS
ON ACCOUNTING AND FINANCIAL DISCLCSURE

Not applicable.
ITEM 9A. CONTROLS AND PROCEDURES

Under the supervision and with the participation of our managerment, including the Chief Executive Officer and Chief
Financial Officer, we have evaluated the effectiveress of our disclosure controls and procedures pursuant to Exchange
Act Rule 13a-15(b) as of the end of the period covered by this report. Based on that evaluation, the Chief Executive
Officer and Chief Financial Officer have concluded that these disclosure controls and procedures are effective. There
were no changes in our internal control over financial reporting during the quarter ended June 30, 2005 that have
matérially affected, or are reasonably fikely to materially affect, our internal control over financial reporting.
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August 23, 2005
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ITEM 9B. OTHER INFORMATION

Not applicable.

PAGE | 7t

HIGHLY CONFIDENTIAL MS-PCAIA 5109243




HIGHLY CONFIDENTIAL

part il ¥ 7
ftem 10, 11, 12, 33, 14,15

PART Uil
ITEM 10. DIRECTORS AND EXECUTIVE OFFICERS OF THE REGISTRANT

A list of our executive officers and biographical information appears in Part |, ltem 1 of this report. Information about our
Directors may be found under the caption “Eiection of Directors and Management Infarmation” af our Proxy Statement for
the Annual Meeting of Shareholders to be held November 9, 2005 (the “Proxy Statement”). That information is
incorporated herein by reference. :

The information in the Proxy Statement set forth under the caplion "Section 16(a) Beneficial Ownership Reporting
Compliance” is incorporated herein by reference.

We have adopted the Microsoft Finance Code of Professional Conduct (the “finance code of ethics™), a code of ethics
that appiies to our Chief Executive Officer, Chief Financial Officer, Chief Accounting Officer and Corporate Controller and
other finance organization employees. The finance code of ethics is publicly available on our website at
www.microsoft.com/msft. If we make any substantive amendments to the finance code of ethics or grant any waiver,
including any implicit waiver, from a provision of the code i@ our Chief Executive Officer, Chief Financial Officer or Chief
Accounting Officer and Corporate Coniroller, we will disctose the nature of such amendment or waiver on that website or
in a report on Form 8-K.

ITEM 11. EXECUTIVE COMPENSATION
The information in the Proxy Statement set forth under the captions “Information Regarding Executive Officer
Compensation” and “Information About the Board and its Committees—Director Compensation” is incorporated herein by
reference.

ITEM 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT

The information in the Proxy Statement set forth under the captions “Equily Compensation Plan Information” and
“Information Regarding Beneficial Ownership of Principal Shareholders, Dirgctors, and Management” is incorporatec
herein by reference.

ITEM 13. CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS

The information set forth under the captions “Certain Relationships and Retated Transactions” of the Proxy Statement is
incorporated herein by reference.

ITEM 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES

Information concerning principal accountant fees and services appears in the Proxy Statement under the heading “Fees
Billed by Deloitie & Touche LLP” and is incorporated herein by reference.

PART IV
ITEM 15. EXHIBITS AND F INANCIAL STATEMENT SCHEDULES
(a} Financial Statements and Schedules

The financial statements are set forth under item 8 of this Annual Report on Form 10—K_. Financial statement schedules
have been omitted since they are either not reguired, not applicable, or the information is ctherwise included.
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Part IV

Item 15
“b) Exhibit Listing
Exhibit
Number Description
3.1 Amended and Restated Articies of Incarporation of Microsoft Corporation“)
32 Bylaws of Microsoft Corporation®
4. - Call Option Transaction Confirmation dated December 11, 2003 between Microsoft Corporation and JPMorgan
Chase Bank®
10.1* Microsoft Corporation 2001 Stack Plan™
10.2" Microsoft Corporation 1991 Stock Option Plan®®
10.3 Microsoft Corporation 1999 Stock Pian for Non-Employee Directors™
10.4* Microsoft Corporation Stock Option Plan for Non-Employee Directors'®
10.5 Microsoft Corporation Stock Option Plan for Consultants and Advisors™

10.6* Microsoft Gorporation 2003 Employee Stock Purchase Plan®®

10.7* Microsoft Corporation 1998 Stock Option Gain and Bonus Deferral Program®

10.87 Form of Stock Award Agreement‘s]

10.9* Farm of Stock Award Agreement for Non-Employee Directors®™

40.10* Form of %hared Performance Stock Award Agreement for the January 1, 2004 to June 30, 2006 performance
period ' _

10.11* Form of g)hared Performance Stock Award Agreement for the July 1, 2003 to June 30, 2006 performance
period

10.12*  Form of Stock Option Agreement™

10.43*  Form of Siock Option Agreement for Non-Employee Directors™

10.14 Trust Agreement dated June 1, 1993 between Microsoft Corporation and BNY Western Trust Company as
trustee (formerly with First Interstate Bank of Washington as trustee)®

10.15 Trust Agreement dated June 30, 2003 between Microsoft Corporation and BNY Western Trust Company as

trustee”
10.16 Form of Indemnification Agreement‘al
21, Subsidiaries of Registrant
23. Consent of Independent Registered Public Accounting Firm
31 Certifications of Chief Executive Officer Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002
3.2 Certifications of Chief Financial Officer Pursuant to Section 302 of the Sarbanes-Oxley Act of 2002
321 Certifications of Chief Executive Officer Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002
322 Certifications of Chief Financial Officer Pursuant to Section 906 of the Sarbanes-Oxley Act of 2002

(1) Incorporated by reference to Quarterly Report on Form 10-Q for the Quarierly Period Ended December 31, 2002.
(2) Incorporated by reference to Quarterly Report on Form 10-Q for the Quarterly Period Ended March 31, 2003.

(3} Incorporated by reference to Quarterly Report on Form 10-Q for the Quarterly Period Ended December 31, 2003.
(4) Incorporated by reference to Current Report on Form 8-K dated November 15, 2004.

(5) Incorporated by reference to Annual Report on Form 10-K for the Fiscal Year Ended June 30, 2004,

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

{7) Incorporated by reference to Annual Report on Form 10-K for the Fiscal Year Ended June 30, 2003,

Indicates a management contract or compansatory plan or arrangement.
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Registrant has duly
caused this report to be signed on its behalf by the undsrsigned; thereunto duly authorized, in the City of Redmond, State
of Washington, on August 24, 2005.

MIcROSOFT CORPORATION
By: /s/ _Christopher P. Liddell
Christopher P. Liddell
Senior Vice President; Chief Financial
Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the following
persons on behalf of Registrant and in the capacities indicated on August 24, 2005

Signature Title
fsi Winam H. Gates Hi Chairman and
William H. Gates 1li Chief Software Architect
!si STeveN A. BALLMER Director and Chief Executive Officer

Steven A. Balimer

/st James b Cash, JR. Director
James |. Cash, Jr.

fs/ Dina Dublon Director
Dina Dublon
/s/  RaymonD V. GILMARTIN Director

Raymaond V. Gilmartin

Jof  ANN McLauGHLIN KOROLOGOS Director
Ann McLaughlin Korologos

fs!  Davie F. MARQUARDT Dirgctor
David F. Marquardt

{s/  CHarLEs H. Noski . Director
Charles H. Noski

fs}  HELMUT PANKE ‘ Director
Helrmut Panke

tsl  JON A. SHIRLEY . Director

Jon A. Shirtey
fs! Christopher P. Liddell Senior Vice President, Finance and Administration; Chief
Christopher P. Liddell Financial Officer :
{Principal Financial Officer)
s/ J. Scott Di Valerio _ Corporate Vice Presigent, Finance and Administration;
J. Scott Di Valerio Chief Accounting Officer

(Principai Accounting Officer}
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Exhibit 31.1

CERTIFICATIONS

|, Steven A, Balimer, certify that:
4. | have reviewed this arnual report on Form 10-K of Microsoft Corporation;

2 Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material
fact necessary io make the statements made, in ight of the circumstances under which such statemenis were made, not
misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and ather financial information included in this report, fairly present
in all material respects the financiat condition, results of operations and cash flows of the registrant as of, and for, the
periods presented in this report;

4. The registrant's other ceriifying officer and | are responsible for establishing and maintaining disclosure controls and
procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)} and internal control over financial reporting (as
defined in Exchange Act Rules 13a-1 5(f) and 15d-15(f)} for the registrant and have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed
under our supervision, to ensure that material information retating to the registrant, including its consolidated subsidiaries,
is made known to us by others within those entities, particularly during the period in which this report is being prepared,

b) Designed such internat controt over financial reporting, or caused such internal contre! over financial reporting to be
designed under our supervision, to provide reasonable assurance regarding the reliability of financial reporting and the
sreparation of financial statements for external purposes in accordance with generally accepted sccounting principles;

c) Evaluated the effectiveness of the registrant's disclosure cantrols and procedures and presented in this report our
conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this
report based an such evaiuation; and :

d) Disclosed in this report any change in the registrant's internal control over financial reporting that occurred during the
registrant's most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an annual report) that has
materlally affected, or is reasonably likely to materially affect, the registrant's internal control over financial reporting; and

5. The registrant's other certifying officer and | have disclosed, based on our most recent evaluation of internal control
over financial reporting, to the registrant’s suditors and the audit committee of registrant’s Board of Directors {(or persons
performing the equivalent functions):

a} All significant deficiencles and material weaknesses in the design or operation of internal contro! over financial reporting

which are reasonably likely to adversely affect the registrant's ability to record, process, summarze and report financial
information; and

b) Any fraud, whether or not material, that involves management or ather employees who have a significant role in the
registrant’s internal contral over financial reporting. ’

August 24, 2005

js/ Steven A. Balimer

Steven A. Ballmer
Chief Execulive Officer
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Exhibit 31.2

CERTIFICATIONS

I, Christopher P. Liddeil, certify that:

1. | have reviewed this annual report on Form 10-K of Microsofi Corporation;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to state a material
fact necessary to make the statements made, in light of the circumstances under which such statements were made, not
misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report, fairly present
in all material respects the financial condition, results of operations and cash flows of the registrant as of, and for, the
periods presented in this report;

4. The registrant's other certifying officer and | are responsible for establishing and maintaining disclosure controls and
procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15{e)) and internal control over financial reporting (as
defined in Exchange Act Rules 13a-15(f) and 13d-15(f}) {or the registrant and have:

a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to be designed
under our supervision, ta ensure thal material information relating to the registrant, inctuding its consolidated subsidiaries,
is made known to us by others within those entities, particutarly during the period in which this report is being prepared;

b) Designed such internal control over financial reporting, or caused such internal control over financial reporting to be
designed under our supervision, to provide reasonable assurance regarding the reliability of financial reporting and the
preparation of financial statements for external purposes in accordance with generally actepted accounting principles;

¢) Evaluated the effectiveness of the registrant's disclosure controls and procedures and presented in this report our
conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the period covered by this
report based on such evalualion; and

d} Disclosed in this report any change in the registrant’s internal control over financial reporting that occurred during the
registrant’s most recent fiscal quarter (the registrant's fourth fiscal guarter in the case of ‘an annual report) that has
materially affected, or is reasonably likely to materially affect, the registrant’s internal control ever financial reporting; and

5. The registrant’s ather certifying officer and | have disclosed, based on our most recent evaluation of internal control
over financial reporting, to the registrant's auditors and the audit committee of registrant's Board of Directors (or persons
performing the equivalent functions):

a) Al significant deficiencies and material weaknesses in the design or operation of internal control over finarcial reporting

which are reasonably likely to adversely affect the registrant's ability to record, process, summarize and report financial

information; and

b) Any fraud, whether or not material, that involves management or other employees who have a significant role in the
registrant’s internal control over financial reporting.

August 24, 2005
Is/ Christopher P. Liddell

Christopher P. Liddell
Chief Financial Officer
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Exhibit 32.1

'CERTIFICATIONS PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002
(18 U.S.C. SECTION 1350)

In connection with the Annual Report of Microsoft Corporation, a Washington corporation (the "Company”), on Form 10-K
for the year ended June 30, 2005, as filed with the Securities and Exchange Commission (the "Report"), Sleven A.
Balimer, Chief Executive Officer of the Company, does hereby certify, pursuant to § 906 of the Sarbanes-Oxley Act of
2002 {18 U.S.C. § 1350), that to his knowledge:

(1) The Report fully complies with the requirements of section 13(a) or 15(d) of the Securities Exchange Act of 1934; .
and

(2) The information contained in the Report fairly presents, in all material respects, tha financial condition and result of
operations of the Company.

fs!  Steven A. Balimer

Steven A, Balimer
Chief Exacutive Officer
August 24, 2005

[A signed original of this written statement required by Section 906 has been provided to Microsoft Corporation and will be
retained by Microsoft Corporation and furnished io the Securities and Exchange Commission or its staff upon request.]
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