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To our shareholders, customers, partners and employees:

For Microsoft, fiscal 2004 was a great year, marked by strong growth and development of exciting new technologies.
All of our businesses grew during the year, increasing total revenue by $4.65 billion, or 14 percent, to $36.8 billion.
Profit margihs from continuing operations improved, particularly in our emerging businesses.

In the past year we delivered amazing new products and services, including Office System 2003, new versions of
Windows® XP for Media Center and for Tablet PCs, Exchange Server 2003, Windows Small Business Server 2003,
BizTalk® Server 2004, Speech Server 2004, MSN Messenger 6.2, Windows CE 5.0, and several new business
solutions for small and mid-market customers. We made progress against some of the biggest problems facing
customers today, such as the costly epidemic of junk e-mail, and security threats from attacks over the Internet. Our
progress on security. is reflected in the important advances in Windows XP Service Pack 2, which enables safer Web
browsing, e-mailing, and instant messaging.

We also made major progress in reducing our legal risks and strengthening relationships within our industry and with
governments. Building on this progress, we are confident that Microsoft will continue to grow and create long-term
value for shareholders.

Accordingly, the board of directors has approved a plan to return cash to investors on an unprecedented scale. During
the next four years, the company is on track to return as much as $75 billion to shareholders, by increasing the
regular dividend, expanding our stock buyback program, and declaring a special dividend of $3 per share, subject to
shareholder approval as described in the proxy statement. We will continue to have ample resources to pursue the
enormous growth opportunities that we see ahead. All of us at Microsoft are intensely focused on realizing these
opportunities by continuing to deliver integrated, cutting-edge technology, and through operational excellence.

Integrated Innovation

Microsoft was built on innovation, and our future depends on it. We are in an extraordinary position to deliver even
greater value to customers through a broad set of technologies, designed to complement each other and many third-
party products and services. This is what we mean by integrated innovation, which is key to our business strategy.

To drive innovation, Microsoft has a long-term commitment to research and development. Our investment to date has
brought about many of the successful products we offer today, and has built an increasingly valuable store of
intellectua!l property. In fiscal 2004, we applied for more than 2,000 patents on some of our recent innovations.
During the coming year, we plan to file for another 3,000 patents, which will make us one of the largest patent filers
in the world. Our innovations are available for broad use in others’ products through our patent licensing programs.

Security. A key focus of our innovation is security. Beyond the advances in Windows XP SP2, we are developing
advanced technologies that will help isolate computers from Internet attacks and make them more resilient when
they are attacked. We are making it easier for customers to keep their systems updated with our latest, most secure
software.

We are also developing more secure technigues for authenticating network users and controlling their access. And we
have implemented new software-development processes, tools, and training to promote engineering excellence and
help ensure'that new software is more secure by design.

In addition, we are collaborating with other industry leaders to develop more effective community responses to
security threats, and working closely with governments around the world to bring cyber-criminals to justice. Through
this broad, multi-pronged approach, our goal is to help bring significant improvements in security, and help preserve
the benefits of technology for everyone.

Our innovation is also focused on exciting market opportunities across our businesses, which we believe hold great
potential for growth over the next several years.
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PC Market Growth. Today there are 600 million personal computers around the world; by 2010, we estimate the
number will grow to one billion. Much of this growth will come from new generations of PCs with enhanced
capabilities, such as the Media Center and Tablet PCs that Microsoft has pioneered. We are hard at work on
Longhorn—the next generation of Windows—which will lead to exciting new innovations in software, hardware, and
services, delivering experiences that should broaden PC adoption and accelerate upgrades.

Server Migration. Businesses are increasingly migrating their computer networks from UNIX servers to less expensive
ones running on PC microprocessors. This trend has helped boost sales of Windows server products; revenue from
our server and tools business increased 19 percent last year. During the past year, we have worked hard to
communicate with customers about the unique value of the Windows platform compared with Linux and other open-
source software. Several independent analysts have reported that Windows offers lower total cost of ownership,
stronger security, and more comprehensive indemnification. We are continuing to innovate in servers and tools,
particularly in areas such as manageability and security. This fiscal year, SQL Server™ 2005 will deliver a significantly
improved database platform—more reliable, secure, scalable, and manageable. And Visual Studio® 2005 aims to
reduce complexity and cost for developers and other technology professionals.

Connected Productivity. Our Information Worker business continues to grow, with a 17 percent increase in revenue
during 2004. We believe that Word, Excel, Outlook®, and other Office 2003 applications only begin to fulfili the
potential of software to help people be more productive. We have expanded the toolset with new technologies and
services such as Office SharePoint® Portal Server 2003, Windows SharePoint Services, Office Live Meeting, Office
Online, Office OneNote 2003, and Office InfoPath™ 2003. We are also providing our partners with new tools, through
the Office Solution Accelerator program, that enable them and us to jointly bring new productivity solutions to
customers. There is an enormous market for further improvements in individual, group and organizational productivity
through advances in collaboration, communication, business intelligence, planning, and analysis.

Business Solutions. We are strongly positioned to provide software solutions tailored for the vast number of
underserved small and mid-sized businesses. Our integrated applications enable these companies to accelerate
growth and increase profits by more effectively managing their finances, supply chains, customer relationships, and
other key business processes. Several years down the road, we envision powerful new capabilities from the
development of a common platform for a new generation of business solutions highly integrated with Longhorn.

Online Search, Services, and Advertising. Our MSN business achieved its first full year of segment profitability in 2004,
as advertising revenue increased 43 percent, exceeding $1 billion for the first time. This growth was driven by our
MSN.com network’s success in attracting visitors by offering rich information and communication services—including
news, sports, entertainment, search, MSN Messenger, and MSN Hotmail®. We are investing in many new MSN
services, including breakthrough search, communication, and music technologies that we believe will deliver superior
customer benefits and provide us with significant revenue opportunities.

Smart Mobile Devices. The market for devices that combine a wireless phone with a handheld PC is expected to grow
significantly over the next several years. We are vigorously pursuing this opportunity with strategic investments, to
ensure that our mobile offerings provide the greatest benefit to consumers and device manufacturers. Qur Windows
Mobile software is the basis for new Portable Media Center devices from leading consumer electronics companies.

Entertainment. In the huge videogame industry, Xbox continues to show strong momentum, with 15.5 million
consoles shipped since launch and more than 425 games published for it. Xbox now ranks second in units sold in
the North American and European markets, and is gaining on the market leader. Xbox Live™, our interactive service
with more than one million subscribers in 24 countries, has revolutionized the online gaming business. Looking
ahead, we see myriad opportunities to create other entertaining digital experiences via platforms such as Xbox,
Windows XP Media Center, and Microsoft TV, a product family that supports a range of digital video services including
interactive programming guides, digital video recording, high-definition TV, and on-demand programming.

_Operational Excellence and Citizenship

As we innovate in technology, we are equally focused on crisp execution. In particular, we are working to deliver an
unparalleled customer and partner experience. Across the company, we have created new listening, feedback, and
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response systems to help us get closer to customers and respond quickly and appropriately. Using automated error-
reporting technologies, we have fixed a large majority of the computer crashes and hangs reported by customers, and
our strengthened field response system has favorably resolved most non-technical issues reported by customers.

Microsoft competes vigorously, and we ailways will. At the same time, we are committed to maintaining positive
relationships within our industry, including with competitors, and to forging strong relationships with governments. We
are also committed to helping make technology safer and easier to use. We work to help protect the safety of
children online, for example, through our partnership with the International Centre for Missing and Exploited Children.
We are deeply engaged in industry efforts to protect peoples’ privacy online, counter the problem of identify theft, and
curb the spam epidemic.

The fight against spam is a good example of our commitment to the development of industry standards, which
accelerate the advance of technology by helping ensure that different devices and software work well together.
Microsoft has collaborated on the Sender ID framework, a technology designed to prevent e-mail forgery, which is
used to spread spam and perpetrate online fraud. Submitted for consideration as an Internet standard, the Sender ID
framework will be freely available for widespread use.

Everywhere we do business, we aim to help strengthen local economies. One way is through our products, which help
our customers be more productive and competitive. Another way is through our business model, which is based on
partnering with more than 600,000 other technology firms throughout the world. They create applications, provide
computer services, and, in many other ways, build their businesses on our platform, generating local jobs and billions
of dollars in tax revenue. A global study of 22,000 technology companies found that Microsoft’'s partners earn an
average of $8 for every $1 that Microsoft earns.

We are partnering to bring the benefits of technology to communities and classrooms around the world. Last year
alone, Microsoft provided more than $440 million in cash and software to more than 5,000 schools and nonprofit
organizations. Through our Unlimited Potential and Partners in Learning initiatives, we are working with governments
and communities in many countries to promote workforce development and lifelong digital literacy.

We are enormously excited by the tremendous possibilities that lie ahead. As ever, we thank you for your continued
support.

Bill Gates
Chairman and Chief Software Architect

Lzibh.

Steven A. Ballmer
Chief Executive Officer
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SELECTED FINANCIAL DATA AND QUARTERLY STOCK PRICE INFORMATION

FINANCIAL HIGHLIGHTS

(In millions, except per share data)
Year Ended June 30 2000(1) 2004(1,2) 2002(1.3) 2003(1,4) 2004
Revenue $22,956 $25,296 $28,365 $32,187 $36,835
Operating income 11,006 11,720 8,272 9,545 9,034
Income before accounting change 9,421 7,721 5,355 7.531 8,168
Net income 9,421 7,346 5,355 7,531 8,168
Diluted earnings per share before accounting

change 0.85 0.69 0.48 0.69 0.75
Diluted earnings per share 0.85 0.66 0.48 0.69 0.75
Cash dividends per share ‘ - - - 0.08 0.16
Cash and short-term investments 23,798 31,600 38,652 49,048 60,592
Total assets 51,694 58,830 69,910 81,732 92,389
Stockhoiders’ equity 41,368 47,289 54,842 64,912 74,825

(1) The financial data presented for fiscal 2002 and 2003 has been restated as prescribed by SFAS 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
13. The information presented for 2000 and 2001 has not been restated. If fiscal 2000 had been restated, the operating
income and net income would have been $9,113 million and $8,172 million. If fiscal 2001 had been restated, the operating
income and net income would have been $8,343 million and $5,084 million.

(2) Fiscal 2001 includes an unfavorable cumulative effect of accounting change of $375 million or $0.03 per diluted share,
refiecting the adoption of SFAS No. 133. Fiscal 2001 also includes the acquisition of Great Plains Software, Inc. for
approximately $1.1 biliion in stock.

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

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

Our common stock is traded on The NASDAQ Stock Market under the symbol MSFT. On August 10, 2004, there were
141,975 registered holders of record of our common stock. The high and low common stock prices per share were
as foliows:

Quarter Ended Sep. 30 Dec. 31 Mar. 31 June 30 Year
Fiscal 2003
Common stock price per share:
High $27.43 $29.12 $28.49 $26.37 $29.12
Low 21.42 21.89 22.80 23.67 21.42
Fiscal 2004
Common stock price per share: )
High '$29.96 $29.35 $28.80 $28.57 $29.96
Low 25.54 25.10 24.15 25.08 24.15

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 declared or paid in fiscal 2004. Our dividend policy is based on, among
other considerations, our views on potential future capital requirements relating to research and development,
creation and expansion of sales distribution channels, investments and acquisitions, share dilution management,
legal risks, and challenges to our business model.

On July 20, 2004, our board of directors approved a quarterly dividend of $0.08 per share payable on September 14,
2004, to shareholders of record on August 25, 2004. In addition, the board approved a plan to buy back up to $30
billion in Microsoft common stock over the next 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 prior notice. The board also
approved a one-time special dividend of $3.00 per share, or approximately $32 billion, subject to shareholder approval
of stock plan amendments that will allow certain adjustments to employee equity compensation awards to offset the
impact of the special dividend. The special dividend will be payable on December 2, 2004, to shareholders of record on
November 17, 2004, conditioned upon sharehoider approval of amendments to the employee stock plans at the annual
meeting of shareholders scheduled to be held November 9, 2004,
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BUSINESS DESCRIPTION

GENERAL

Over the last three decades, technology has transformed the way people work, play, and communicate. Today, people
access information and communicate with individuals from around the world in an instant. Groundbreaking
technologies have opened the door to innovations in every field of human endeavor, delivering new opportunity,
convenience, and value to people’s lives, Since our founding in 1975, we have been a leader in this transformation.
As a reflection of that role, and to help us focus on the opportunities that lie ahead we have established a new
corporate mission: To enable people and businesses throughout the world to realize their full potential.

PRODUCT SEGMENTS

Our 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 organizations, and for the timely and rational allocation of development, sales, marketing,
and services resources within businesses. The segments also help focus strategic planning efforts on key objectives
and initiatives across our broad businesses.

The product segments are designed to allocate resources internally and provide a framework to determine
management responsibility. Due to our integrated business structure, operating costs included in one segment may
benefit other segments. Therefore, these 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 compensate or charge each segment for such shared costs and to incent 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; Server and Tools; Information Worker; Microsoft Business Solutions;
MSN; Mobile 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 Client segment has overall responsibility for product delivery, engineering, and technical architecture for
the Microsoft Windows operating system and new media technology, as well as our relationships with manufacturers
of personal computers, including multinational and regional original equipment manufacturer (OEM) accounts. The
segment includes sales and marketing expenses for the Windows Client operating system and product development
efforts for the Windows platform.

The 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, we believe 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 families and includes capabilities for digital photo, music,
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 multilingual features to help customers improve their productivity
and connectivity. Windows XP 64-Bit Edition meets the demands of specialized technical workstation users.

The next generation of the Windows operating system, code-named Longhorn, is currently under development. This
development phase represents a significant investment for the Client business and is expected to result in a product
that is more manageable and deployable for both our business and consumer markets. While all features and
functions have not been finalized, Longhorn will include significant advances in security, digital media, user
interfaces, and other areas that are expected to enhance the user and developer experience. We are targeting broad
availability of this operating system in calendar year 2006. We are also developing a Windows storage subsystem,
which will provide advanced data organization and management capabilities, that we plan to deliver subsequent to
the Longhorn operating system introduction.

Server and Tools. The Server and Tools segment has overall responsibility for integrated product development and
marketing of Windows Server System products, including building and marketing Windows Server operating systems.
Windows Server System is integrated server infrastructure software that is designed to support end-to-end solutions
built on the Windows Server 2003 operating system. In addition, the segment provides information about the
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extended Microsoft platform through a variety of content offerings, such as Web-based training for developers and IT
professionals. 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 services to corporations and other large customers.
The Server and Toois segment also includes: developer 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 advancements in applications and development tools. This architecture is
designed to help simplify the design, development, deployment, and management of solutions so that customers can
focus less on integrating systems and training users, and more on adding strategic 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 native 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 database-and-analysis offering for rapidly delivering the next
generation of scalable e-commerce, line-of-business, and data-warehousing solutions. Exchange Server, a business
tool for e-mail collaboration, 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, which we believe enables organizations to provide relevant software and updates to users
quickly and cost-effectively. Small Business Server helps small businesses do more with a business server solution
that includes messaging and collaboration, security-enhanced Internet access, protected data storage, reliable
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 programming model for the client and server, creating tools for
developing Microsoft .NET-connected applications and services, and fostering synergies between Windows and the
Windows Server System offerings.

information Worker. The Information Worker segment is responsible for developing and delivering technologies that
transform information into impact for people and organizations that create, analyze, communicate, and use
information every day. The products in this segment help people to be more productive, with more control over their
time and more opportunity to realize their potential. These applications are a critical part of the application
architecture for many enterprises, enabling businesses to liberate information from individual silos, become more
agile and flexible, and respond more readily to new opportunities.

The segment consists of the Microsoft Office System of programs, servers, services, and solutions. Microsoft
Office System 2003, the successor to Microsoft Office XP, was released to market in the first half of fiscal 2004 and
has evolved from a suite of personal productivity products to a more comprehensive and integrated system of
products designed to increase personal, team, and organization productivity. The Microsoft Office System features
integration with Microsoft intranet collaboration technologies, Information Rights Management, and support for
industry standard XML. The Microsoft Office System includes the Microsoft Office 2003 Editions, which include
(depending upon the edition): Microsoft Office Outlook 2003; Microsoft Office Excel 2003; Microsoft Office
PowerPoint 2003; Microsoft Office Word 2003; and Microsoft Office Access 2003. Other products in the Microsoft
Office System include: Microsoft Office Visio 2003; Microsoft Office Project 2003; Microsoft Office Project Server
2003; Microsoft Office InfoPath 2003; Microsoft Office OneNote 2003; Microsoft Office Publisher 2003; Microsoft
Office FrontPage 2003; and Microsoft Office SharePoint Portal Server 2003. In addition, the Information Worker
segment includes Microsoft Office Live Meeting Web conferencing service and professional product support.

Historically, approximately 40 percent of Information Worker billed 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 category of agreements is relatively independent of
the number of PCs sold in a given year, but rather depends on the number of employees in a given enterprise.
Conseqguently, general employment levels, particularly in North America and EMEA, significantly affect Information
Worker revenue. Approximately 40 percent of Information Worker revenue comes from new licenses acquired through
fully packaged product and transactional volume licensing programs to individual consumers and enterprises of all
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BUSINESS DESCRIPTION (CONTINUED)

sizes. Most of this revenue is sensitive to information technology budgets, which often depend on general economic
conditions. The remaining approximately 20 percent of Information Worker revenue is from licenses to OEMs for new
PCs and through sales of retail packaged products and is affected by the relative level of PC shipments.

For fiscal 2004, the segment includes the Small and Mid-Market Solutions & Partners (SMS&P) organization, which
is responsible for sales, partner management, partner programs, and customer segment marketing to small and mid-
market businesses. During fiscal 2004, we combined the existing small and medium business sales force with the
sales and marketing assets of the Microsoft Business Solutions segment to form the SMS&P organization. We
announced in the fourth quarter of fiscal 2004 a reorganization which, effective July 1, 2004, will include the SMS&P
organization in the Microsoft Business Solutions segment. This change is designed to optimize our focus on
delivering business applications to small and mid-market segment businesses.

Microsoft Business Solutions. The Microsoft Business Solutions segment is responsible for developing and
marketing integrated, end-to-end business applications and services designed to help small and mid-market
businesses achieve success by becoming more connected with customers, employees, partners, and suppliers. The
applications provide integrated, end-to-end automation for financial reporting, distribution, project accounting,
electronic commerce, human resources and payroll, manufacturing, supply chain management, business intelligence,
sales and marketing management, customer relationship management, and customer service and support.

The segment consists of the businesses generated from Enterprise Resource Planning (Microsoft Great Plains,
Microsoft Navision, Microsoft Solomon and Microsoft Axapta — acquired through our purchase of Great Plains and
Navision); Microsoft CRM (Customer Relationship Management); Microsoft RMS (Retail Management System); and
other business applications and services. Microsoft Business Solutions products are sold, implemented, and
supported through a partner network consisting of value-added resellers, systems integrators, consultants,
independent software vendors (ISVs), accounting firms (national, regional, and local), application service providers
(ASPs), and eBuilders. Microsoft Business Solutions partners provide distribution, marketing, training, and support in
the business application customer segment. As described previously, beginning in the first quarter of fiscal 2005, the
SMS&P organization, which was part of the Information Worker segment, will be included in the Microsoft Business
Solutions segment.

MSN. MSN is responsible for delivering online services that seek to 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 portals 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,
operating units of InterActiveCorp and CareerBuilder.com. MSN provides a variety of paid services resulting in revenue
for the segment, including MSN Internet Access, Premium Web Services (consisting of MSN Internet Software
Subscription, MSN Hotmail Plus, MSN Bill Pay, and MSN Radio Plus), and MSN Mobile services.

The segment generates revenue principally from advertisers on the MSN Web sites, from consumers through
subscriptions and transactions generated from MSN Premium Web Services, and from subscribers to 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 350 million unique users every
month. MSN Hotmail is one of the world's largest e-mail services with more than 187 million accounts, and MSN
Messenger is one of the world’s largest instant-messaging services with more than 135 million accounts.

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
mobile devices 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 opportunities 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 location-based services,
media, and -speech recognition. We are working closely with mobile operators, hardware and ISV partners to
accelerate the development and availability of smart devices and services, and to provide a broad range of choices
for customers. Further, the segment is responsible for managing sales and customer relations with device
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manufacturers and with 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 products like the Pocket PC, Pocket PC Phone Edition, Smartphone,
and new Portable Media Center. Windows Embedded, including Windows CE and Windows XP Embedded, 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, Internet Protocol (IP)-based set top
boxes, network gateways, and portable media players, as well as in enterprise devices such as industrial controllers,
retail point-of-sale systems, and voice-over-IP phones. The MapPoint family of location-enabled products and services
includes the MapPoint Web Service, a hosted programmable XML Web service that allows developers to integrate
location intelligence in applications, business processes and Web sites, and bhusiness and consumer oriented
mapping CD-ROM products. Windows Automotive is an automotive-grade software platform that provides developers
with the building blocks to quickly and reliably create a broad range of advanced telematics solutions.

Home and Entertainment. The Home and Entertainment segment is primarily responsible for realizing Microsoft's
plans to grow a range of new consumer businesses, building on the Windows platform to offer a broad range of
services and applications running on a wide variety of devices in the home. The Home and Entertainment segment is
responsible for the development of and business strategy for the Microsoft Xbox video game system, including
hardware, third-party games development, games development 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 also carries out all retail sales and marketing for Microsoft Office, the
Windows operating systems, Xbox, games, and HPD products. It is also responsible for the development, sales, and
deployment of Microsoft’s TV platform products for the interactive television industry.

Microsoft Xbox, released in fiscal 2002, is our video game console system that delivers high-quality graphics and
audio experiences. We offer several types of entertainment products, including classic software games, online
games, simulations, and strategy games. HPD includes Microsoft’s line of consumer hardware and software
products, such as the Encarta line of learning products and services, the Macintosh applications business, and
Micrasoft hardware products.

EQUITY METHOD INVESTMENTS

We have entered into joint venture arrangements to take advantage of creative talent and content from other
organizations. The majority of our joint ventures are managed by the MSN segment. MSNBC Cable L.L.C., a 24-hour
cable news and information channel and MSNBC Interactive News L.L.C., an interactive news service, both of which
are owned 50% by us and 50% by National Broadcasting Company (NBC); ninemsn Pty Ltd, an Australian internet
portal; and TIMSN, an internet portal serving Mexico are some of our joint venture arrangements.

OPERATIONS

We develop products for sale throughout the world. Qur 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; Greater China; and the worldwide OEM channel. To serve the needs of customers around the
world, we “localize” many of our products to reflect local languages and conventions, and to improve the gquality and
usability of the product in international markets. Localizing a product may require modifying 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;
Vedbaek, Denmark; Hyderabad, India; Haifa, israel; and Cambridge, England.

We have regional operations centers in Ireland, Singapore, and the greater Seattle area. The centers support all
operations in their regions, including information processing and vendor management and logistics. The regional
center in Dublin, Ireland, supports the Europe, Middle East, and Africa region; the center in Singapore supports the
Japan, Greater China and Asia-Pacific region; and the center in the greater Seattle area supports North America and
Latin America. Microsoft Licensing, GP, a wholly-owned entity in Reno, Nevada, manages our original equipment
manufacturer (OEM) and certain organizational licensing operations and billing.
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BUSINESS DESCRIPTION (CONTINUED)

We contract most of our manufacturing activities to third parties. Qutside 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 components, and are often able to acquire component parts and materials on a volume
discount basis.

Pressure to globalize our pricing structure might require that we reduce the sales price of our software in the
United States and other countries. A number of other factors could also have a negative effect on our business and
results from operations outside of the United States, including changes in trade protection laws, policies and
measures, and other regulatory requirements affecting trade and investment; unexpected changes in regulatory
requirements for software; social, political, labor, or economic conditions in a specific country or region, including
foreign exchange rates; difficulties in staffing and managing foreign operations; and potential adverse foreign tax
consequences. We hedge a portion of our international currency exposures, thereby reducing our overall translation
exposures.

PRODUCT DEVELOPMENT

During fiscal 2002, 2003, and 2004, research and development expense was $6.30 billion, $6.60 billion, and $7.78
billion respectively. Those amounts represented 22.2%, 20.5%, and 21.1%, respectively, of revenue in each of those
years. Fiscal 2002 and 2003 have been restated to reflect the retroactive adoption of SFAS 123, Accounting for
Stock-Based Compensation. We plan to continue significant investment on a broad range of research and product
development.

Most of our software products are developed internally. We also purchase technology, license intellectual property
rights, and oversee third-party development 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 alfows us to maintain closer technical 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.

Business and Product Development Strategy. The key to Microsoft's grawth is innovation. In fiscal 2004, we filed
for more than 2,000 patents for new technologies, and we expect that number to increase. We expect these
innovations to lead to revenue growth from market expansion, share growth, new scenarios and market opportunities,
and value-added through services.

Key areas of focus include:

- PC Market Growth: It took more than 20 years to grow the worldwide base of PC users to 600+ million. By
2010, we expect this base to grow to 1 billion, due to opportunities in emerging markets and new scenarios
and form factors expected to stimulate demand. Our continued success will depend on delivering secure,
groundbreaking software and compelling scenarios that capture the imagination of end users. We are working
on new PC and Windows designs to make PCs affordable to millions of additional people around the world.

New Information Worker Scenarios: We believe one of our biggest growth opportunities is with our existing
base of Office users. We plan to pursue this market by delivering new information worker scenarios such as
collaboration, authoring, communications, planning and analysis, and expanding the toolset with new
technologies such as SharePoint, Live Meeting, OneNote and InfoPath.

- Enhanced Server Position: We believe Windows Server 2003 and our other server offerings provide customers
with significant advantages in many areas, including innovation, performance, productivity, applications
development tools and environment, security and manageability. In addition, we offer an integrated platform that
includes our server and Information Worker applications as well as partner ISV workloads and applications.
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- Reducing Complexity and Cost for IT Professionals and Developers: We believe that building applications,
integration, and managing information technology are still too hard for customers. We are working on new ways
to further lower costs and speed time to deploy technology for IT professionals and developers. We believe we
are already helping reduce costs and increase business value with products such as Windows Server 2003,
Visual Studio .NET, SMS 2003, the Dynamic Systems Initiative, and Microsoft Operations Manager 2005.

IT Services for Smaller Business and Consumers: The MSN, Windows, and Office teams are working together
on a set of integrated IT services for smailer businesses and consumers designed to enhance security, lower
costs, and improve the end-user experience in areas such as communication, collaboration, and desktop
management.

Business Solutions: Microsoft Business Solutions continues to expand its small and mid-market offerings with
key investments in technologies for CRM, online services, retail management, and small business. We believe
we have a significant opportunity to help this underserved market, while creating great opportunities for I1SVs
and partners.

Non-PC Consumer Electronics: We believe that our work to integrate the richness and intelligence of the PC
world with everyday devices such as mobile phones, handheld devices, home entertainment and TV provides a
broad new market opportunity. At the center of our efforts are products such as Pocket PC and Smartphone,
Portable Media Center, MSTV, MSN TV, Windows Automotive, the Windows Media Center Extender, and other
electronic devices built on Windows CE and Windows XP Embedded.

Entertainment: Likewise, we believe there is significant opportunity in delivering compelling entertainment
experiences in key scenarios such as music, TV, movies, photos and games. Our vision centers on creating new
and exciting ways for people to have fun with friends and family with Media Center PCs, devices like Xbox and
Portable Media Center, and many of the other applications and services that Microsoft and our partners deliver.

+ Advertising/Information: The value that MSN and our platform bring to advertisers is aiready significant, as

evidenced by the fact that our MSN advertising business today is a $1 billion-plus business. We believe the
potential to expand advertising in all our online offerings is sighificant. In fiscal 2005, we will invest in and
deliver improvements in search, music and other information services that should continue to provide good
growth opportunities. We believe our industry has only scratched the surface in search. We are making
significant investments to improve the user experience and deliver the information people want more efficiently
and effectively.

- Communications: Broadband and wireless technology is increasing the amount of time people spend online.

Younger and savvier Internet users want communications experiences to build their social network on any
device. We believe professionals and information workers want integrated, secure functionality that help them
manage their personal and professional lives: personalized email, instant messaging, contact management,
shared calendars, and relationship management. We are pursuing these opportunities by developing
communications offerings designed to provide the greatest benefit to consumers and device manufacturers. For
example, our Windows Mobile software is the basis for new mobile smartphones and for Portable Media Center
devices from leading consumer electronics companies.

DISTRIBUTION, SALES AND MARKETING

We distribute our products primarily through the following channels: OEM; distributors and resellers; and online
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; 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 OEMs. We have OEM agreements covering one or more of our products with virtually ali of the
major PC OEMs, including Acer, Actebis, Dell, eMachines, Fujitsu, Gateway, HP, IBM, NEC, Samsung, Siemens
Computers, Sony, and Toshiba. A substantial amount of OEM business is also conducted with system builders, which
are low-volume customized PC vendors operating in local markets.
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BUSINESS DESCRIPTION (CONTINUED)

Distributors and Resellers. We distribute our finished goods products primarily through independent non-exclusive
distributors, authorized replicators, resellers, and retail outlets. Organizations license our products primarily through
Large Account Resellers (LARs), Direct Market Resellers (DMRs), 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 partners. These Enterprise Software Advisors typically are also authorized as
LARs and operate as resellers for our other licensing 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 small- 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, Deli, CDW, and
Insight Enterprises. 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.

We license software to organizations under arrangements that allow the end-user customer to acquire multiple
licenses of product. These arrangements are designed to provide organizations with a means of acquiring multiple
licenses, without having to acquire separate packaged product through retail channels. In delivering organizationa!
licensing arrangements to 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
software product over the contract period is called Software Assurance. Software Assurance also provides support,
tools, 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 volume 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 software products, support, tools, and training over a specified time period (generally
three years). Similar to the Open program, customers can acquire licenses only, acquire licenses with Software
Assurance, or renew Software Assurance upon the expiration of existing volume licensing agreements.

Enterprise Agreement. The Enterprise Agreement is targeted at medium and large organizations that want to
acquire perpetual licenses to software products for all or substantial parts of their enterprise, along with rights to
future versions of software products, generally over a three-year period.

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 released during the three-year term of the agreement. At the end of the term,
customers may either renew their ESA or exercise a buy-out option to obtain perpetual licenses for the latest
version of the covered products. If they do not elect one of these options, then all previously covered software
must be uninstalled.

Online Services. We distribute online content and services through MSN and other online services. MSN delivers
Internet access and other premium services and tools to consumers. MSN also delivers online e-mail and messaging
communication services as well as information services such as online search and premium content. Microsoft
Business Solutions operates the bCentral small-business portal, which is delivered online. The bCentral portal
provides tools and expertise for small-business owners to build, market, and manage their businesses online. Other
services delivered online include Xbox Live, 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.
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CUSTOMERS

Qur customers include individual consumers, small and medium-sized organizations, enterprises, governmental
institutions, educational institutions, Internet Service Providers, application developers, and OEMs. Consumers and
small and medium-sized organizations obtain our products primarily through reseilers and OEMs. Sales to Dell and its
subsidiaries in the aggregate accounted for approximately 10% of fiscal 2004 revenue. These sales were made
primarily through our OEM and volume licensing channels. No single customer accounted for more than 10% of
revenue in 2002 or 2003. Our practice is to ship our products promptly upon receipt of purchase orders from
customers; consequently, backlog is not significant.

COMPETITION

The software business is intensely competitive and subject to rapid technological change, evolving customer
requirements, and changing business models in every segment. We face significant competition in all areas of our
business. The rapid pace of technological change continually creates new opportunities for existing competitors and
start-ups and can quickly 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. Our direct competitors include firms adopting alternative business
models to the commercial software model. Firms adopting the non-commercial software model typically provide
customers with open source software at nominal cost and earn revenue on complementary services and products,
without having to bear the full costs of research and development for the open source software. 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 licensed
to our installed base of customers. This means that future versions must deliver significant additional value in order
to induce existing customers to purchase a new version of our product.

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

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
products, including variants of Unix, are supplied by competitors such as IBM, Hewlett-Packard, Appie Computer, Sun
Microsystems and others, which are vertically integrated in both software development 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 computer OEMs to reduce costs. The Microsoft
Windows operating systems also face competition from alternative platforms, as well as innovative devices that may
reduce consumer demand for traditional personal computers. We believe our operating system products compete
effectively by delivering better innovation, an easy-to-use interface, compatibility with a broad range of hardware and
software applications, and the largest support network for any operating system. :

Server and Tools. Qur server operating system products face intense competition from a wide variety of competing
server operating systems and server applications, offered by firms with a variety of market approaches. Vertically
integrated computer manufacturers such as IBM, Hewlett-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 system. 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 compatible applications now produced by many leading commercial software developers as well as 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 as well as middieware technology platforms. IBM and Sun Microsystems lead 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. There are also a number of non-commercial software server applications available.
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BUSINESS DESCRIPTION (CONTINUED)

Numerous commercial software vendors offer competing commercial software applications for connectivity {both
internet and intranet), security, hosting, and e-business servers. Additionally, IBM has a large installed base of Lotus
Notes and cc:Mail, both of which compete with our collaboration 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 developer products compete against offerings from BEA Systems, Borland, IBM, Macromedia, Oracle, Sun
Microsystems, and other companies.

We believe that our server products provide customers with significant advantages in innovation, performance
{bath relative to total costs of ownership and in absolute terms), productivity, applications development tools and
environment, compatibility with a broad base of hardware and software applications, security, and manageability.

Information Worker. While we are the leader in business productivity software applications for personal computers,
competitors to the Microsoft Office System include many software application vendors such as Apple, Corel, IBM,
Oracle, Sun Microsystems, and local application developers in Europe and Asia. IBM and Corel have significant
installed bases with their office productivity products, and both have aggressive pricing strategies. Also, Apple and
IBM preinstall certain of their application software products on various models of their PCs, competing directly with
our applications. Corel’s suite and Sun Microsystems’ Star Office are aggressively priced and attractive for OEMs to
preinstall on low-priced PCs. The OpenOffice.org project provides a freely downloadable cross-platform application
that is gaining popularity in certain market segments. [n addition to traditional client-side applications, Web-based
offerings such as SimDesk provide an alternative to Microsoft Office System products. In addition, IBM has a
significant installed base of messaging and collaboration software. We believe that our products compete effectively
by providing customers significant benefits, such as ease of use, personal productivity, support for effective teaming
and collaboration, and better information management and control, and by providing many customers a lower total
cost of ownership than alternatives.

Microsoft Business Solutions. The small and mid-market business applications segment is highly fragmented and
is intensely competitive in all sectors where we compete. We face competition from a large number of companies in
this business. Well-known vendors focused on small and mid-market business solutions, such as Intuit and Sage
(along with many others), compete against us for a portion of this segment. In addition, large-enterprise focused
vendors, such as Oracle, PeopleSoft, and SAP, are repositioning some of their business applications to focus on
small and medium-sized business and thus also compete against us for a portion of this segment. In addition, there
are thousands of other vendors in specific localities or industries that offer their own enterprise resource planning
(ERP), customer relationship management (CRM), and/or analytic solutions. We believe that our business
applications products across financial management, supply chain management, and CRM compete effectively in our
target segments by offering solutions and services that address muitiple segment needs across industries through
consistent innovation in product functionality delivered through a growing network of partners.

MSN. MSN competes with Yahoo!, Googile, AOL, Earthlink, U.S. cable and DSL providers, and a vast array of Web
sites and portals that offer content and online services of all types. MSN also competes with traditional advertising
and print media. As the broadband access market grows, we expect to have increasing opportunities to deliver rich
and compelling services and experiences for consumers. MSN’s advertising revenue has grown considerably over the
last year, and we expect this trend to continue in display advertising as well as in search-based advertising, as online
advertising continues to gain market acceptance. This growth has led to competitors aggressively pursuing both
advertisers and consumers with expanded offerings and new technology. We are building our own algorithmic search
engine and investing to support the continued growth of our advertising business. Due to the continuing trend of
consumers migrating from narrowband to broadband Internet access, we expect our narrowband Internet access
subscriber base to decline. We believe our competitive advantage comes from our ability to empower people globally
through information software and services that help them find, discover, and experience what they want online.

Mobile and Embedded Devices. Windows Mobile software faces substantial competition from Nokia, Openwave
Systems, PaimSource, 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 inciude DelLorme,
Maplinfo, Mapquest.com, Rand McNally, Webraska Mobile Technologies, and Yahoo! The telematics market is also
highly fragmented, with competitive offerings from IBM and automotive suppliers building on various real-time
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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 flexible platform that
allows customers and partners to build differentiated and profitable business models; and providing end users
significant benefits such as ease of use, personal productivity, and better information 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 products are characterized by significant price competition, and we anticipate
continued pricing pressure from our competitors. These pressures have, from time to time, required us to reduce
prices on certain products. Qur competitors 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 console platforms from Nintendo and Sony, both of which have a large
established base of customers. In addition to competing against software published for non-Xbox platforms, our
games business also competes with numerous companies that have heen licensed by us to develop and publish
software for the Xbox console. These competitors include Acclaim Entertainment, Activision, Atari, Capcom, Eidos,
Electronic Arts, Sega, Take-Two Interactive, Tecmo, THQ, and Ubi Soft, among others. Success in the games
business is increasingl