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Atty. Docket No.: 020750-068800US

IN THE UNITED STATES PATENT AND TRADEMARKOFFICE

BEFORE THE TRADEMARK TRIAL AND APPEAL BOARD

In re Application No. 78/215,335
Filed: February 14, 2003
Published: November 7, 2006 in the Official Gazette
For: VIDEO POD

APPLE COMPUTERINC.,
Opposition No. 91176027

Opposer

vs.

NOTICE OF RELIANCE

SECTOR LABS, LLC,

Applicant.
 

 

Opposer Apple Inc. (“Apple”) submits of record in connection with this opposition

proceeding copies of the documentsset forth below. Pursuant to a stipulation between

Applicant’s and Opposer’s counsel, internet evidence, including websites, business publications

and annual reports, may be introduced into evidence through a Notice of Reliance.! Applicant

also admitted the authenticity of the documentsit produced, thereby stipulating to the admission

of such documents through a Notice of Reliance.”

' See Safer Inc. v. OMS Investments Inc., 94 USPQ2d 1031, 1039 (TTAB 2010).
* See Applicant’s Supplemental Response to Opposer’s First Requests forAdmission.
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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

ee

Form 10-K

(Mark One)

ANNUAL REPORT PURSUANTTO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGEACTOF1934

Forthe fiscal year ended September 28, 2002

OR

O TRANSITION REPORT PURSUANTTO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGEACT OF 1934

Forthe transition period from to

Commissionfile number 0-10030

APPLE COMPUTER,INC.
(Exact name of Registrant as specified in its charter)

CALIFORNIA 942404110

(State or otherjurisdiction (.R.S. Employer Identification No.)
of incorporation or organization)

1 Infinite Loop 95014
Cupertino, California (Zip Code)

(Address of principal executive offices)

Registrant's telephone number, including area code: (408) 996-1010

Securities registered pursuant to Section 12(b) of the Act: None

Securities registered pursuant to Section 12(g) of the Act:
CommonStock, no par value

Common Share Purchase Rights
(Titles of classes)

Indicate by check mark whether the Registrant (1) has filed all reports required to be filed by Section 13 or 15(d) ofthe Securities
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Exchange Act of 1934 during the preceding 12 months(or for such shorter period that the Registrant was required to file such reports),
and (2) has been subjectto such filing requirements for the past 90 days. Yes Kl No (]

Indicate by check mark if disclosure of delinquentfilers pursuant to Item 405 of Regulation S-K is not contained herein, and will not be
contained,to the best of the Registrant's knowledge,in definitive proxy or information statements incorporated by reference to Part HI
of this Form 10-K or any amendmentto this Form 10-K.

Indicate by check mark whetherthe Registrant is an accelerated filer (as defined in Exchange Act Rule 12b-2). Yes No

The aggregate market value of voting stock held by nonaffiliates of the Registrant was approximately $4,925,788,282 as of December
6, 2002, based upon the closing price on the NASDAQNational! Market reported for such date. Shares of Common Stock held by each
executive officer and director and by each person whobeneficially owns more than 5% of the outstanding Common Stock have been
excludedin that such persons may undercertain circumstances be deemed tobe affiliates. This determination of executive officer or
affiliate status is not necessarily a conclusive determination for other purposes.

359,135,584 shares of Common Stock Issued and Outstanding as of December6, 2002
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PART I

The Business section and otherparts ofthis Annual Report on Form 10-K ("Form 10-K") containforward-looking statements that
involve risks and uncertainties. The Company's actual results may differ significantlyfrom the results discussed in theforward-looking
statements. Factors that might cause such differences include, but are notlimited to, those discussed in the subsection entitled "Factors
That May Affect Future Results and Financial Condition" under Part LI, Item 7 ofthis Form 10-K.

Item 1. Business

Company Background

Apple Computer, Inc. ("Apple" or the "Company") was incorporated under the laws of the State of California on January 3, 1977. The
Company designs, manufactures and markets personal computers and related personal computing solutions for sale primarily to
education, creative, consumer, and business customers. Substantially all of the Company's net sales over the last five years have been
derived from the sale of its Apple® Macintosh® line of personal computers and related software and peripherals. The Company's fiscal
year ends on the last Saturday of September. Unless otherwise stated, all information presented in this Form 10-K is based on the
Company's fiscal calendar.

Business Strategy

Digital Hub

Apple is committed to bringing the best possible personal computing experience to students, educators, creative professionals,
businesses and consumers around the world throughits innovative hardware, software, and Internet offerings. The Companybelieves
that personal computing has entered a new era in which the personal computer functions for both professionals and consumersas the
digital hub for advanced new digital devices such as digital music players, personal digital assistants, cellular phones, digital still and
movie cameras, CD and DVDplayers, and other electronic devices. The attributes of the personal computer, including its ability to run
complex applications, possess a high quality user interface, contain large andrelatively inexpensive storage, and easily connectto the
Internet in multiple ways and at varying speeds, can individually add value to these devices and interconnect them as well. Apple is the
only companyin the personal computer industry that designs and manufactures the entire personal computer—from the hardware and
operating system to sophisticated applications. Appleties it all together with its innovative industrial design, intuitive ease-of-use, and
built-in networking, graphics, and multimedia capabilities. Thus, the Company is uniquely positionedto offer digital hub products and
solutions.

- Apple develops products and technologies that adhere to many industry standards in order to provide an optimized user experience
- through interoperability. Apple has played a role in the development, enhancement, promotion, and/or use of numerousof these

industry standards, many ofwhich are discussed below.
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Retail

Since inception ofits retail initiative in 2001, the Company has opened 51 retail stores in the United States. The Company has located
its stores at quality high traffic locations in shopping malls and urban shopping districts. Before the endofthe first quarter of 2003, the
Companyestimates that over 30% of the U.S. population will live within 15 miles of one ofits stores. In addition to its own hardware
and software products, the Company'sretail stores carry in inventory a variety of third-party hardware and software products.

Oneof the main goals ofthe retail initiative is to bring new customers to the Company and expandits installed base through salesto
both first time computer buyers and those switching from other computing platforms. By operating its own stores, the Company is able
to better control the customerretail experience. The stores are designed to enhance the presentation and marketing of personal
computing

 
 ROSIE

products. The stores employ experienced and knowledgeable personnel, provide post sale advice and support, offer a wide selection of
third-party products selected to complement the Company's own products, host training and marketing presentations, and provide
certain hardware support services. Additionally, the stores provide a forum in which the Companyis able to present entire computing
solutions to users in areas suchas digital photography, digital video, music,children's software, and home computing. Recent survey
results available to the Company indicate that approximately 40% of customers buying systemsin its stores do not currently own a
Macintosh.

Education

For more than 25 years, the Company has focused on educational uses of technology. The Companybelieves that effective integration
of technology into classroom instruction can result in higher levels of student achievement, especially when used to support
collaboration, information access, and the expression and representation of student thought and ideas. The Company's commitmentto
education encompasses a range ofproducts and services designed to help schools maximize their investments in technology. This
commitment is manifest in many of the Company's products andservices, including hardware that meets the needs of education
customers, video editing solutions, wireless networking capabilities, student information systems, and high-quality curriculum and
professional development solutions.

Creative Professionals

Creative professionals constitute one of the Company's most important markets for both hardware and software products. This market is
also important to many third-party developers who provide Macintosh-compatible hardware and software solutions. Creative customers
utilize the Company's products for a variety of creative activities including digital video and film production and editing; digital video
and film special effects, compositing, andtitling; digital still photography; graphic design, publishing, and print production; music
performance and production; audio production and sound design; and web design, development, and administration.

The Company designsits high-end hardware solutions,including servers and desktop and portable Macintosh systems, to incorporate
the power, expandability, and features desired by creative professionals. Additionally, the Company's client operating system, Mac
OS® X,incorporates powerful graphics and audio technologies and features developer tools to optimize system and application
performance when running powerful creative solutions provided by the Companyor by third-party developers. The Company also
offers various software solutions to meet the needsofits creative customers, many of which are described below.

Business Organization

The Company manages its business primarily on a geographic basis. The Company's geographic operating segments include the
Americas, Europe, Japan, and Asia Pacific. The Americas segment includes both North and South America, except for the Company's
Retail segment which operates Apple-ownedretail stores in the United States. The Europe segment includes European countries as well
as the Middle East and Africa. The Japan segmentincludes only Japan, while the Asia Pacific segment includes Australia and Asia
except for Japan. Each geographic operatingsegment provides similar hardware and software products and similar services. Non-
geographic operating segments include the Company's subsidiary, FileMaker, Inc. and the Company's Retail segment. Further
information regarding the Company's operating segments may be foundin Part II, Item 7 of this Form 10-K under the heading
"Segment Operating Performance,” and in Part I, Item 8 on this Form 10-K in the Notes to Consolidated Financial Statements at
Note 11, "Segment Information and Geographic Data.”
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Hardware Products

The Companyoffers a range of personal computing products including desktop and notebook personal computers, related devices and
peripherals, networking and connectivity products, and various third-party hardware products. All of the Company's Macintosh
products utilize PowerPC® RISC-based microprocessors. The Company's entire line of Macintosh systems, excluding servers, features
the Company's suite of software for digital photography, music, and movies. Further information regarding the Company's products
may be found in Part Il, Item 7 of this Form 10-K under the heading "Factors That May Affect Future Results and Financial Condition."

Power Mac®G4

The Power Macline of desktop personal computers is targeted at business and professional users and is designed to meet the speed,
expansion and networking needs of the most demanding Macintosh user. The current Power Macline features dual PowerPC G4
processors in all models, a new high-performancearchitecture, and on certain models Apple's SuperDrive™, a combination CD-
RW/DVD-Rdrive that can burn DVDsthat can be played in most consumer DVDplayers.

Xserve™

Duringthe third quarter of 2002, the Company introduced and shipped Xserve™, a 1U rack-mountserver designed for simple set up
and remote management. Xserve was designed for I/O intensive applications such as digital video, high-resolution digital imagery, and
large databases. Xserve delivers high-speed networking, 15 gigaflops of computational power, and almost a half terabyte of hot-plug
storage. Server Admin, a new services monitoring and remote managementtool, allows administrators to easily set up and manageall
key Mac OS X Server network services remotely. Server Monitor, a new hardware monitoring tool, allows system administrators to
remotely monitor one or many servers. The Companyoffers a choice of services and support programs including 4-houronsite
response, 24x7 technical support, AppleCare® Service Parts Kits and AppleCare Professional SupportLine and Tools program.

PowerBook®

The PowerBook family of portable computers is designed to meet the mobile computing needs of professionals and advanced consumer
users. The Company's current PowerBookline, the Titanium PowerBook G4, was introduced in January 2001. The Titanium
PowerBookis a full-featured notebook computer that incorporates PowerPC G4 processors, thin film transistor ("TFT") wide-screen
active-matrix displays, integrated wireless capabilities, advanced networking and graphics capabilities, and on the latest version, a
model with a built-in slot-loading SuperDrive. The Titanium PowerBook G4is 1-inch thick, weighs aslittle as 5.4 pounds andis
encased in a pure-grade titanium body.

iMac®

The iMacline of desktop computers is targeted at education and consumer markets. The original iMac features innovative industrial
design with a built-in 15-inch shadow-mask cathode ray tube ("CRT") display, easy Internet access, fan-less operation, and a PowerPC
G3 processor, making it suitable for a wide range of education and consumer applications. The Companyoffers its original CRT iMac
design at a suggested retail price under $1,000.

In January 2002, the Company introduced the new iMacfeaturing an innovative industrial design that incorporates an adjustable 15-
inch TFT active-matrix flat panel display and an ultra-compact base. New iMac models with 15-inch displays are available in three base
configurations and feature PowerPC G4processors, advanced graphics capabilities, and a SuperDrive on one model for playing and
burning custom CDs and DVDs.In July 2002, the Company introduced an updated version of its new iMacthat features a 17-inch TFT
active-matrix flat panel display, a high-end PowerPC G4 processor, and a SuperDrive.

3
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eMac™

In April 2002, the Company introduced the eMac™, a new Macintosh desktop system designed for the Company's education
customers. The eMac was madeavailable to consumers in June 2002. The eMac features a PowerPC G4processor, a high resolution

_ 17-inch flat CRT display, a SuperDrive option, and preservesthe all-in-one compact design of the original iMac favored by manyofthe
Company's education and consumer customers.
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iBook®

Designed for the portable computing needs of education and consumerusers, the current iBook design was introduced in Mayof 2001.
Current iBook models feature 12.1-inch or 14.1-inch TFT active-matrix displays, include integrated wireless capabilities, utilize
PowerPC G3 processors, offer a choice of optical drive configurations, weighaslittle as 4.9 pounds, and have a long battery life.
iBooks are currently available in a configuration with a suggested retail price under $1,000.

iPod™

Introduced in October 2001, the original iPod portable digital music player utilized a 5GB hard disk drive allowingit to hold up to
1,000 CD-quality songs in a 6.5 ounce design. The iPod features an intuitive user interface on a 2-inch liquid crystal display, automatic
synchronization with a music collection on a Macintosh system via Apple's iTunes® digital music software, a high-speed FireWire®
connection for power and data transfer and up to 10 hours of battery life. iPods also provide access to contact and calendar information
downloaded from other applications on a Macintosh system. By enhancing the overall functionality and integration ofthe digital music
player and by expanding the usefulness of digital music and other information stored on a computer, the iPod represents an important
and natural extension of Apple's digital hub strategy. In March 2002, the Company added a 10GB modelto its iPod line, and in
July 2002, the Company added a 20GB model and announcedthatall iPod models would be made available in Windows-compatible
versions. The newer 10GB and 20GB iPod models come with carrying cases, wired remotes, and feature a solid-state touch wheel
control.

Peripheral Products

The Companysells certain associated Apple-branded computer hardware peripherals, including a range ofhigh quality flat panel TFT
active-matrix digital color displays. The Companyalso sells a variety of third-party Macintosh-compatible hardware products directly
to end users through both its retail and online stores, including computerprinters and printing supplies, storage devices, computer
memory, digital video andstill cameras, personal digital assistants, digital music players and related accessories, and various other
computing products and supplies.

Software Products and Computer Technologies

Operating System and Server Software

During 2001, the Company introduced the first customerrelease of its new client operating system, Mac OS® X,andits first significant
upgrade, Mac OS X version 10.1. At its introduction, Mac OS X offered advanced functionality built on an open-source UNIX-based
foundation and incorporated the most fundamental changes in both core technology anduser interface design made by the Companyto
the Mac OSinasingle upgrade since the original introduction of the Macintosh in 1984. Mac OS X features memory protection, pre-
emptive multi-tasking, and symmetric multiprocessing. Mac OS X includes Apple's Quartz™ 2D graphics engine (based on the
Internet-standard Portable Document Format) for enhanced graphics and broad font support, OpenGL for enhanced 3D graphics and
gaming, and Apple's new user interface named "Aqua®," which combines superior ease-of-use with new functionality. In
January 2002, the Company made Mac OSXthe default operating system on all new Macintosh systems. Mac OS X allowsusers to
run Mac OS9 applicationsnatively in the Classic compatibility environment in

   

Mac OS X. The Companyalso develops and distributes extensions to the Macintosh system software includingutilities, languages, and
developertools.

In August 2002, the Company released Mac OS X version 10.2 (code named "Jaguar"), the current release of Mac OS X. Jaguar
includes a new Mail application designed to manage junk mail; iChat™, an AIM-compatible instant messenger; a system-wide Address
Book; Inkwell™handwriting recognition; improved Universal Access; an enhanced Finder; an updated version of QuickTime®,the
Company's multimedia software for playing, interacting with or viewing video, audio, and graphicsfiles; and an updated version of
Sherlock®, the Company's advanced Internet search engine. Jaguar also features accelerated graphics performance, increased
compatibility with Windows networks, and a UNIX-based foundation with enhancements including FreeBSD 4.4 and GCC 3.1-based
developer tools.

Mac OSXserver software wasinitially introduced in May 2001. The current version of Mac OS X Server, Mac OS X Server version
10.2 (code named "Jaguar Server") was released in August 2002. Jaguar Server is a UNIX-based operating system designed for superior
performanceandreliability. It delivers high-performanceservices for Internet and webserving, filing, printing, and networking services
needed to manage a network of Mac, UNIX, and Windowsclients. Based on the Mach 3.0 microkernel and the BSD 4.4 operating
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system, Jaguar Server is a modern UNIX-basedserver built on open standards. It provides performance andstability through full pre-
emptive multi-tasking, symmetric multiprocessing, protected memory, advanced virtual memory, software RAID support, and support
for networking and security standards. Jaguar Server also includes Apple's Open Directory architecture for centralized management of
network resources using LDAPv3 directory services and a suite ofbuilt-in, standards-based Internet services like an optimized Apache
web server for high-performancehosting of secure dynamic websites and QuickTime Streaming Server and QuickTime Broadcaster
for streaming live events over the Internet. Jaguar Server also comes with a flexible mail server that supports POP and secure IMAP,as
well as WebMail for browser-based email access.

Further information regarding the introduction of and updates to Mac OS X and Mac OS X Server may be foundin Part II, Item 7 of
this Form 10-K under the heading "Factors That May Affect Future Results and Financial Condition."

Professional Application Software

Final Cut Pro® 3 is a video authoring application designed to meet the demanding needsofthe professional video editing environment
by combiningin a single software package professional-quality video editing and compositing, real-time effects, professional color
correction tools and an innovative interface that seamlessly integrates editing, compositing and effects tools for an efficient and
powerful media creation workflow. Final Cut Pro is especially popular among broadcast professionals because it allows them to
increase their programming outputat a fraction ofthe costoftraditional editing systems. Post production facilities use Final Cut Pro for
the production of a wide rangeofprojects including feature-length films, primetime television shows, news broadcasts, documentaries,
trailers and commercials. Final Cut Pro was honored by the AcademyofTelevision Arts and Sciences with a 2002 Primetime Emmy
Engineering Awardfor its impact on the television industry.

Shake® is the Company's industry-leading compositing and visual effects software designed for large formatfilm and video
productions, Shake features a fast rendering engine, an extensive and mature compositing toolset, two industry-standard keyers, a
complete suite of color correction tools, tracking/stabilization capabilities, integrated procedural paint, rotoscoping tools, and support
for leading plug-in vendors. Shake has been usedin the production of over a hundred motion pictures including the past five winners of
the Academy Award for Best Visual Effects. Introduced during the fourth quarter of 2002, Shake 2.5 wasthe first Mac OS X native
version of the software and added an improved imageinput, a disk-based proxy system, and the ability to limit the rendering process to
a portion of an image for quicker processing.

‘EEERARENCEDELESIITEESEOESESTRIE  

Introduced in 2002, Cinema Tools for Final Cut Pro™is a new software package that enhances Final Cut Pro 3's 24 frames-per-second
(fps) editing capabilities with support for film cut lists and 24-frame edit decision lists (EDLs) for high-definition (HD) video. The 24-
frame EDL supportallowsoff-line HD projects to bé finished using significantly more affordable Final Cut Pro®-based HD finishing
systems. Cinema Tools for Final CutPro is a robust solution for filmmakers who shoot and finish with 35mm or 16mm film, but want
to take advantageofthe cost and time benefits of digital editing on a Final Cut Pro system. Cinema Tools converts "telecined” content
to its native 24-frame rate for editing, then generates a 24-fps cut list for negative conform. With its support for 24-fps EDL
import/export, Cinema Tools for Final Cut Pro provides video professionals with not only an affordable path to online HD finishing,
but also the EDL conversion capabilities required to create high-definition 24P universal masters used to efficiently meet the needs of
varying international distribution formats.

DVDStudio Pro® 1.5 lets professional users encode video, conduct complex authoring tasks and preview finished product in real-time
and allows users to burn DVDsusing SuperDrive-equipped Macintosh systems. It handles the MPEG encoding, menucreation, asset
organization,linking, and output formatting that are required to produce DVD-Video disks. DVD Studio Pro 1.5 has been optimized for
Mac OSX and features enhanced integration with Final Cut Pro.

The Company was honored in 2002 by the National Academy of Recording Arts and Sciences with a Technical GRAMMY Awardfor
its outstanding technical contributions to the music industry and recording field. This wasthe first Technical GRAMMYever awarded
to a personal computer company. From the original Macintosh,the first personal computerto include built-in audio capabilities, Apple
has helped change the way musicis written, recorded, mixed and enjoyed. The Company acquired Emagic, a leading provider of
professional software and hardwaresolutions for computer based music production, during the fourth quarter of 2002. Emagic's most
popular product, Logic®,is actively used by musicians around the world and by professionals in music production,film scoring, and
post production facilities. At the time of the acquisition, Macintosh-based products accounted for over 65% of Emagic's revenues.
Emagic’s Windows-based productofferings were discontinued by the Companyduringits first fiscal quarter of 2003.

Consumer, Education and Business Oriented Application Software

iMovie™ 2, the Company's easy-to-use consumerdigital video editing software for creation of home and classroom movies, features an
enhanced user interface, improved audio editing capabilities, enhanced controls for titling and transitions, and addedspecial effects.
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iMovie 2 is currently preinstalled on all of the Company's Macintosh systems. iDVD™2 is consumer oriented software that makesit
easy to turn iMoviefiles, QuickTimefiles and digital pictures into DVDsthat can be played on most consumer DVDplayers. iDVD 2
simplifies DVD authoring by including professionally designed themes and drag-and-drop simplicity. iDVD 2 is currently preinstalled
on all Macintosh systems equipped with a SuperDrive.

The Companyintroduced iPhoto™in January 2002. Designed exclusively for Mac OS X, iPhoto makesit easy to import, edit, save,
share, and printdigital photos, as well as organize and manage anentire digital photo collection containing thousands of photos. Users
are able to view their photos in full-screen; using the slide show feature accompanied by their favorite music; automatically create
custom webpagesoftheir photos; email photos to friends and family; order professionally-processed prints and enlargements online; or
easily design and order custom-printed, linen-covered hard bound photo booksonline. Prints, enlargements, and hard bound book
production is currently only available to U.S. customers. iPhoto is currently preinstalled on all of the Company's Macintosh systems.

iTunes® is a digital music application for the Macintoshthat lets users create and manage their own digital musiclibrary. iTunes
organizes music using searching, browsing andplaylist features. It supports both audio and MP3 CD burning, features a graphic
equalizer and cross fading between songs, and supports automatic synchronization with the music stored on an iPod, Apple's portable
digital music player. iTunesis currently preinstalled on all Macintosh systems. In July 2002, the Company introduced iTunes3,

6
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featuring Smart Playlists, which automatically and dynamically updates playlists based on simple rules set by the user, and Sound
Check for consistent volume playback.

During the fourth quarter of 2002, the Company released two new applications, iCal and iSync Public Beta. iCal is a new calendar
program that allows users to manage multiple calendars and share them overthe Internet. iCal makes it easy for consumers,students,
educators and small business users to create and manage individual or groupactivities on single or multiple calendars; publish these
calendars on the web for viewing by colleagues, friends and family members; subscribe to automatically updated calendars via the
Internet to keep up with work schedules, family events and school events; organize andtrack activities with To Do list management;
quickly locate any event via a search tool; and take calendars to go using iSync with Bluetooth-enabled mobile phones, Palm OS
devices and iPod. iSync Public Beta is a preview version of Apple's new software application that automatically synchronizes address
books and calendars between Macintosh systems and the new generation of Bluetooth-enabled GPRS mobile phones, Apple's iPod and
Palm OS-compatible handheld organizers. In addition, users with a .Mac™ account can use iSync to seamlessly synchronizetheir
calendars and address books across multiple Macintosh systems connectedto the Internet.

AppleWorks® 6.2 is an integrated productivity application that incorporates word processing, page layout, image manipulation,
spreadsheets, databases and presentations in a single application. Intended to be an easy-to-use productfor the Company's consumer
and education customers, AppleWorks makesit simple to create professional-looking documentsin the classroom and at home.

FileMaker Corporation, a wholly owned subsidiary of the Company, develops, publishes, and distributes desktop-based database
management application software for Mac OS and Windows-based systems. FileMaker's FileMaker® Pro database software and related
productsoffer strong relational databases and advanced desktop-to-web publishing capabilities.

Internet Software, Integration, and Services

Apple's Internet strategyis focused on delivering seamless integration with and access to the Internet throughout the Company's product
lines. The Company's Internet products and technologies adhere to many industry standards in order to provide an optimized user
experience through interoperability. An easy Internet Setup Assistant is included with the Mac OS.

QuickTime®, the Company's multimedia software for Macintosh and Windowsplatforms, features streaming of live and stored video
and audio overthe Internet and playback of high-quality audio and video on computers. QuickTime Player is an easy-to-use application
for playing, interacting with or viewing video, audio, QuickTime VR 3D images,or graphics files. More than 125 million copies of
QuickTime Player were downloadedvia the Internet during the last year. Tens of thousands of software applications and content CDs
feature QuickTime, and more than 150 models ofdigital cameras from most major brands use QuickTime to capture and display their
images.

The current version of QuickTime, QuickTime6, was released in July of 2002 and features support for the open-standard MPEG 4
format. QuickTime6 includes the new Instant-On Streaming featurethat eliminates buffer delays and provides users with the ability to
quickly and easily scrub through streaming media content to locate and instantly view specific sections. In addition, QuickTime 6
running on Mac OS X now supports JPEG 2000,the next generation JPEG standardthat allows users to capture still images in a higher
quality and smailerfile size than ever before. QuickTime6 also includes Advanced Audio Coding (AAC),the standard MPEG-4 audio
format. AAC is the next generation professional-quality audio formatthat delivers superior sound quality with reducedfile sizes.
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QuickTimeProis a suite of software that allows creation and editing of Internet-ready audio and video files and allows a user to add
special effects and other features to QuickTime movies.

 

QuickTime Streaming Server software is the underlying server technology that powers QuickTime's ability to stream live and stored
video and audio overthe Internet. QuickTime Streaming Server is based on an open sourced, standards-based Real-Time Transport
Protocol/Real-Time Streaming Protocol (RTP/RTSP) engine. The current version, QuickTime Streaming Server 4, extends support for
standards by adding support for both MPEG 4 and MP3. While QuickTime Streaming Server is designed for Mac OS X Server,it is
also available as an open source server. Because QuickTime Streaming Server is an open source technology it can be ported to other
platforms, and versions are available for Linux, Solaris and Windows NT/2000.

QuickTime Broadcaster is the Company's live encoding software that allows users to quickly and easily produceprofessional-quality
live events for online delivery. The combination of QuickTime Broadcaster, QuickTime Streaming Server 4 and QuickTime 6 provides
the industry's first end-to-end MPEG-4-based Internet broadcasting system, which allows users to reach not only the large and growing
base ofinstalled QuickTime Players, but also any ISO-compliant MPEG-4 player.

WebObjects®, the Company's Java-based application server for web publishing and enterprise application development, offers a
complete solution for rapid development and deployment of web applications. WebObjects features sophisticated graphical
developmenttools, comprehensive prebuilt and reusable components, integration with numerous data sources, and robust deployment
tools.

Introduced with Mac OS X Jaguar, Sherlock® 3 is the Company's advanced Internet search engine. Sherlock 3 functions for users as an
Internet service tool that retrieves and displays a personalized view of some of the most practical and useful information available on
the Internet, such as stock news, general headlines, movie previews, locations and show times, yellow pageslistings, eBay auction
activity and more. Sherlock displays each ofthese 'channels' in its own arrangement of columns and panes. When usedfor Internet
searches, Sherlock utilizes multiple search engines to provide search results ranked by relevance, name, or website.

In July 2002,the Company launched .Mac™,a new suite of Internet services that for an annual fee provides Macintoshusers with
powerful Intemet tools. .Mac features email service with IMAP, POP or web-based access, 100MBofInternet storage, and hosting for
personalized homepages andshared digital photo albums. Also included with .Mac is McAfee's Virex anti-virus software and Backup, a
personal back-upsolution that allows users to archive data to their Internet storage, CD, or DVD.

Wireless Connectivity and Networking

AirPort® is the Company's wireless networking technology that allows users to create a computer network and connectto the Internet
without cables, additional phone lines, or complicated networking hardware. Based on the IEEE 802.11b wireless standard and Wi-Fi
certified, AirPort allows high-speed wireless communications within a radius of approximately 150 feet from an AirPort basestation.
AirPort includes security features like firewall protection and 128-bit encryption to protect user data. With the addition of an AirPort
networking card, all of the Company's desktop and portable Macintosh systems have built-in support for AirPort wireless networking,
including built-in antennas and an AirPort card slot.

During 2002, the Companyreleased its Bluetooth technology for MacOS X.Bluetooth is an emerging industry standard for wirelessly
connecting computers and peripherals that supports transmission of data at up to 1 Mbps within a range of approximately 30 feet. The
Company's Bluetooth technology for Mac OS X lets customers wirelessly share files between Macintosh systems, synchronize and
share contact information with Palm-OS based PDAs, and access the Internet through Bluetooth-enabled cell phones. A Bluetooth USB
adaptor can Bluetooth-enable any USB-based Macintosh computer running in Mac OS X version 10.1.4 or higher. Bluetooth software
is built into Max OS X Jaguar.

Introduced in the fourth quarter of 2002, the Company's new Rendezvous™ networking technology is based on open Internet
Engineering Task Force (IETF) Standard Protocols such as IP, ARP and DNS. Rendezvoususes industry standard networking protocols
and zero configuration technology to

 SESSLESABENSESSSNGBSEINECISYESSELESENONEEERESESEOBELOOSEN

automatically discover and connect devices over any IP network, including Ethernet or 802.11-based wireless networkslike the
Company's AirPort product. Major developers such as Canon, Epson, Hewlett-Packard, Lexmark, Philips, Sybase, World Book and
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Xerox have announced support for Rendezvous in a broad range of products including network printers, consumerelectronics,
enterprise database management and educational applications. In September 2002, the Company announcedthatit was “open sourcing”
the code for Rendezvous. By making the source code freely available, the Company allows developers to use Rendezvous technology in
their network-enabled devices or software applications. The Rendezvous source code includes software to support UNIX, Linux, and
Windows- based systems and devices. Rendezvous support is built into Mac OS X Jaguar.

Apple Remote Desktop™for Mac OS X software enables users, teachers and administrators to remotely manage other Macintosh
systems anywhere on a local network, AirPort wireless network or across the Internet. With Apple Remote Desktop, teachers can view
students’ computer screens, perform group demonstrations and help individuals with real-time screen-sharing, text chat and the "request
attention” command. System administrators can provide remote assistance, get comprehensive system profiles, reconfigure system
settings and quickly and easily distribute software applications across hundreds of computers—all from one central location over both
Ethernet and AirPort wireless networks. Apple Remote Desktop supports multiple levels of administrator access, each with its own
password, providing a secure way for teachers or department-level administrators to assist users while restricting privileges for deleting
items or changing system settings.

The Company invented FireWire® technology,also referred to as IEEE 1394, whichis a high-speedserial input/output technology for
connecting digital devices such as digital camcorders and cameras to desktop and portable computers. With its high data-transfer speed
and “hot plug-and-play"capability, FireWire has become an established cross-platform industry standard for both consumers and
professionals andis the data interface of choice for today's digital video and audio devices, as well as externalhard drives and other
high-speed peripherals. Industry data indicates that FireWire will be included on more than 64 million personal computers and nearly
100 million digital devices by the end of calendar 2002. The Companyreceived a 2001 Primetime Emmy Engineering Award for
FireWire's impact on the television industry. FireWire is currently included on all Macintosh systems and is the data transfer technology
utilized by iPod.

Third-Party Software Products

Thousands ofthird-party softwaretitles and solutions are available for the Macintosh platform. The Companysells a variety of these
third-party software products directly to end users through both its retail and online stores. Additional information regarding the
Company's relationship with and dependence uponthird-party software developers, including Microsoft Corporation, may be found in
Part Il, Item 7 of this Form 10-K under the heading "Factors That May Affect Future Results and Financial Condition."

Product Support and Services

AppleCare® offers a range of support options for Apple customers. These options includeassistancethatis built into software products,
printed and electronic product manuals, online support including comprehensive product information as well as technical assistance,
and the AppleCare Protection Plan. The AppleCare Protection Plan is a fee-based servicethat typically includesthree years ofphone
support and hardwarerepairs, dedicated web-based support resources, and user diagnostic tools.

Apple Training offers comprehensive system administration and developmenttraining on Apple technologies, together with
certification programsthat test customers’ skills and verify their technical proficiency. Apple Professional Services offers a range of
custom, personalized technical services, including Internet consulting and setup, installation and integration services. The Company
also offers specialized loan programs including loans for consumers, students, and educators. Apple also provides leasing

 EETEHEESDESCIROEOIETES.

solutions for its education institution customers and its business and professional customers. The Companyuses several third-party
lenders to originate and carry these loans andleases.

Specialized Education Products and Services

The Companyoffers a variety of unique services and products to its education customers, including a separate online store for
education customers offering special education price lists and promotions; special financing programs for K-12 and higher education
students, faculty, and staff; a special edition ofits productivity software suite, AppleWorks, that is cross platform for both Macintosh
and Windowscomputers; the iBook Wireless Mobile Lab that allows teachers and students to share iBook computers,a printer, and a
wireless network/Internet connection stored on a cart for mobility between classrooms; and three special Digital Media Studio solutions

designed for education, including onethat is integrated into a mobilecart. Additionally, Apple Professional Services offers a range oftechnical services to education customers.

In 2001, Apple acquired PowerSchool Inc., a privately held provider of web-based student information systems for K-12 schools and
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schooldistricts. PowerSchool® software products give school administrators and teachers the ability to easily and cost-effectively
managestudent records and giveparents real-time access to track their children's performancevia the Internet. PowerSchooloffers the
option of remote hosting with an application service provider model.

Markets and Distribution

The Company's customers are primarily in the education, creative, consumer, and business markets. Certain customersare attracted to
Macintosh computers for a variety of reasons, including the reduced amountoftraining resulting from the Macintosh computer's
intuitive ease of use, advanced graphicscapabilities, industrial design features of the Company's hardware products, and ability of
Macintosh computers to network and communicate with other computer systems and environments. Apple personal computers were
first introduced to education customers in the late 1970s. Over 21% of the Company's net sales in 2002 were to education customers in
the United States, including sales to elementary and secondary schools and college and university customers. Further information
relating to the U.S. education market and the Company's position in that market may be found in Part Il, Item 7 of this Form 10-K.
under the heading "Factors That May Affect Future Results and Financial Condition."

The Companydistributes its products through wholesalers, resellers, national and regionalretailers and cataloguers. During 2000 a
single distributor, Ingram Micro Inc., accounted for approximately 11.5% of net sales. No other customer accounted for more than 10%
of net sales during 2000, and no individual customer accounted for more than 10% ofnet sales in 2002 or 2001. The Companyalso
sells many ofits products andresells certain third-party products in most of its major markets directly to consumers, education
customers, businesses, and certain resellers throughits retail stores in the United States, or through oneofits online stores around the
world. Net sales attributable to the Company's onlinestores totaled approximately $2.4 billion and $2.0 billion for fiscal years 2002 and
2001, respectively.

Competition

The Companyis confronted by aggressive competition in all areas ofits business. The market for the design, manufacture, and sale of
personal computers and related software and peripheral products is highly competitive. This market continues to be characterized by
rapid technological advances in both hardware and software development, which have substantially increased the capabilities and
applications of these products, and have resulted in the frequent introduction of new products and significant price, feature, and
performance competition. Over the past several years price competition in the market for personal computers has been particularly
intense. The Company's competitors who sell Windows-based personal computers have aggressively cut prices and loweredtheir
product margins to gain or maintain market share in response to weakness in demand for personal computing products. The Company's
results
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of operations and financial condition have been,and in the future may continue to be, adversely affected by these and other industry
wide pricing pressures and downward pressures on gross margins.

The principal competitive factors in the market for personal computers includerelative price/performance, productquality and
reliability, design innovation,availability of software, product features, marketing and distribution capability, service and support,
availability of hardware peripherals, and corporate reputation. Further, as the personal computer industry and its customers place more
reliance on the Internet, an increasing numberof Internet devices that are smaller, simpler, and less expensive than traditional personal
computers may compete for market share with the Company's existing products.

The Companyis currently taking and will continue to take steps to respond to the competitive pressures being placed on its personal
computersales as a result of innovations in the Windowsplatform. The Company's future operating results and financial condition are
substantially dependentonits ability to continue to develop improvements to the Macintosh platform in order to maintain perceived
functional and design advantages over competing platforms.

Further information relating to the competitive conditions of the personal computing industry and the Company's competitive position
in that market place may be foundin Part II, Item 7 of this Form 10-K underthe heading "Factors That May Affect Future Results and
Financial Condition.”

Raw Materials

Although most components essential to the Company's business are generally available from multiple sources, certain key components
(including microprocessors and application-specific integrated circuits ("ASICs")) are currently obtained by the Companyfromsingle
or limited sources. Some other key components, while currently available to the Company from multiple sources, are at times subject to
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industry wide availability constraints and pricing pressures. In addition, the Company uses some components that are not commonto
the rest of the personal computer industry, and new products introduced by the Companyoften initially utilize custom components
obtained from only one source until the Company has evaluated whetherthere is a need for, and subsequently qualifies, additional
suppliers. If the supply of a key or single-sourced component to the Company were to be delayed or curtailed or in the event a key
manufacturing vendor delays shipments of completed products to the Company, the Company's ability to ship related products in
desired quantities and in a timely manner could be adversely affected. The Company's business and financial performance could also be
adversely affected depending on the time required to obtain sufficient quantities from the original source, or to identify and obtain
sufficient quantities from an alternative source. Continued availability of these components may be affected if producers were to decide
to concentrate on the production of common components instead of components customized to meet the Company's requirements. The
Company attempts to mitigate these potential risks by working closely with these and other key suppliers on product introductionplans,
strategic inventories, coordinated product introductions, and internal and external manufacturing schedules and levels. Consistent with
industry practice, the Company acquires components through a combination of formal purchase orders, supplier contracts, and open

orders based on projected demand information. These formal and informal commitments typically cover the Company’Ss requirements
for periods ranging from 30 to 130 days.

The Companybelieves there are several component suppliers and manufacturing vendors whose loss to the Company could have a
material adverse effect upon the Company's business and financial position. At this time, such vendors include Agere Systems, Inc.,
Ambit Microsystems Corporation, ATI Technologies, Inc., Elite Computer Systems Co., Inc., Hon Hai Precision Industry Co., Ltd.,
IBM Corporation, Inventec Appliances Corporation, LG. Phillips Co., Ltd., Matsushita, Mitsubishi Electric Corporation,
Motorola, Inc., Nvidia Corp., Quanta Computer, Inc., Samsung Electronics, Solectron Corporation, and Toshiba Corporation.

11
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Further discussion relating to availability and supply of components and product may be foundin Part II, Item 7 of this Form 10-K
under the heading "Factors That May Affect Future Results and Financial Condition," and in Part II, Item 8 of this Form 10-K in the
Notes to Consolidated Financial Statements at Note 10 under the subheading "Concentrations in the Available Sources of Supply of
Materials and Product."

Research and Development

Because the personal computer industry is characterized by rapid technological advances, the Company's ability to compete
successfully is heavily dependent upon its ability to ensure a continuing and timely flow of competitive products and technology to the
marketplace. The Company continues to develop new products and technologies and to enhance existing products in the areas of
hardware and peripherals, system software, applications software, networking and communications software and solutions, and the
Internet. The Company's research and development expenditures, before any charges for purchased in-process research and
development, totaled $446 million, $430 million, and $380 million in 2002, 2001, and 2000,respectively.

Patents, Trademarks, Copyrights and Licenses

The Companycurrently holds rights to patents and copyrights relating to certain aspects of its computer systems, peripheral systems,
and software. In addition, the Companyhasregistered, and/or has applied to register, trademarks and service marks in the United States
and a numberofforeign countries for "Apple," the Apple silhouette logo, the Apple color logo, "Macintosh," and numerousother
product trademarks and service marks. In 1986, the Company acquired ownership ofthe trademark "Macintosh" for use in connection
with computer products. Although the Company believes the ownership of such patents, copyrights, trademarks and service marks is an
importantfactorin its business and that its success does depend in part on the ownership thereof, the Companyrelies primarily on the
innovative skills, technical competence, and marketing abilities of its personnel.

Many of the Company's products are designed to include intellectual property obtained from third parties. While it may be necessary in
the future to seek or renew licenses relating to various aspects of its products and business methods, the Companybelieves that based
upon past experience and industry practice, such licenses generally could be obtained on commercially reasonable terms. Because of
technological changes in the computer industry, current extensive patent coverage, and the rapid rate of issuance of new patents,it is
possible certain components of the Company's products and business methods may unknowingly infringe existing patents of others. The
Company has from time to time been notified that it may be infringing certain patents or other intellectual property rights of others.

Information regarding claims andlitigation involving the Company related to alleged patent infringementandrisks related to the
Company's reliance on third-party intellectual property is set forth in Part I, Item 3 of this Form 10-K,and in Part IJ, Item 7 ofthis
Form 10-K under the heading "Factors That May Affect Future Results and Financial Condition."

Foreign and Domestic Operations and Geographic Data
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The United States represents the Company's largest geographic marketplace. Approximately 57% of the Company's net sales in fiscal
2002 came from sales to customers inside the United States. Final assembly ofproducts sold by the Companyis conductedin the
Company's manufacturing facilities in Sacramento, California, and Cork, Ireland, and by external vendors in Fullerton, California,
Taiwan, Korea, the People’s Republic of China, and the Czech Republic. Margins on sales of Apple products in foreign countries, and
on sales of products that include components obtained from foreign suppliers, can be adversely affected by foreign currency exchange
rate fluctuations and by international trade regulations, including tariffs and antidumping penalties.

12
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Information regarding financial data by geographic segmentis set forth in Part II, Item 8 of this Form 10-K in the Notes to
Consolidated Financial Statements at Note 11, "Segment Information and Geographic Data." Additional information regarding the risks
associated with international operationsis set forth in Part II, Item 7 of this Form 10-K underthe heading "Factors That May Affect
Future Results and Financial Condition.”

Seasonal Business

Although the Company does not consider its business to be highly seasonal, it has historically experienced increased net sales in its first
and fourth fiscal quarters, compared to other quarters in its fiscal year, due to seasonal demandrelated to the holiday season and the
school year. However, over the past two years the Companyhas not experienced these seasonal fluctuations in net sales due to the
negative impact of current economic conditions on the overall demand for the Company's products. Past performance should not be
considered a reliable indicator of the Company's future net sales or financial performance.

Warranty

The Companyoffers a limited parts and labor warranty on its hardware products. The warranty period is typically one year from the
date ofpurchase by the end user. The Companyalso offers a 90-day warranty for Apple software and for Apple service parts used to
repair Apple hardware products. In addition, consumers may purchase extended service coverage on most Apple hardware products in
all of the Company's major markets.

Backlog

In the Company's experience, the actual amount of product backlog at any particular time is not a meaningful indication ofits future
business prospects. In particular, backlog often increases in anticipation of or immediately following new product introductions because
of over ordering by dealers anticipating shortages. Backlog often is reduced once dealers and customers believe they can obtain
sufficient supply. Because of the foregoing, backlog should not be considered a reliable indicator of the Company's ability to achieve
any particular level of revenueorfinancial performance.

Environmental Laws

Compliance with federal, state, local, and foreign laws enacted for the protection of the environmenthas to date had no materialeffect
upon the Company's capital expenditures, earnings, or competitive position. Although the Company doesnot anticipate any material
adverse effects in the future based on the nature of its operations and the subject of these laws, there is no assurancethat such existing
lawsor future laws will not have a material adverse effect on the Company.

The parliament of the European Union is working to finalize the Waste Electrical and Electronic Equipment Directive (the Directive).
The Directive makes manufacturers ofelectrical goods, including personal computers, financially responsible for the collection,
recycling, and safe disposal ofpast and future products. The Directive must now be approved and implemented by individual European
Union governments by 2005. The Company's potentialliability resulting from the Directive related to past sales of its products and
expenses associated with future sales ofits product may be substantial. However, becauseit is likely that specific laws, regulations, and
enforcementpolicies will vary significantly between individual European memberstates, it is not currently possible to estimate the
Company's existing liability or future expenses resulting from the Directive. As the European Union andits individual memberstates
clarify specific requirements and policies with respect to the Directive, the Company will continue to assess its potential financial
impact. Similar legislation may be enacted in other geographies, including federal andstate legislation in the United States, the
cumulative impact of which could be significant.
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Employees

As of September 28, 2002, Apple andits subsidiaries worldwide had 10,211 employees and an additional 2,030 temporary employees
and contractors.

Item 2. Properties

The Company's headquarters are located in Cupertino, California. The Company has manufacturingfacilities in Sacramento, California,
Cork, Ireland, and Singapore. As of September 28, 2002, the Company leased approximately 2.7 million square feet of space, primarily
in the United States, and to a lesser extent, in Europe, Japan, and the Asia Pacific region. Leased space in the United States includes
395,000 square feet of retail space. Leases are generally for terms of 5 to 10 years, and usually provide renewal options for terms of3 to
5 additional years.

The Company owns its manufacturingfacilities in Cork, Ireland, and Singapore, which total approximately 617,000 square feet. The
Company also owns a 752,000 square-foot facility in Sacramento, California, which is used as a manufacturing, warehousing and
distribution center. The Sacramento and Corkfacilities also house customer support call centers. In addition, the Company owns
930,000 square feet offacilities located in Cupertino, California, used for research and development andcorporate functions. Outside
the United States, the Company owns additionalfacilities totaling approximately 106,000 squarefeet.

The Companybelievesits existing facilities and equipmentare well maintained and in good operating condition. The Company has
invested in internal capacity andstrategic relationships with outside manufacturing vendors,and therefore believes it has adequate
manufacturing capacity for the foreseeable future. The Company continues to make investments in capital equipment as needed to meet
anticipated demandforits products.

Information regardingcritical business operationsthat are located near major earthquake faults is set forth in Part II, Item 7 ofthis
Form 10-K under the heading "Factors That May Affect Future Results and Financial Condition."

Item 3. Legal Proceedings

The Companyis subjectto certain legal proceedings and claims, including those described below, which have arisen in the ordinary
course ofbusiness and have not been fully adjudicated. Information regarding the risks and potential financial impact of these legal
matters is set forth in Part Il, Item 7 of this Form 10-K under the heading "Factors That May Affect Future Results and Financial
Condition," and in Part II, Item 8 of this Form 10-K in the Notes to Consolidated Financial Statements at Note 10 under the subheading
"Commitments and Contingencies."

Articulate Systems, Inc. v. Apple Computer, Ine.

Plaintiff Articulate filed this action in March 1996 in the United States District Court in Massachusetts claiming patent infringement
relating to voice recognition technology.Plaintiff seeks unspecified damages and otherrelief. The Company has answered the
complaint, denying all allegations and asserting numerousaffirmative defenses. The Company also asserted counterclaims requesting
declaratory judgmentfor non-infringement, unenforceability and invalidity. The case wasstayed for several months pendingresolution
of four summary judgment motions filed by the Company,all of which were denied by the Court. Througha series of corporate
transactionsthe assets belonging to Plaintiff were acquired by a subsidiary, Lernout & Hauspie Speech Products N.V. ("L&H"). L@H
filed for bankruptcy in November 2000 andis being liquidated as part of the bankruptcy. Thecase is currently stayed pending the
resolution of the liquidation. :

14
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Bancroft v. Apple Computer, Inc.

Plaintiff Bancroft filed this purported class action on January 30, 2002 in Los Angeles Superior Court on behalf of a potentially
nationwideclass ofpurchasers of certain Power Macintosh G3 computers. Plaintiff alleges violation of the Consumer Legal Remedies
Act ("CLRA") arising from allegedly poor performance while running the Company's Mac OS X operating system, specifically relating
to 2D hardware acceleration, QuickTime movie hardware acceleration, 3D graphics performance and DVD movie playback. Plaintiff
seeks actual damages, injunctiverelief, restitution, punitive damages, attorneys’ fees and otherrelief. The Company has answeredthe
complaint, denyingall allegations and alleging numerousaffirmative defenses. The parties participated in mediation in October 2002
without resolution. The parties are in discovery.
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BIAX Corporation v. Apple Computer, Inc.

Plaintiff BIAX filed this action on September 5, 2001 in the United States District Court in Delaware claiming patent infringement
relating to dual processor technology. IBM and Motorola were added as defendants in an amended complaint. Plaintiff seeks
unspecified damages and other relief. The Company has answered the complaint, denying all allegations and asserting numerous
affirmative defenses. The Companyalso asserted counterclaims requesting a declaratory judgmentfor non-infringement,
unenforceability and invalidity. The parties are in discovery.

Dynacore Holdings Corp. v. Apple Computer, Inc.

Plaintiff Dynacorefiled this action on June 6, 2001 in United States District Court for the Southern District ofNew York against the
Companyandthirteen other defendants claiming patent infringementrelating to IEEE 1394 technology, also known as FireWire.
Plaintiff claims that any computer system or other electronic product that uses or complies with the IEEE 1394 standardviolates the
patent. Plaintiff seeks unspecified damages and otherrelief. The Company has answered the complaint, denying all allegations and
asserting numerousaffirmative defenses. The Companyalso asserted counterclaims requesting declaratory judgment for non-
infringement and invalidity. Defendants are seeking to amendthe pleading to assert a counterclaim for inequitable conduct against
Dynacore. The case was stayed pending the Federal Circuit's decision in Datapoint Corp. v. Standard Microsystems Corp., a related
case in which plaintiff claimed that its patent was infringed by products complying with the fast Ethernet standard. In February 2002,
the Federal Circuit affirmed the judgment of non-infringement in Datapoint, and the District Court lifted the stay in this action. The
defendants filed a joint motion for summary judgment based upon the decision in Datapoint. The Court heard the motion on October 4,
2002 and hasnotyet issued its ruling.

Elonex IP Holdings Ltd., EIP Licensing, B.V. v. Apple Computer, Inc.

Plaintiffs filed this action on February 12, 2001 in the United States District Court in Delaware claiming patent infringementrelating to
a low power consumption monitor standby system. Plaintiffs filed numerous identical lawsuits against other computer monitor
manufacturers and computer systems manufacturers. Plaintiffs seek unspecified damages and otherrelief. The Company answered the
complaint, denying all allegations and asserting numerousaffirmative defenses. The Companyalso asserted counterclaims requesting
declaratory judgment for non-infringement, unenforceability and invalidity of the patents at issue. The parties reached a settlement in
July 2002. Settlement of this matter did not have a material effect on the Company's financial position orresults of operations.

FTC Inquiry—Prado v. Apple Computer, Inc. (and related actions)

In October 1997, Apple began charging all U.S. non-education customers for live telephone technical support beyond 90 days after
purchase of Apple products. In late 1997, the Federal Trade Commission (FTC) commencedan investigation into customer complaints
that Apple's change in technical support practices was either unfair or contrary to earlier representations to certain customers. Four
purported class action lawsuits were filed against Apple related to this change. During the fourth quarter of 1999, the
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regional and nationaloffices of the FTC approved a settlement with the Company, and a settlement was approved by the Court in three
of the class action suits. In November 1999, two appeals were filed objecting to the settlement. The California Court of Appeal upheld
the settlement, and the California Supreme Court denied review of the Court of Appeal's decision. No further appeals were taken and
the Company is administering the settlement. Settlement of this matter did not have a material effect on the Company's financial
position or results of operations.

Hawaii Structural Iron Workers and Pension Trust Fund v. Apple Computer, Inc. and Steven P. Jobs; Young v. Apple Computer, Inc.et
al; Hsu v. Apple ComputerInc. et al

Beginning on September 27, 2001, three shareholder class action lawsuits were filed in the United States District Court for the Northern
District of California against the Company and its Chief Executive Officer. These lawsuits are substantially identical, and purport to
bring suit on behalf of persons who purchased the Company's publicly traded common stock between July 19, 2000, and September28,
2000. The complaints allege violations of the 1934 Securities Exchange Act and seek unspecified compensatory damages and other
relief. The Companybelieves these claims are without merit and intends to defend them vigorously. The Companyfiled a motion to
dismiss on June 4, 2002, which was heard by the Court on September 13, 2002. On December 11, 2002, the Court granted the
Company's motion to dismiss for failure to state a cause of action, with leave to plaintiffs to amend their complaint within thirty days.

Pierce et al. v. Apple Computer, Inc.
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Plaintiff Pierce filed this action on June 15, 2000 in Santa Clara County Superior Court. This case was a purported nationwide
consumerclass action brought on behalf of purchasers of the Company's AirPort Card and AirPort Base Station ("AirPort System").
Plaintiffs alleged that the Company engagedin false advertising and unfair business practices (among other causesofaction) by
advertising that the AirPort System is Internet-ready and failing to disclose that the AirPort System is incompatible with certain Internet
service providers, primarily America Online. The Company answered the complaint, denying all allegations and alleging numerous
affirmative defenses. The parties reached a settlement that received final approval by the Court on October 8, 2002. The Companyis
administering the settlement. Settlement of this matter did not have a material effect on the Company's financial position or results of
operations.

Pitney Bowes Inc. v. Apple Computer, Inc.

Plaintiff Pitney Bowesfiled this patent infringement action on June 18, 2001 in the United States District Court in Connecticutalleging
patent infringementrelating to laser printer technology. Plaintiff has filed similar lawsuits against other companies. Plaintiff seeks
unspecified damages and otherrelief. The Company has answered the complaint, denying all allegations and asserting numerous
affirmative defenses. The Companyalso asserted counterclaims requesting a declaratory judgmentfor non-infringement,
unenforceability and invalidity of the patents at issue. The Connecticut Court transferred this case to the Eastern District of Kentucky
on February 1, 2002 and consolidated the case with two other lawsuits, a declaratory judgment action filed by Xerox and Pitney Bowes'
patent. infringement case against Epson. The caseis set for trial on June 8, 2004.

Sternberg v. Apple Computer, Inc. and Gordonetal. v. Apple Computer, Inc.

Plaintiff Sternberg filed this action against the Company on March 17, 2000 in the Santa Clara County Superior Court. The case was a
purported nationwide consumer class action brought on behalf of purchasers of iMac DV and iMac DV SE computers. Plaintiff alleged
that Apple engagedin false advertising, unfair competition and breach of warranty, among other causes of action, by marketing and
selling a DVD player with iMac DV and iMac DV SE computers where the playback was unacceptable. A companion case, Gordon et
al. v. Apple Computer, Inc. was filed by largely the same plaintiffs on June 14, 2000. This case was essentially the same as Sternberg
but with respect to a different computer model—the Power Macintosh G4. The Company answered both complaints, denying all
allegations and alleging numerousaffirmative defenses. The parties reached a settlement in August 2001 that received final
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approval by the Court on February 25, 2002. The Companyis administering the settlement. Settlement of this matter did not have a
material effect on the Company's financial position or results of operations.

UNOVA, Inc. v. Apple Computer, Inc., et al.

Plaintiff UNOVAfiled this patent infringement action against the Companyand six other defendants on May 8, 2002 in the Central
District of California for infringement of eight UNOVApatents related to "Smart Battery Management”. Plaintiff alleges that the
Company's portable computers manufactured since 1996 infringe these eight patents. Plaintiff hasfiled similar lawsuits against other
companies in addition to the co-defendantsin this case. Plaintiff seeks unspecified damages and otherrelief. The Company has
answered the complaint, denying all allegations and asserting numerousaffirmative defenses. The Companyalso asserted counterclaims
requesting a declaratory judgment for non-infringement, invalidity and unenforceability.

Item 4. Submission of Matters to a Vote of Security Holders

No matters were submitted to a vote of security holders during the fourth quarter of the Company's fiscal year ended September28,
2002.
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PART II

Item 5. Market for the Registrant's Common Equity and Related Shareholder Matters
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The Company's commonstock is traded on the over-the-counter market and is quoted on the Nasdaq National Market underthe symbol
AAPL,onthe Tokyo Stock Exchange under the symbol APPLE,and on the Frankfurt Stock Exchange under the symbol APCD.As of
December6, 2002, there were 28,310 shareholders of record.

On June 21, 2000, the Companyeffected a two-for-onestock split in the form of a Common Stock dividendto shareholders of record as
of May 19, 2000. All share price and per share data and numbers of Commonshares have beenretroactively adjusted to reflect the
stock split. The Companydid not pay cash dividendsin either fiscal 2002 or 2001. The Company anticipates that, for the foreseeable
future, it will retain any earnings for use in the operation ofits business. The price range per share of commonstock presented below
represents the highest and lowest closing prices for the Company's common stock on the Nasdaq National Market during each quarter.

Fourthh Quarter Third4 Quarter Second Quarter First Quarter 
Fiscal 2002 price range per common
share $ 18.74-$13.99 §$ 26.11-$16.55 §$ 25.45-$20.78 $ 23.76-$14.98

Fiscal 2001 price range per common
share -  §$ 25.22-$14.68 §$ 27.12-$18.75 $ 23.75-$14.44 $§ 26.75-$13.63

Item 6. Selected Financial Data

The following selected financial information has been derived from the audited consolidated financial statements. The informationset
forth below is not necessarily indicative of results of future operations, and should be read in conjunction with Item 7, "Management's
Discussion and Analysis of Financial Condition and Results of Operations” and the consolidated financial statements andrelated notes
thereto includedin Item 8 of this Form 10-K in orderto fully understand factors that may affect the comparability of the information
presented below.

Fivefiscal years ended September 28, 2002
(In millions, except share and per share amounts) 2002 2001 2000 1999 1998

Net sales $ 5,742 $ 5,363 $ 7,983 $ 6,134 $ 5,941
Net income(loss) $ 65 $ (25) $ 786=§ 601 §$ 309
Earnings (loss) per commonshare:

Basic $ 0.18 $ (0.07) $ 2.42 §$ 2.10 $ 1.17
Diluted $ 0.18 $ (0.07) $ 2.18 §$ 181 $ 1.05

Cash dividends declared per commonshare $ — §$ — §$ — $ — $ —_
Shares used in computing earnings(loss) per share
(in thousands): :

Basic 355,022 345,613 324,568 286,314 263,948

Diluted 361,785 345,613 360,324 348,328 335,834
Cash, cash equivalents, and short-term investments  $ 4337 $ 4,336 §$ 4,027 $ 3,226 §$ 2,300
Total assets $ 6,298 § 6,021 $ 6,803 $ 5,161 $ 4,289
Long-term debt $ 316 $ 317 $ 300 $ 300 $ 954
Total liabilities $ 2,203 $ 2,101 $ 2,696 $ 2,057 $ 2,647
Shareholders' equity $ 4,095 §$ 3,920 §$ 4,107 $ 3,104 § 1,642

A net loss before taxes related to the Company's non-current debt and equity investments of $42 million was recognized in 2002. Net
gains before taxes related to the Company's non-current debt and equity investments of $75 million, $367 million, $230 million, and
$40 million were recognized in 2001, 2000, 1999, and 1998, respectively. In 2002, the Company acquired Emagicresulting in a charge
of approximately
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$1 million for acquired in-process technologies with no alternative future use. The Company recognizeda similar charge of $11 million
in 2001 related to its acquisition of PowerSchool. Net charges related to Companyrestructuring actions of $30 million, $8 million, and
$27 million were recognized in 2002, 2000, and 1999, respectively. During 2000, the Company recognized the cost of a special
executive bonus for the Company's Chief Executive Officer for past services in the form of an aircraft with a total cost to the Company
of approximately $90 million. In 2002,of the original $90 million accrual, $2 million remained unspent and wasreversed.
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Item 7. Management's Discussion and Analysis of Financial Condition and Results of Operations

This section and otherparts of this Form 10-K contain forward-looking statements that involve-risks and uncertainties. The Company's
actual results may differ significantly from the results discussed in the forward-looking statements. Factors that might cause such
differences include, butare notlimited to, those discussed in the subsection entitled "Factors That May Affect Future Results and
Financial Condition” below. The following discussion should be read in conjunction with the consolidated financial statements and
notes thereto included in Item 8 of this Form 10-K. All information presented herein is based on the Company's fiscal calendar.

Critical Accounting Policies

The preparation of financial statements and related disclosures in conformity with generally accepted accounting principles and the
Company's discussion and analysis ofits financial condition and results of operations requires the Company's management to make
judgments, assumptions and estimates that affect the amounts reported in its consolidated financial statements and accompanying notes.
Note 1 of the Notes to Consolidated Financial Statements in Item 8 of this Form 10-K describe the significant accounting policies and
methodsusedin the preparation of the Company's consolidated financial statements. Management basesits estimates on historical
experience and on various other assumptions that it believes to be reasonable underthe circumstances, the results ofwhich form the
basis for making judgments aboutthe carrying valuesof assets andliabilities. Actual results may differ from these estimates.

Managementbelieves the following to becritical accounting policies. That is, they are both important to the portrayal of the Company's
financial condition and results, and they require management to make judgments and estimates about matters that are inherently
uncertain.

Revenue Recognition

The Company recognizes revenue pursuant to applicable accounting standards, including Statement of Position (SOP) No. 97-2,
Software Revenue Recognition, as amended, and Securities and Exchange Commission (SEC) Staff Accounting Bulletin (SAB)
No. 101, Revenue Recognition in Financial Statements. SAB 101, as amended, summarizes certain of the SEC's views in applying
generally accepted accounting principles to revenue recognition in financial statements and provides guidance on revenuerecognition
issues in the absence ofauthoritative literature addressing a specific arrangementor a specific industry. ,

The Company recognizes revenue when persuasive evidence of an arrangementexists, delivery has occurred, the sales price is fixed or
determinable, and collectibility is probable. Product is considered delivered to the customer onceit has been shipped,andtitle and risk
of loss have been transferred. Revenue on multiple element sales arrangements is allocated to various elements based on vendor
specific objective evidenceofthe fair value of each elementof the transaction and is recognized as each elementis delivered.

The Company records reductions to revenue for estimated commitmentsrelated to price protection and for customerincentive
programs, includingreseller and end user rebates and other sales programs and volume-based incentives. Future market conditions and
producttransitions may require the Companyto increase customer incentive programs and incur incremental price protection
obligations that could result in incremental reductions of revenueat the time such programsare offered. Additionally, certain customer

19

 

incentive programs require managementto estimate the number of customers whowill actually redeem the incentive based on historical
experience and the specific terms and conditionsofparticular incentive programs.If a greater than estimated proportion of customers
redeem such incentives, the Company would be required to record additional reductions to revenue.

Allowancefor Doubtful Accounts

The Companydistributes its products through third-party computerresellers and directly to certain education, consumer, and
commercial customers. The Company generally does not require collateral from its customers. However, when possible, the Company
does attempt to limit credit risk on trade receivables through the use of flooring arrangements for selected customers with third-party
financing companiesand credit insurance for certain customers in Europe, Asia, and Latin America. However, considerable trade
receivables that are not covered by collateral, flooring arrangements, or credit insurance are outstanding with the Company's
distribution and retail channel partners.

The allowance for doubtful accounts is based on management's assessmentofthe collectibility of specific customer accounts and
includes consideration of the credit worthiness and financial condition of those specific customers. The Company records an allowance
to reduce the specific receivables to the amountthat is reasonably believed to be collectible. The Companyalso records an allowance
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for all other trade receivables based on multiple factors including historical experience with bad debts, the general economic
environment, the financial condition of the Company's distribution channels, and the aging of such receivables. If there is a
deterioration of a major customer's financial condition, if the Company becomes awareofadditional information related to the credit
worthiness of a major customer, orif future actual default rates on trade receivables in general differ from those currently anticipated,
the Company may haveto adjustits allowance for doubtful accounts, which would affect earningsin the period the adjustments are
made.

Inventory Valuation and Inventory Purchase Commitments

The Company must order components forits products and build inventory in advance of product shipments. The Companyrecords a
write-down for inventories of components and products, including third-party products held for resale, which have become obsolete or
are in excess of anticipated demandornet realizable value. The Company performsa detailed review of inventory each periodthat
considers multiple factors including demandforecasts, product lifecycle status, product development plans, and componentcost trends.
The personal computerindustry is subject to a rapid and unpredictable pace of product and componentobsolescence. If future demand
or market conditions for the Company's products are less favorable than forecasted or if unforeseen technological changes negatively
impactthe utility of component inventory, the Company may be required to record additional write-downs which would negatively
affect gross margins in the period when the write-downs are made.

The Companyaccrues necessary reserves for cancellation fees related to componentorders that have been canceled. Consistent with
industry practice, the Company acquires components through a combination of formal purchase orders, supplier contracts, and open
orders based on projected demand information. These formal and informal commitments typically cover the Company's requirements
for periods ranging from 30 to 130 days. If there is an abrupt and substantial decline in demandfor one or more of the Company's
productsor an unanticipated changein technological requirements for any of the Company's products, the Company may be required to
record additional reserves for cancellation fees, negatively affecting gross margins in the period when the cancellation fees are
identified.

Valuation ofLong-Lived Assets Including Acquired Intangibles

The Companyreviewsproperty, plant, and equipment andcertain identifiable intangible assets for impairment whenever events or
changes in circumstancesindicate the carrying amount of such an asset may not be recoverable. Recoverability of these assets is
measured by comparison of their carrying amount to future undiscounted cash flows the assets are expected to generate. If such assets
are considered to be
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impaired, the impairmentto be recognized in earnings equals the amount by which the carrying value of the assets exceedstheir fair
market value. Although the Company has recognized no material impairment adjustments related to its property, plant, and equipment
or identifiable intangibles during the past three fiscal years, except those made in conjunction with restructuring actions, deterioration in
the Company's business in a geographic region or business segmentin the future, including deterioration in the performance of
individual retail stores, could lead to such impairment adjustments in the future periods in which such business issuesare identified.

As of September 28, 2002, the Company had $85 million in goodwill. The Company adopted SFAS No. 142, Goodwill and Other
Intangible Assets, in the first quarter of fiscal 2002. As a result, the Company no longer amortizes goodwill butinstead performs a
review of goodwill for impairment annually, or earlier if indicators ofpotential impairment exist. The review of goodwill for potential
impairmentis highly subjective and requires that: (1) goodwill be allocated to various business units of the Company's business to
whichit relates; (2) the Company estimate the fair value of those business units to which the goodwill relates; and (3) the Company
determine the book value of those business units. If the estimated fair value ofbusiness units with allocated goodwill is determined to
be less than their book value, the Companyis required to estimate the fair value ofall identifiable assets and liabilities of those business
units in a mannersimilar to a purchasepriceallocation for an acquired business. This requires independent valuation of certain
internally developed and unrecognizedassets including in-process research and development and developed technology. Once this
process is complete, the amount of goodwill impairment,if any, can be determined.

Based on the Company's estimates as of September 28, 2002, there was no impairment of goodwill. However, changes in various
circumstances including changes in the Company's market capitalization, changes in the Company's forecasts, and changesin the
Company's internal business structure could cause one or more of the Company's business units to be valued differently thereby causing
an impairmentofgoodwill. Additionally, in response to changesin the personal computer industry and changes in globalor regional
economic conditions, the Company maystrategically realign its resources and consider restructuring, disposing of, or otherwise exiting
businesses, which could result in an impairmentofproperty, plant, and equipment, identifiable intangibles, or goodwill.

Valuation ofNon-Current Debt and Equity Investments
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As of September 28, 2002, the Companyheld investments in certain debt and equity securities with a combined carrying value of
$39 million. These investments, which are reflected in the consolidated balance sheets as non-current debt and equity investments, have
been categorized asavailable-for-sale requiring that they be carried at fair value with unrealized gainsand losses, net of taxes, reported
in equity as a component of accumulated other comprehensive income. The Company recognizes an impairment charge to earnings
whenit is judged an investment has experienced a decline in value that is other-than-temporary. The Company has recognized material
impairmentchargesrelated to its non-current debt and equity investments in two quarters during the last two fiscal years. Various
factors are considered in determining whether a decline in valueis other-than-temporary, including the length of time and extent to
which the investment's market value has beenless than its cost basis, the financial condition and near-term prospects of the issuer, and
the Company's intent and ability to hold the investment for a period oftime sufficient to allow for any anticipated recovery in market
value.

The Company's non-current debt and equity investments are in public companies whose security prices are subjectto significant
volatility. The Company recognized a pre-tax impairment loss of $50 million related to two of these investments in the fourth quarter of
2002. As a result, as of September 28, 2002, the Companyhad nosignificant unrealized gains or losses recorded against the carrying
value ofits non-current debt and equity investments. Should the fair value of these investments fall below the Company's currentcost
bases and/orthe financial condition or prospects of either company deteriorate, the Company may determinein a future period that such
a decline in fair value is other-than-temporary,

 

requiring an impairment loss be recognized in the period such a determination is made. Additional information regarding these
investments and potential chargesrelated to their impairment may be found below underthe caption "Factors That May Affect Future
Results and Financial Condition.”

Net Sales

Net sales and Macintosh unit sales for geographic segments and by product follow (net sales in millions and Macintosh unit sales in
thousands):

   

  

2002 Change 2001 Change 2000

Americas net sales $ 3,088 3% $ 2,996 (30)% $ 4,298
Europe netsales 1,251 0% 1,249 GB1)% 1,817
Japan net sales 710 0% 713 (47)% 1,345
Retail net sales 283 —_ 19 —_ —

Other segments net sales 410 6% 386 (26)% 523

Total net sales $ 5,742 7% $ 5,363 (33)% $ 7,983
ee ZR LEE em B

Americas Macintosh unit sales 1,728 (2)% 1,768 (29)% 2,507
Europe Macintosh unitsales 722 (4% 754 (32)% 1,110
Japan Macintosh unit sales 386 Q2)y% 394 — (46)% 730
Retail Macintosh unit sales 92 — 7 — —

Other segments Macintosh unit sales 173 5% 164 (22)% 211

Total Macintosh unit sales 3,101 0% 3,087 (32)% 4,558
RSE Rs f EET:

Power Macintoshnet sales (a) $ 1,380 (17)% $ 1,664 (39)% $ 2,747
PowerBooknetsales 831 2% 813 (14)% 948
iMacnetsales 1,448 30% 1,117 (53)% 2,381
iBook net sales 875 8 % 809 0%

Software, Service, and Other net sales 1,208 26% 960 (13)%  RETERECORERTRERIETO pease

Total net sales : . $ 5,742 7% $ 5,363 (33)% $ 7,983

  

   

Power Macintosh unit sales (a) 766 (18)% 937 (35)% 1,436
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PowerBookunitsales 357 3% 346 (10)% 383 .
iMac unit sales 1,301 8% 1,208 (45)% 2,194
iBookunit sales 677 14% 596 9% 545

Total Macintosh unit sales 3,101 0% 3,087 (32)% _ 4,558

$ 1,426 $ 1,510Net sales per Macintosh unit sold (b) $ 1,462
 

 crmnarnainanntrtatR

(a) Includes server sales and amounts previously reported as Power Macintosh G4 Cube.

(b) Based on net sales associated with Macintosh units and total Macintosh units sold.

Netsales increased $379 million or 7% during 2002 compared to 2001, while Macintosh unit sales wererelatively flat year-over-year at
approximately 3.1 million units. On a geographic basis, performance in the domestic market wasrelatively strong, especially when
considering the performance of the Company's Retail segment which currently operates exclusively in the United States. However,ihe
European and Japanese markets remained sluggish throughout 2002. The Company's net sales in 2002 werepositively influenced by a
numberoffactors.

First, net sales from software, service, and other sources rose $248 million or 26% in 2002 versus 2001. This increase was driven by
several factors including a 28% increase in combined third-party and Apple-
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branded software sales; $143 million in net sales of iPod, the Company's portable digital music player that was introduced in the first
half of 2002; a 9% increase in the sale of computer accessories; and a 14% increase in service revenue caused primarily by increased
revenue associated with extended maintenance and support contracts. The growth in software revenue wasprimarily the result of
increasedsales of third-party software in the Company's retail and online stores and expansion in recent years in the number of Apple-

- branded softwaretitles.

Second,overall unit sales of Macintosh portable systems grew by 92,000 units or 10% in 2002reflecting a general trend in the personal
computer market away from desktop systems towards portable systems. During 2002, portable Macintosh systemsrepresented 33% of
total systems sales versus 31% in 2001 and 20% in 2000. Growth in this area has been most pronounced for iBook, the Company's
education and consumer oriented portable Macintosh system. iBook unit sales increased 14% in 2002 and 9% in 2001.

Third, the Company's Retail segment grew from 8 stores at the end of 2001 to 40 stores at the end of 2002. The Retail segment's net
sales grew from $19 million in 2001 to $283 million in 2002. While the Retail segment may cannibalize somenetsales from the
Company's preexisting sales channels in the U.S., the Company does believe that a substantial portion of the Retail segment’snetsales
are incremental to the Company's total net sales. See additional commentsbelowrelated to the Retail segment underthe heading
"Segment Operating Performance."

Fourth, the Company's average unit pricing remainedrelativelystable during 2002 as a result of various changes in overall unit mix
offset by somewhat lowerpricing year-over-year on comparative Macintosh systems. Net sales per Macintosh unit sold during 2002 of
$1,462 per unit reflects the shift in mix towardsrelatively higher-priced portable Macintosh systems andreflects the impacton netsales
ofthe relatively higher-priced new iMac design introduced during 2002. The impact of these changes in mix wereoffset by the decline
in unit sales of relatively higher-priced Power Macintosh systems and by lowerpricing on comparative Macintosh systems during 2002
for most of the Company's Macintosh productlines in response to industry pricing pressure.

Fifth, any comparison ofnetsales in 2002 versus 2001 must-consider the effect of unusually low net sales during the first quarter of
2001. As discussed below,this was attributable to several factors at the beginning of 2001, including continuing deterioration in
worldwide demandfor personal computers, rebate programsand price cuts instituted by the Company during that quarter that cost the
Company approximately $138 million, and a plan implemented by the Companyduringthe first quarter of 2001 to reduce substantially
the level of inventory in its distribution channels that resulted in a decline in channel inventory of approximately 300,000 units during
that quarter. Net sales during the first quarter of 2001 are discussed in more detail below.

Offsetting the favorable factors discussed above, the Company's net sales in 2002 were negatively impacted by several notable factors.
First, unit sales of Power Macintosh systems fell 18% during 2002 as compared to 2001. This followed a 35% decline in Power
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Macintosh unit sales in 2001 from 2000. The Companycontinues to believe that weak economic conditions over the past several years
are having a pronounced negative impact on its professional and creative customers and that many of these customers continue to delay
upgrades of their Power Macintosh systems due to the Company's ongoing transition to Mac OS X, its new operating system, and in
anticipation of certain software vendors transitioning their Macintosh applications to run natively in Mac OS X.Further, the Company
did not experience the anticipated increase in Power Macintoshsales that it expected following the introduction of Adobe's PhotoShop
7 during 2002. Additionally, many professional users may have postponed upgrading their systems until after the introduction of Mac
OS X Jaguar released in the fourth quarter of 2002. Others may have delayed upgrading until after the availability of other
professionally oriented software applications for Mac OS X such as QuarkXpress.
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Second, despite the overall increase in net sales during 2002 in the Americas, the Company continues to see weaknessin its U.S.
education channel. Total net sales in this channel fell 15% in 2002 and 4% in 2001. These declines are consistent with industry data that
shows the Companylosing market share in the U.S. education market in each of the last two fiscal years. The Companybelievesthis
weakness has been caused by multiple factors, including increased price competition in this price sensitive market from the Company's
competitors who sell Windows-based personal computers. Additionally, some of the Company's education customers appearto be
delaying technology purchases due to concerns aboutthe overall impact of the weaker economyontheir available funding. The
Companycontinues to take steps to address weakness in the U.S. education channel. However,it is difficult to anticipate how this trend
will affect fiscal 2003 and to anticipate when and ifthis trend will reverse.

Third, the personal computerindustry in general and the Companyspecifically continue to see relatively soft demandfor its products.
Despite an overall increase in unit sales of consumer oriented Macintosh systems during 2002, consumer sales remain far below levels
experienced in 2000 andearlier. Worsening global economic conditions over the past three years exacerbated by the economic and
political uncertainties causedbyterrorist activities and the associated international responses have clearly had a pronounced negative
effect on the overall demandfor the Company's products in virtually ali of its markets. Further, growth in the overall personal computer
industry has been slowed dueto the high market penetration of personal computers and a lengthening of consumer,creative, and
business personal computer upgradecycles.In short, the Company believes that expansion in the overall market for personal computers
has for the mostpart stalled and that growth awaits a combination of economic recovery and technological advancements.

Net sales decreased $2.6 billion or 33% during 2001 compared to 2000, while Macintosh unit sales fell 32% from 2000. Demandforall
of the Company's products in all of the Company's geographic operating segments was negatively impacted throughout 2001 by
unfavorable global economic conditions. On a year-over-year basis, net sales and Macintosh unit sales were downin all of the
Company's geographic operating segments, and netsales and unit sales by product were down for each Macintosh product category
except iBook.In addition to general economic conditions, two other primary factors contributed to the decline in net sales during 2001.
First, as discussed below, the Company executed a plan during thefirst three quarters of 2001 to reduce substantially the level of
inventory in its distribution channels. As a result of these efforts, the Company's Macintosh channel inventory fell by approximately
450,000 units during thefirst nine months of 2001. Second, the Company believes that many of its professional users were delaying
upgrades of their Power Macintosh systems due to the Company's ongoing transition to Mac OS X,its new operating system, and in
anticipation of software vendorstransitioning their Mac applications to run natively in Mac OS X.

Several positive factors combinedto partially mitigate the overall decline in net sales during 2001. The net sales per Macintosh unit
sold remainedrelatively strong during 2001 after adjusting for the $138 million impact to net sales of the rebate programsand price
cuts instituted by the Companyduring the first quarter of 2001, falling only about 2.5% from 2000. Therelativelystrong per unit sales
in 2001 reflects somewhat lower year-over-year pricing on comparative systems, offset by a shift in overall sales mix toward higher-
priced portable systems. Also, the Company experienced very little shift in the mix of overall combined unit sales of relatively lower-
priced consumer and education Macintosh systems, iMac and iBook,andtheir higher-priced professionally oriented equivalents.
Combined unit sales of iMac and iBook systems accounted for 58% of total Macintosh unit sales in 2001 and 60% in 2000. Second,
combined unit sales ofportable systems, iBook and PowerBook,actually rose 2% during 2001 despite the negative economic climate
and the overall decline in unit sales. Not only does this increase in portable system sales reflect a general industry shift toward portable
systems,it is also specifically attributable to the strong demandfor redesigned iBooks introduced during the third quarter of 2001 and
for the Titanium PowerBook G4 which wasintroduced during the second quarter of 2001. Third, a small decline in net sales
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in the U.S. education market during 2001 compared to 2000 waspartially mitigated by a 7% increase in U.S. education unit sales
during 2001.

First quarter 2001 net sales decreased 57% to $1.007 billion compared to the same quarter in 2000 and decreased 46% from the fourth
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quarter of 2000. Both the year-over-year and sequential declinesin net sales during thefirst quarter of 2001 wereattributable to several
factors, including continued deterioration in worldwide demand for personal computers and rebate programs andprice cuts instituted by
the Company during the quarter that cost the Company approximately $138 million. In addition, the Company implementeda plan
during the first quarter to reduce substantially the level of inventory in its distribution channels from the amounts atthe end offiscal
2000 to lower levels by the end ofthe first quarter of 2001. The Company ended fiscal 2000 with substantially more inventory in its
distribution channels than planned due to the lower than expected sell-through of the Company's products during the fourth quarter of
that year. The Company reduced Macintosh channel inventory during the first quarter by approximately 300,000 units. These factors
contributed to the 52% year-over-year decline duringthe first quarter in total Macintosh unit sales that were experienced acrossthe
Company's entire product line. These factors also reduced the net sales per Macintosh unit sold (a function oftotal net sales associated
with Macintosh units and total Macintosh CPU unit sales) during the first quarter of 2001 to $1,476, a decline of approximately 12%
from the sameperiod in 2000.

Segment Operating Performance

The Company managesits business primarily on a geographic basis. The Company's reportable operating segments include the
Americas, Europe, Japan, and Retail. The Americas segment includes both North and South America, except for the Company's Retail
segment. The European segmentincludes European countries as well as the Middle East and Africa. The Japan segmentincludes only
Japan. The Retail segment operates Apple-ownedretail stores in the United States. Each reportable geographic operating segment
provides similar hardware andsoftware products andsimilar services. Further information regarding the Company's operating segments
may be found in Part II, Item 8 on this Form 10-K in the Notes to Consolidated Financial Statements at Note 11, "Segment Information
and Geographic Data."

Americas

Net sales for the Americas segmentincreased 3% or $92 million in 2002. As discussed above, the Americas segment was negatively
affected by a decline in U.S. education sales in 2002 of $215 million. The Americas segmentalso experienced a 17% decline in Power
Macintosh unit sales. However, outside of the U.S. education channel, unit sales of consumer desktop and portable systems rebounded
from the substantial declines experienced in 2001, rising a combined 31% in 2002.Sales of software, peripherals, and accessories were
also up in the Americas during 2002. Growth in unit sales of consumer oriented systems during 2002 in the Americas is somewhat
attributable to the significantly depressed level of net sales experienced in the first quarter of 2001 discussed above. However, growth
in the Americas was somewhatnegatively affected, particularly with respect to consumer-oriented systems, by the significant growth of
the Company's Retail segmentin the U.S. More than 70% of the Retail segment's Macintosh unit sales during 2002 were for iMacs and
iBooks.

The Americas segment’s 2001 net sales and unit sales declined 30% and 29%,respectively, from 2000. The operating performance of
the Americas segment for 2001 reflects the Company's overall performance characterized by significant declines in year-over-year
quarterly net sales and units sales, particularly during the first quarter and particularly in consumer channels, with sequential increases
in unit sales and net sales during each ofthe last three quarters of 2001. Net sales in the Americas segment during 2001 were also
negatively affected by the Company's overall reduction in channel inventories during the year. Consumersales in the Americas were
particularly hard hit by current economic conditions. Outside of the U.S. education channel, unit sales of the Company's consumer
oriented iMac fell 64% in 2001. The effect of falling consumer demand in the Americas segment waspartially offset by strong U.S.
education sales. The Company's unit sales in U.S. education markets rose 7% in 2001 driven by the acceptance ofthe
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Company's new portable products, particularly the iBook,andreflect a general shift in demandin the U.S. education market towards
portable versus desktop systems. Portable systems accounted for 28% oftotal unit sales in the Company's U.S. education market in
2001 compared to 18% during 2000.

During 2002 and 2001, the Americas segmentrepresented approximately 54% and 56%, respectively, of the Company'stotal netsales
and represented approximately 56% and 57%,respectively, of total Macintosh unit sales.

Europe

. Economic conditions in Europe remained weak throughout 2002, andthe overall demand for the Company's products in that region
remained flat during 2002 versus 2001. Unit sales in Europe for 2002 reflect relatively stronger demand for consumer-oriented
products, particularly iBook whose unit sales increased 27% in 2002, offset by declines in Power Macintoshunitsales.

Netsales in Europefell $568 million or 31% during 2001 compared to 2000, while Europe's unit sales fell 32%. Europe's results reflect
the worsening economic climate in Europein the latter half of 2001 and reductions in channel inventories as experienced in the
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Company's other geographic operating segments. Combined unit sales of the Company's consumeroriented products in Europe were
particularly impacted during 2001, falling 40% from 2000.

Japan

Netsales in Japan remainedflat during 2002 versus 2001, with a slight decline in unit sales of 2%. Consistent with the Company's other
geographic operating segments, during 2002 Japan showed growth in unit sales of consumer systems and a declinein unit sales of
Power Macintosh systems. Japan's iMac unit sales increased 85% in 2002. However,in the case of Japan the increase in iMac unit

_ shipments in 2002 versus 2001 wasprimarily the result of the unusually depressed level of net sales experienced by the Company in the
first quarter of 2001 discussed above. Additionally, net sales in Japan on a sequential and year-over-year comparative basis generally
worsened as 2002 progressed reflecting particularly poor economic conditions that currently exist in Japan.

Net sales and unit sales in Japan fell 47% and 46%,respectively, in 2001 versus 2000. Although unit sales and net sales in Japan have
generally trended upwards as 2001 progressed, the Japan segmenthas been particularly affected by current unfavorable economic
conditions. Reflecting the continuing harsh consumer climate in Japan, the Japan segment's combined unit sales of iMacs and iBooks
during 2001 were down 58% from 2000, and professionally oriented systems unit sales fell 30%.

Retail

Bythe end of September 2002, the Company had40retail stores operating in the United States, 32 of which were opened during fiscal
2002. The Company has opened 11 additional stores during the first quarter of 2003. During 2002, approximately 39% of the Retail
segment's net sales came from the sale of Apple-branded and third-party peripherals and software. This compares to 21% for the
Company as a whole. With an average of 35 stores open, the Retail segment achieved average annualized revenueperstore during the

fourth quarter of approximately $12 million and had approximately 2.25 million visitors. The Retail segment reported a loss for all of
2002 of $22 million, and a loss for the fourth quarter of 2002 of $3 million.

Expansion of the Retail segment has required and will continue to require a substantial investmentin fixed assets and related
infrastructure, operating lease commitments, personnel, and other operating expenses. Capital expenditures associated with the Retail
segmenttotaled $106 million in 2002 and $92 million in 2001. As of September 28, 2002,the Retail segment had 807 employees and
had outstanding operating lease commitments associated with retail store space and related facilities of $209 million. The Company
would incur substantial costs should it choose to terminate its Retail segment or close individual stores. Such costs could adversely
affect the Company's results of operations and financial condition. Investment
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in a new business model such as the Retail segmentis inherently risky, particularly in light ofthe significant investment involved, the
current economic climate, and the fixed nature of a substantial portion of the Retail segment's operating expenses. Results forthis
segment are dependent upon a numberof risks and uncertainties, some of which are discussed below under the heading "Factors That
May Affect Future Results and Financial Condition.”

Backlog

In the Company's experience, the actual amount of product backlog at any particular time is not a meaningfulindication ofits future
business prospects. In particular, backlog often increases in anticipation of or immediately following new product introductions because
of over-ordering by dealers anticipating shortages. Backlog often is reduced once dealers and customers believe they can obtain
sufficient supply. Because of the foregoing, backlog cannot be considered a reliable indicator of the Company's ability to achieve any

_ particular level of revenue or financial performance. Further information regarding the Company's backlog may be found below under
’ the heading "Factors That May Affect Future Results and Financial Condition."

Gross Margin

Gross margin for the three fiscal years ended September 28, 2002 are as follows (in millions, except gross margin percentages):

2002 2001 2000

Netsales $ 5,742 $ 5,363 $ 7,983
Costofsales 4,139 4,128 5,817

Gross margin $ 1,603 $ 1,235 $ 2,166
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Gross margin percentage 28% 23% 27%

 

Gross margin increased to 28% ofnet sales in 2002 from 23% in 2001. As discussed below, gross margin in 2001 was unusually low
resulting from negative gross margin of 2% experienced in thefirst quarter of 2001. As a percentage ofnet sales, the Company's
quarterly gross margins declined during fiscal 2002 from 31% in the first quarter down to 26% in the fourth quarter. This decline
resulted from several factors including a rise in componentcosts as the year progressed and aggressive pricing by the Company across
its productslines instituted as a result of continued pricing pressures in the personal computer industry. The Companyanticipatesthat
its gross margin and the gross margin of the overall personal computer industry will remain under pressure throughoutfiscal 2003 in
light of weak economic conditions, flat demand for personal computers in general, and the resulting pressure on prices.

The foregoing statements regarding anticipated gross margin in 2003 and the general demandfor personal computers during 2003 are
forward-looking. Gross margin could differ from anticipated levels because of several factors, including certain of those set forth below
in the subsection entitled "Factors That May Affect Future Results and Financial Condition." There can be no assurance that current
gross margins will be maintained, targeted gross margin levels will be achieved, or current margins on existing individual products will
be maintained. In general, gross margins and margins on individual products will remain under significant downward pressure due to a
variety of factors, including continued industry wide global pricing pressures, increased competition, compressed productlife cycles,
potential increasesin the cost and availability of raw material and outside manufacturing services, and potential changesto the
Company's product mix, including higher unit sales of consumer products with lower averageselling prices and lower gross margins. In
response to these downward pressures, the Company expects it will continue to take pricing actions with respect to its products. Gross
margins could also be affected by the Company's ability to effectively manage quality problems and warranty costs and to stimulate
demandfor certain of its products. The Company's operating strategy and pricing take into account anticipated changes in foreign
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currency exchange rates over time; however, the Company's results of operations can be significantly affected in the short-term by
fluctuations in exchangerates.

The Company orders componentsfor its products and builds inventory in advance of product shipments. Because the Company's
markets are volatile and subject to rapid technology and price changes,there is a risk the Companywill forecast incorrectly and
produceor orderfrom third parties excess or insufficient inventories of particular products or components. The Company's operating
results and financial condition have been in the past and mayin the future be materially adversely affected by the Company's ability to
manageits inventory levels and outstanding purchase commitments and to respondto short-term shifts in customer demandpatterns.

Gross margin declined to 23% of net sales in 2001 from 27% in 2000. This decline resulted primarily from gross margin of negative 2%
experienced during the first quarter of 2001 compared to 26% gross margin for the same quarter in 2000.In addition to lower than
normalnet sales, first quarter 2001 margins were negatively impacted by the rebate programs andprice cuts discussed abovethat
decreased revenue by approximately $138 million. Additionally, actual and forecasted declines in net sales caused the Company to
recognize during the first quarter of 2001 approximately $122 million of charges associated with purchase order cancellations and loss
commitments for component purchases. Without these charges, gross margin forthe first quarter of 2001 would have been
approximately 21%, and gross margin forall of 2001 would have been approximately 27%. As a percentage of net sales, the Company's
gross margin increased each quarter as 2001 progressed reaching 30% during the fourth quarter. This pattern reflects the favorable
impact during 2001 of declining componentcosts, especially for DRAM,hard drives, andflat panel screens.

Operating Expenses

Operating expenses for the three fiscal years ended September 28, 2002 are as follows (in millions, except for percentages):

2002 2001 2000

Research and development . $ 446 $ 430 § 380
Percentage ofnet sales 8% 8% 5%

Selling, general, and administrative expenses $ 1,111 $ 1,138 $ 1,166
Percentageofnet sales 19% 21% 15%

Research and Development (R&D)

The Company recognizes that focused investments in R&Darecritical to its future growth and competitive position in the marketplace
and are directly related to timely development of new and enhanced products that are central to the Company's core business strategy.
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R&D expense increased 4% or $16 million to $446 million in 2002 as compared to 2001. This followed a $50 million or 13% increase
in 2001 as compared to 2000. The overall increase in R&D expense over the last two years relates primarily to increased R&D
headcount and support for new product developmentactivities. R&D spending in 2002 also included capitalized software development
costs of approximately $13.3 million associated with the development of Mac OS X Jaguar and approximately $6 million associated
with the new PowerSchoolenterprise student information system. R&D spending in 2001 also included capitalized software
developmentcosts of approximately $5.4 million associated with the developmentof the original version of Mac OS X.Further
information related to the Company's capitalization of software development costs may be found in Part II, Item 8 of this Form 10-Kat
Note 1 ofNotes to Consolidated Financial Statements.

Selling, General, andAdministrative Expense (SG&A)

SG&A decreased $27 million or 2% during 2002 as compared to 2001. The decrease in SG&A in 2002is primarily the result of lower
discretionary spending on marketing and advertising expenses, decreased spendingrelated to information systems, and benefits directly
related to the Company's restructuring :

 

actions in 2002 and 2001. These decreases were partially offset by higher sales expense in 2002 resulting from increased operating
expenses associated with expansion of the Company's Retail segment. SG&A expenditures decreased $28 million or 2% during 2001 as
compared to 2000. Declines in SG&A spending in both 2002 and 2001 reflect the Company's overall efforts to stabilize and selectively
reduce recurring SG&A costs in light of lower net sales and to reduce discretionary marketing and advertising expenses. Given current
economic conditions and the Company's continued strategic investments in new product developmentandits Retail segment, the
Companyis currently identifying additional opportunities to make appropriate reductions in SG&A costs.

Special Charges Included in Operating Expenses

Special charges included in operating expensefor the three fiscal years ended September 28, 2002 are as follows(in millions):

2002 2001 2000

Restructuring costs $ 30 — §$ 8
Purchased in-process research and development $ 1 $ 11 —_
Executive bonus $ (2) — $ 90

2002 Restructuring Actions

During fiscal 2002, the Companyrecorded total restructuring charges of $30 million related to actions intended to eliminate certain
activities and better align the Company's operating expenses with existing general economic conditions andto partially offset the cost
of continuing investments in new product developmentand investments in the Company's Retail operating segment. Oncefully
implemented, the Company estimatesthese restructuring actions will result in reduced quarterly operating expenses of approximately
$10 million.

Ofthe $30 million restructuring charge for fiscal 2002, $6 million was incurred in the fourth quarter of 2002 related to actions designed
to reduce headcountcosts in Corporate operations and sales andto adjust its PowerSchool product strategy. Headcount actions,
primarily in Corporate operations, sales, and PowerSchoolrelated research and development, resulted in the elimination of
approximately 180 positions worldwide at a cost of $1.8 million. The shift in product strategy at PowerSchool included discontinuing
development and marketing of a PowerSchool product that resulted in the impairmentofpreviously capitalized developmentcosts
associated with the product in the amountof $4.5 million. The remaining charge in 2002 of $24 million was incurredin the first quarter
of 2002 and will ultimately result in the elimination of approximately 425 positions worldwide, 415 of which were eliminated by
September 28, 2002, at a cost of $8 million. Positions were eliminated primarily in the Company's operations, information systems, and
administrative functions. In addition, these restructuring actions also includedsignificant changes in the Company's information
systemsstrategy resulting in termination of equipment leases and cancellation of existing projects andactivities. Related lease and
contract cancellation chargestotaled $12 million, and charges for asset impairments totaled $4 million. Of the total charge in 2002 of

$30 million, substantially all had been spent by September 28, 2002, exceptfor approximately $1 million related primarily to future
payments on abandoned operatingleases.

2000 Restructuring Actions

Duringthe first quarter of 2000, the Companyinitiated restructuring actions resulting in recognition of an $8 million restructuring
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charge. This charge was comprised of $3 million for the write-off of various operating assets and $5 million for severance payments to
approximately 95 employees associated with consolidation of various domestic and international sales and marketing functions. Of the
$5 million accrued for severance, $2.5 million had been spent before the end of 2000, and the remainder was spent in 2001. Ofthe
$3 million accrued for the write-off of various assets, substantially all was utilized before the end of 2000.
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Purchased In-Process Research and Development (IPR&D)

During the fourth quarter of 2002, the Company acquired Emagic GmbH,a provider ofprofessional software solutions for computer
based music production, for approximately $30 million in cash; $551,000 of which wasallocated to IPR&D. The amountofthe
purchaseprice allocated to IPR&D was expensed upon acquisition, because the technological feasibility of products under development
had not been established and noalternative future uses existed. The IPR&Drelates primarily to Emagic's Logic series technology and
extensions. At the date ofthe acquisition, the products under development were between 43%-83% complete, and it was expected that
the remaining work would be completed during the Company's fiscal 2003 at a cost of approximately $415,000. The remaining efforts
includefinalizing user interface design and development, andtesting. The fair value of the IPR&D was determined by an independent
third-party valuation using the income approach, whichreflects the projected free cash flowsthat will be generated by the IPR&D
projects and that are attributable to the acquired technology, and discounting the projected net cash flows back to their present value
using a discountrate of 25%.

In May 2001, the Company acquired PowerSchool, Inc. (PowerSchool), a provider of web-based student information systems for K-12
schools and districts that enables schools to record, access, report, and manage their student data and performancein real-time, and
gives parents real-time web accessto track their children's progress. Of total purchase consideration of $66.1 million, $10.8 million was
allocated to IPR&D and was expensed upon acquisition because the technological feasibility ofproducts under developmenthad not
been established and no alternative future uses existed. The IPR&D relates to technologies representing processes and expertise
employed to design, develop, and deploy a functioning, scalable web-based student information system for use by K-12 schools. At the
date of the acquisition, the PowerSchool product under development was approximately 50% complete, and it was expected thatthe
remaining 50% would be completed during the Company's fiscal 2002 at a cost of approximately $9.25 million. The remaining efforts,
which were completed during 2002, included completion of coding, finalizing user interface design and development, and testing. The
fair value of the IPR&D was determined by an independent third-party valuation using the income approach, whichreflects the
projected free cash flowsthat will be generated by the IPR&D projects andthat are attributable to the acquired technology, and
discounting the projected net cash flows backto their present value using a discountrate of 25%.

Executive Bonus

Duringthe first quarter of 2000, the Company's Board of Directors approved a special executive bonus for the Company's Chief
Executive Officer for past services in the form of anaircraft with a total cost to the Company of approximately $90 million,the
majority of which was not tax deductible. Approximately half of the total charge was for the costof the aircraft. The other half
represents all other costs and taxes associated with the bonus. In the fourth quarter of 2002,all significant work and payments
associated with the aircraft were complete. Of the original $90 million accrual, $2.4 million remained unspentat the end offiscal 2002
and was reversed.

 

Other Income and Expense

Other income and expense for the three fiscal years ended September 28, 2002 are as follows (in millions):

2002 2001 2000

Gains (losses) on non-current investments, net $ (42) $ 88 $ 367
Unrealized loss on convertible securities $ — (13) $ —

Interest income $ 118 $ 218 $ 210

Interest expense di) (16) (21)
Miscellaneous other income and expense 5 15 14SRRRMORINERUERERRAL RetnaCRRA
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Interest and other income,net $ 112 $ 217 $ 203

Total other income and expense $ 70 $ 292 $ 570

Gains and Losses on Non-current Investments

Investments categorized as non-current debt and equity investments on the consolidated balancesheetare in equity and debt
instruments of public companies. The Company's non-current debt and equity investments, and certain investments in private
companies carried in other assets, have been categorized as available-for-sale requiring that they be carried at fair value with unrealized
gains and losses, net of taxes, reported in equity as a component of accumulated other comprehensive income. However, the Company
recognizes an impairmentchargeto earningsin the eventa declinein fair value below the costbasis of one of these investmentsis
determined to be other-than-temporary. The Companyincludes recognized gains andlosses resulting from the sale or from other-than-
temporary declinesin fair value associated with these investments in other income and expense. Further information related to the
Company's non-current debt and equity investments may be found in Part IJ, Item 8 of this Form 10-K at Note 2 ofNotes to
Consolidated Financial Statements.

During 2002, the Company determinedthat declines in the fair value of certain of these investments were other-than-temporary. As a
result, the Company recognized a $44 million charge to earnings to write-downthe basis of its investmentin EarthLink,Inc.
(EarthLink), a $6 million charge to earnings to write-downthe basis ofits investment in Akamai Technologies,Inc. (Akamai), and a
$15 million charge to earnings to write-downthe basis ofits investment in a private company investment. These losses in 2002 were
partially offset by the sale of 117,000 shares of EarthLink stock for net proceeds of $2 million and a gain before taxes of $223,000, the
sale of 250,000 shares of Akamai stock for net proceeds of $2 million and a gain before taxes of $710,000, and the sale of
approximately 4.7 million shares of ARM Holdings ple (ARM)stock for both net proceeds and a gain before taxes of $21 million.

During 2001, the Companysold a total of approximately 1 million shares ofAkamaistock for net proceeds of $39 million and recorded
a gain before taxes of $36 million, and sold a total of approximately 29.8 million shares of ARM stock for net proceeds of $176 million
and recorded a gain before taxes of $174 million. These gains during 2001 werepartially offset by a $114 million charge to earnings
that reflected an other-than-temporary decline in the fair value of the Company's investment in EarthLink and an $8 million chargethat
reflected an other-than-temporary declinein the fair value of certain private company investments. During 2000, the Companysold a
total of approximately 45.2 million shares of ARM stock for net proceeds of $372 million and a gain before taxes of $367 million.

The combined carrying value of the Company's investments in EarthLink, Akamai, and ARM as of September 28, 2002, was
$39 million. The Companybelievesit is likely there will continue to be significant fluctuationsin the fair value of these investments in
the future.
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Accountingfor Derivatives and Cumulative Effect ofAccounting Change

On October 1, 2000, the Company adopted Statement of Financial Accounting Standard (SFAS) No. 133, Accountingfor Derivative
Instruments and Hedging Activities. SFAS No. 133 established accounting and reporting standardsfor derivative instruments, hedging
activities, and exposure definition. Net of the related incometax effect of approximately $5 million, adoption of SFAS No.133 resulted
in a favorable cumulative-effect-type adjustmentto net income of approximately $12 million for the first quarter of 2001. The
$17 million gross transition adjustment was comprised of a $23 million favorable adjustment for the restatementto fair value of the
derivative component of the Company's investment in Samsung Electronics Co., Ltd. (Samsung), partially offset by the unfavorable
adjustments to certain foreign currency and interest rate derivatives. SFAS No. 133 also required the Companyto adjustthe carrying

value of the derivative componentofits investment in Samsung to earnings during thefirst quarter of 2001, the before tax effect of
which wasan unrealized loss of approximately $13 million.

Interest and Other Income, Net

Netinterest and other income was $112 million in fiscal 2002, compared to $217 million in fiscal 2001. This $105 million or 48%
decrease is primarily the result of declining investmentyields on the Company's cash and short-term investments resulting from
substantially lower market interest rates. The weighted average interest rate earned by the Company onits cash, cash equivalents and
short-term investments fell to 2.85% in 2002 compared to 5.38% in 2001.

Netinterest and other income increased $14 million or 7% to $217 million during 2001. The increase was duein part to interest income
from higher cash andinvested balances in 2001, partially offset by declining interest rates and investment yields, and a rebalancing of
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the aggregate investmentportfolio to a higher proportion of lowerrisk and better credit investments. The weighted average interestrate
earned by the Companyonits cash, cash equivalents and short-term investmentsfell to 5.38% in 2001 compared to 6.12% in 2000.

The Company expects interest and other income,net to decline substantially in 2003 as declines in interest rates continue to impact
earnings on the Company's investmentportfolio. The Company's expects this decline to be most pronouncedin the secondhalfof the
fiscal year. The foregoing statements are forward-looking. Interest and other income, net could differ from expected levels because of
several factors, including certain of those set forth below in the subsection entitled "Factors That May Affect Future Results and
Financial Condition." Additionally, actual future interest and other income, net may be significantly impacted by unforeseen changes in
market interest rates, foreign currency exchangerates, and the fair value of the Company's short-term and long-term investments.

Provision for Income Taxes

The Company's effective tax rate for 2002 was 25% comparedto the higher statutory rate due primarily to the research and
developmentcredit and the reversal of valuation allowances. As of September 28, 2002, the Company had deferred tax assets arising
from deductible temporary differences, tax losses, and tax credits of $369 million before being offset against certain deferred tax
liabilities for presentation on the Company's balance sheet. Managementbelievesit is more likely than not that forecasted income,
including incomethat may be generatedas a result of certain tax planning strategies, will be sufficient to fully recover the remaining net
deferred tax assets. As of September 28, 2002, a valuation allowance of $30 million was recorded against the deferred tax asset for the
benefits of tax losses that may not be realized. The valuation allowancerelates principally to the operating loss carryforwards acquired
from NeXTandother acquisitions, the utilization of which is subject to certain limitations imposed by the Internal Revenue Code. The
Companywill continue to evaluate the realizability of the deferred tax assets quarterly by assessing the need for and amountofthe
valuation allowance.
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The Internal Revenue Service (IRS) has completed audits of the Company's federal income tax returns through 1997. Substantially all
IRSaudit issues for years through 1997 have been resolved. Management believes that adequate provision has been made for any
adjustments that may result from tax examinations.

Recent Accounting Pronouncements

In June 2001, the Financial Accounting Standards Board issued SFAS No. 143, Accountingfor Asset Retirement Obligations, which
addresses financial accounting and reporting for obligations associated with the retirementof tangible long-lived assets and the
associated asset retirement costs. The standard applies to legal obligations associated with the retirement of long-lived assets that result
from the acquisition, construction, development and/or normaluse of the asset. SFAS No. 143 requires that the fair value ofa liability
for an asset retirement obligation be recognized in the period in whichit is incurred if a reasonable estimate of fair value can be made.
Thefair value ofthe liability is added to the carrying amountof the associated asset and this additional carrying amountis depreciated
overthe life of the asset. The Companyis required to adopt the provisions of SFAS No. 143for the first quarter ofits fiscal 2003.
Management does not expect the adoption of SFAS No. 143 to have a material impact on the Company's financial statements.

In August 2001, the Financial Accounting Standards Board issued SFAS No. 144, Accountingfor the Impairment or Disposal ofLong-
Lived Assets (Statement 144), which supersedes both SFAS No. 121, Accountingfor the Impairment ofLong-Lived Assets andfor
Long-Lived Assets to Be Disposed Ofand the accounting and reporting provisions of APB Opinion No. 30 (Opinion 30), Reporting the
Results ofOperations—Reporting the Effects ofDisposal ofa Segment ofa Business, and Extraordinary, Unusual and Infrequently
Occurring Events and Transactions, for the disposal of a segmentofa business (as previously defined in that Opinion). SFAS No. 144
retains the fundamental provisions in SFAS No. 121 for recognizing and measuring impairmentlosses on long-lived assets held for use
and long-lived assets to be disposed of by sale, while also resolving significant implementation issues associated with SFAS No. 121.
For example, SFAS No. 144 provides guidance on how a long-lived asset that is used as part of a group should be evaluated for
impairment, establishes criteria for when a long-lived assetis held for sale, and prescribes the accounting for a long-lived assetthat will
be disposed of other than by sale. SFAS No. 144 retains the basic provisions of Opinion 30 on how to present discontinued operations
in the income statement but broadens that presentation to include a componentofan entity (rather than a segmentof a business). Unlike
SFAS No. 121, an impairment assessment under SFAS No. 144 will neverresult in a write-down of goodwill. Rather, goodwill is
evaluated for impairment under SFAS No. No. 142, Goodwill and Other Intangible Assets.

The Companyis required to adopt the provisions of SFAS No. 144forthe first quarter ofits fiscal 2003. Managementdoes not expect
the adoption of SFAS No.144 for long-lived assets held for use to have a material impact on the Company's financial statements
because the impairment assessment under SFAS No. 144is largely unchanged from SFAS No. 121. The provisions of SFAS No. 144
for assets held for sale or other disposal generally are required to be applied prospectively after the adoption date to newly initiated
disposalactivities.
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In June 2002, the Financial Accounting Standards Board issued SFAS No. 146, Accountingfor Costs Associated with Exit or Disposal
Activities. SFAS No. 146 supersedes Emerging Issues Task Force Issue No. 94-3, Liability Recognitionfor Certain Employee
Termination Benefits and Other Costs To Exit an Activity (Including Certain Costs Associated with a Restructuring) and requires that a
liability for a cost associated with an exit or disposal activity be recognized whenthe liability is incurred, as opposed to when
managementis committed to an exit plan. SFAS No. 146 also establishes that the liability should initially be measured and recordedat
fair value. This Statement is effective for exit or disposal activities initiated after December 31, 2002. The provisions of SFAS No. 146
are required to be applied prospectively after the adoption date to newly initiated exit activities, and may affect the timing of
recognizing future restructuring costs, as well as the amounts recognized.
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Liquidity and Capital Resources

The following table presents selected financial information andstatistics for each of the last three fiscal years (dollars in millions):

2002 2001 2000

Cash, cash equivalents, and short-term investments $ 4,337 $ 4,336 $ 4,027
Accounts receivable, net $ 565 § 466 $ 953
Inventory $ 45 §$ ll $ 33
Workingcapital $ 3,730 $ 3,625 $ 3,494
Days sales in accounts receivable (a) 36 29 46
Daysof supply in inventory (b) 4 1 2
Annual operating cash flow $ 89 § 185 $ 868BSSRSNCEEERNRA

(a) Based on endingnet trade receivables and most recent quarterly net sales for each period.

(b) Based on ending inventory and most recent quarterly cost of sales for each period.

As of September 28, 2002, the Company had $4.337 billion in cash, cash equivalents, and short-term investments,virtually unchanged
from the end offiscal 2001. The primary sources oftotal cash, cash equivalents, and short-term investmentsin fiscal 2002 were
$89 million in cash generated by operating activities and $105 million in proceeds from the exercise of employee stock options, offset
by cash utilized for business and asset acquisitions of $52 million and capital expenditures of $174 million.

The Companybelieves its existing balances of cash, cash equivalents, and short-term investments will be sufficientto satisfy its
working capital needs, capital expenditures, stock repurchase activity, outstanding commitments, and otherliquidity requirements
associated with its existing operations over the next 12 months.

Lease Commitments

As of September 28, 2002, the Companyhadtotal outstanding commitments on noncancelable operating leases of $464 million,
$209 million of which relatedto the lease of retail space and related facilities. Remaining terms on the Company's existing operating
leases range from 1 to 12 years. Subsequent to September 28, 2002, the Companyenteredinto additional operating lease commitments
for retail space with future lease commitments totaling $65 million for periods ranging from 5 to 10 years. ,

Long-Term Debt

The Companycurrently has long-term debt outstanding in the form of $300 million of aggregate principal amount 6.5% unsecured
notes. The notes were sold at 99.925% ofpar, for an effective yield to maturity of 6.51%. The notes pay interest semiannually and
mature on February 15, 2004.

Purchase Commitments with Contract Manufacturers and Component Suppliers

The Companyutilizes several contract manufacturers to manufacture sub-assemblies for the Company's products and to perform final
assembly andtest of finished products. These contract manufacturers acquire components and build product based on demand
information supplied by the Company, whichtypically covers periods ranging from | to 3 months. The Companyalso obtains
individual components for its products from a wide variety of individual suppliers. Consistent with industry practice, the Company
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acquires components through a combination of formal purchase orders, supplier contracts, and open orders based on projected demand
information. Such formal and informal purchase commitments typically cover the Company's forecasted component and manufacturing
requirements for periods ranging from 30 to 130 days. As of September 28, 2002, the Companyhad outstanding third-party
manufacturing commitments and component purchase commitments of approximately $525 million.
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Capital Expenditures

Oftotal capital expenditures in 2002 of $174 million, $106 million was forretail store facilities and equipmentrelated to the Company's
Retail segment and $68 million was for corporate infrastructure including information systems enhancements and operating facilities
enhancements and expansions. The Companycurrently anticipates it will utilize approximately $160 million for capital expenditures
during 2003, approximately $77 million of which is expected to be utilized for further expansion of the Company's Retail segment and
the remainderutilized to support normal replacementofexisting capital assets and enhancements to general information technology
infrastructure.

Stock Repurchase Plan

In July 1999, the Company's Board of Directors authorized a plan for the Companyto repurchase up to $500 million ofits common
stock. This repurchase plan does not obligate the Company to acquire any specific numberof shares or acquire shares over any
specified period of time. During 2002 and 2001, the Company repurchased no commonshares. However, during the fourth quarter of
2001, the Companyentered into a forward purchase agreementto acquire 1.5 million shares of its common stock in September of 2003
at an average price of $16.64 per share for a total cost of $25.5 million. Since inception of the repurchase plan, the Company has
repurchased or committed to repurchasea total of 6.55 million shares of its common stock at a cost of $217 million.

Non-Current Debt and Equity Investments

The Companyhasheld significant investments in ARM, Samsung Electronics Co., Ltd, Akamai, and EarthLink. These investments are
reflected in the consolidated balance sheets as non-current debt and equity investments and have been categorized as available-for-sale
requiringthat they be carriedat fair value with unrealized gainsand losses, net of taxes, reported in equity as a component of
accumulated other comprehensive income. All realized gains on the sale of these investments have been included in other income. The
combined fair value of these investments was $39 million, $128 million, and $786 million as of the end offiscal 2002, 2001, and 2000,
respectively. The Companybelievesit is likely there will continue to be significant fluctuationsin the fair value of these investments in
the future.

Further information related to the Company's non-current debt and equity investments may be foundin Part II, Item 8 of this Form 10-
K at Note 2 of Notes to Consolidated Financial Statements.

Factors That May Affect Future Results and Financial Condition

Because of the following factors, as well as other factors affecting the Company's operating results and financial condition, past
financial performance should not be considered to be a reliable indicator of future performance, and investors should not use historical
trends to anticipate results or trends in future periods.

General economic conditions and current economic andpolitical uncertainty could adversely affect the Company.

The Company's operating performance dependssignificantly on general economic conditions. For much ofthe past 3 years, demand for
the Company's products has been negatively impacted by worsening global economic conditions. Continued uncertainty about future
economic conditions continues to make it difficult to forecast future operating results. Should global and regional economic conditions
fail to improve or continueto deteriorate, demand for the Company's products could continue to be.adversely affected, as could the
financial health of its suppliers, distributors, andresellers.

Theterrorist attacks that took place on September 11, 2001, disrupted commerce throughout the world and created many economic and
political uncertainties that have had a strong negative impact on the global economy. The long-term effects of the September 11, 2001
attacks on the Company's future operating results and financial condition remain unknown.The national and international responses to
terrorist attacks, the potential for future terrorist attacks and other acts of hostility, and the potential for
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war in the Middle East have created economic andpolitical uncertainties that could adversely affect the Company's future operating
results and financial condition.

The marketforpersonal computers is highly competitive.

Thepersonal computerindustry is highly competitive and is characterized by aggressive pricing practices, downward pressure on gross
margins, frequent introduction of new products, short productlife cycles, continual improvementin product price/performance
characteristics, price sensitivity on the part of consumers, and a large numberofcompetitors. Over the past several years, price
competition in the market for personal computers has beenparticularly intense. The Company's competitors who sell Windows-based
personal computers have aggressively cut prices and lowered their product margins in order to gain or maintain market share in
response to weakness in demandfor personal computing products that began in the second half of calendar 2000. The Company's
results of operations and financial condition have been,and in the future may continueto be, adversely affected by these and other
industry-wide pricing pressures and downward pressures on gross margins.

The personal computer industry has also been characterized by rapid technological advancesin software functionality, hardware
performance,and features based on existing or emerging industry standards. Further, as the personal computer industry and its
customers place morereliance on the Internet, an increasing numberof Internet devices that are smaller and simpler than traditional
personal computers may compete for market share with the Company's existing products. Several competitors of the Company have
either targeted or announcedtheir intention to target certain of the Company's key market segments, including consumer, education,
professional and consumerdigital video editing, and design and publishing. Additionally, several of the Company's competitors have
introduced or announcedplansto introduce products that mimic manyof the unique design, technical features, and solutions ofthe
Company's products. The Company has manysubstantial competitors, many of whom havegreater financial, marketing, manufacturing,
and technological resources, as well as broader productlines andlarger installed customer bases than those of the Company.
Additionally, there has been a trend towards consolidation in the personal computer industry that has resulted in larger and potentially
stronger competitors in the Company's markets.

The Companyis currently the only maker of hardware using the Mac OS. The Mac OShas a minority market share in the personal
computer market, which is dominated by makers of computersutilizing Microsoft's Windowsoperating systems. The Company's future
‘operating results and financial condition are substantially dependentonits ability to continue to develop improvements to the
Macintosh platform in order to maintain perceived design and functional advantages over competing platforms, including Windows.

The Company has higher research and development andselling, general and administrative costs, as a percentage ofrevenues, than
many ofcompetitors.

The Company's ability to compete successfully and maintain attractive gross margins is heavily dependent uponits ability to ensure a
continuing andtimely flow of innovative and competitive products and technology to the marketplace. Asa result, the Companyincurs
higher research and developmentcosts as a percentage of revenue than its competitors who sell Windows-based personal computers.
Manyofthese competitors seek to compete aggressively on price and maintain very low coststructures. Further, as a result of the
expansion of the Company's Retail segmentand costs associated with marketing the Company's brand includingits unique operating
system, the Companyincurs higherselling costs as a percent of revenue than many ofits competitors. If the Company is unable to
continue to develop andsell innovative new products with attractive gross margins,its results of operations may be materially adversely
affected by its operating cost structure.
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The Company must successfully managefrequent productintroductions andtransitions.

Dueto the highly volatile nature of the personal computer industry, which is characterized by dynamic customer demandpatterns and
rapid technological advances, the Company mustcontinually introduce new products and technologies and enhance existing products in
order to remain competitive. The success of new product introductions is dependent on a numberoffactors, including market
acceptance, the Company's ability to managethe risks associated with producttransitions, the availability of application software for
new products, the effective managementofinventory levels in line with anticipated product demand,the availability of products in
appropriate quantities to meet anticipated demand,andtherisk that new products may have quality or other defects in the early stages
ofintroduction. Accordingly, the Company cannot determine in advancethe ultimate effect that new products will have onits sales or
results of operations.

During 2001, the Company introduced a new client operating system, Mac OSX, and deliveredits first major upgrade, Mac OS X
version 10.1. During 2002, the Companydelivered another major upgrade, Mac OS X Jaguar.Inability of the Company to improvethe
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performance and functionality of Mac OS X, advance customer acceptance of the new operating system andits upgrades, or obtain the
continued commitment of software developers to transition existing applications to run on Mac OS X or create new applications to run
on Mac OSX, may have an adverse impact on the Company's operating results and financial condition.

Because ordersfor components, and in some cases commitments to purchase components, must be placed in advance ofcustomer
orders, the Companyfaces substantial inventory risk.

The Companyrecords a write-down for inventories of components and products that have becomeobsolete or are in excess of
anticipated demandornet realizable value and accrues necessary reserves for cancellation fees of orders for inventories that have been
canceled. Although the Companybelievesits inventory and related provisions are adequate, given the rapid and unpredictable pace of
product obsolescence in the computer industry, no assurance can be given the Companywill not incur additional inventory and related
charges. In addition, such charges have had, and may again have, a material effect on the Company's financial position and results of
operations.

The Company must order componentsfor its products and build inventory in advance ofproduct shipments. Because the Company's
markets are volatile and subject to rapid technology andprice changes, there is a risk the Company will forecast incorrectly and
produce or order from third parties excess or insufficient inventories ofparticular products. Consistent with industry practice,
components are normally acquired through a combination of formal purchase orders, supplier contracts, and open orders based on
projected demand information. Such formal and informal purchase commitments typically cover the Company's forecasted component
and manufacturing requirements for periods ranging from 30 to 130 days. The Company's operating results and financial condition have
been in the past and may in the future be materially adversely affected by the Company’s ability to manageits inventory levels and
respond to short-term shifts in customer demandpatterns.

Future operating results are dependent upon the Company's ability to obtain a sufficient supply ofcomponents, some ofwhich are in
short supply or available onlyfrom limited sources.

Although most componentsessential to the Company's business are generally available from multiple sources,certain key components
including microprocessors and application specific integrated circuits ("ASICs") are currently obtained by the Company from single or
limited sources. Some key components (including without limitation DRAM, TFT-LCDflat-paneldisplays, and optical and magnetic
disk drives), while currently available to the Company from multiple sources, are at times subject to industry-wide availability and
pricing pressures. In addition, new products introduced by the Companyoften initially utilize custom components obtained from only
one source until the Company has evaluated whether there is a need for, and subsequently qualifies, additional suppliers. In situations
where a componentor productutilizes new technologies,initial capacity constraints may exist until such time as the suppliers’ yields
have
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matured. The Company and other producersin the personal computer industry also compete for various components with other
industries that have experienced increased demandfortheir products. The Company uses some components that are not commonto the
rest of the personal computer industry including certain microprocessors and ASICs. Continued availability of these components may
be affected ifproducers were to decide to concentrate on the production of components other than those customized to meet the
Company's requirements. If the supply of a key component were to be delayed or constrained on a new or existing product, the
Company's results of operations and financial condition could be adversely affected.

The Company's ability to produce and market competitive products is also dependenton the ability and desire of IBM and Motorola,
the sole suppliers of the PowerPC RISC-based microprocessor for the Company's Macintosh computers, to provide the Company with a
sufficient supply of microprocessors with price/performance features that compare favorably to those supplied to the Company's
competitors by Intel Corporation and other developers and producers ofmicroprocessors used by personal computers using the
Windowsoperating systems. Further, despite its efforts to educate the marketplace to the contrary, the Companybelieves that many of
its current and potential customers believe that the relatively slower MHzrating or clock speed of the microprocessorsit utilizes in its
Macintosh systems compares unfavorably to those utilized by Windows-based systems and translates to slower overall system
performance. There have been instances in recent years where the inability of the Company's suppliers to provide advanced G4 and G3
microprocessors with higher clock speeds in sufficient quantity has had significant adverse effects on the Company's results of
operations. The inability in the future of the Company to obtain microprocessorsin sufficient quantities with competitive
price/performance features could have an adverse impact on the Company's results of operations andfinancial condition.

The Company is dependent on manufacturing andlogistics services provided by thirdparties, many ofwhom are located outside ofthe
United States.

Many of the Company's products are manufactured in whole orin part by third-party manufacturers. In addition, the Company has
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outsourced muchofits transportation and logistics management. While outsourcing arrangements may lowerthe fixed cost of
operations, they also reduce the Company's direct control over production and distribution. It is uncertain what effect such diminished
control will have on the quality or quantity of the products manufactured, or the flexibility of the Company to respond to changing
market conditions. Moreover, although arrangements with such manufacturers may contain provisions for warranty expense
reimbursement, the Company may remainatleast initially responsible to the ultimate consumer for warranty service or in the event of
product defects. Any unanticipated product defect or warranty liability, whether pursuant to arrangements with contract manufacturers
or otherwise, could adversely affect the Company's future operating results and financial condition.

Final assembly ofproducts sold by the Company is conducted in the Company's manufacturing facilities in Sacramento, California, and
Cork,Ireland, and by external vendors in Fullerton, California, Taiwan, Korea, the People's Republic of China, and the Czech Republic.
Currently, manufacture of many of the components used in the Company's products and final assembly ofall of the Company's portable
products including PowerBooks, iBooks, andthe iPod is performed by third-party vendors in Taiwan.If for any reason manufacturing
or logistics in any of these locations is disrupted by regional economic, business, environmental, political, or military conditions or
events, the Company's results of operations and financial condition could be adversely affected.

The Company's products could experience quality problemsthat result in decreased net sales and operatingprofits.

The Companysells highly complex hardware and software products that may contain defects in design and manufacture. Sophisticated
operating system software and applications such as the Companysells often contains "bugs"that can unexpectedly interfere with the
operation ofthe software. Defects may also occur in components and products the Company purchases from third parties that may be
beyondits control.
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There can be no assurance that the Companywill be able to detect andfix all defects in the hardware and softwareit sells. Failure to do
so could result in lost revenues, loss of reputation, and significant expense to remedy.

The Company's retailinitiative requires a substantial investment and commitmentofresources and is subject to numerousrisks and
uncertainties.

Since May of 2001, the Company has opened51 retail stores in the United States and anticipates opening more stores in calendar 2003.
The Company's retail initiative has required substantial investment in equipment and leasehold improvements, information systems,
inventory, and personnel. The Companyhas also entered into substantial operating leases commitments for retail space with lease terms
ranging from 5 to 12 years. The Company would incur substantial costs should it chooseto terminate this initiative or close individual
stores. Such costs could adversely affect the Company's results of operations and financial condition. Additionally, a relatively high
proportion ofthe Retail segment's costs are fixed because of depreciation on store constructions costs and lease expense. Asaresult,
should the Retail segment experience a decline in sales for any reason, significant losses would result.

Certain of the Company's stores have been intentionally designed andbuilt to serve as high profile venues that function as vehicles for
general corporate marketing, corporate events, and brand awareness. Because of their unique design elements, locations andsize, these
stores require substantially more investment in equipment and leasehold improvements than the Company's typical retail stores. The
Company has opened twosuchstores and has several others under development. Because oftheir location and size, these high profile
stores also require the Companyto enter into substantially larger operating lease commitments compared to those required for its more
typical stores. Current leases on such locations have terms ranging from 5 to 10 years with total commitments per location over the
lease terms ranging from $25 million to $50 million. Closure or poor performanceof one of these high profile stores could have a
particularly significant negative impact on the Company's results of operations and financial condition.

Manyofthe general risks and uncertainties the Company faces could also have an adverse impact onits Retail segment. Also, many
factors uniqueto retail operations present risks and uncertainties, some of which are beyond the Company's control, that could
adversely affect the Retail segment's future results, cause its actual results to differ from those currently expected, and/or have an
adverse effect on the Company's consolidated results of operations. Potential risks and uncertainties uniquetoretail operations that
could have an adverse impacton the Retail segment include, among other things, macro-economic factors that have a negative impact
on generalretail activity; inability to manage costs associated with store construction and operation; lack of consumer acceptance ofthe
Company's retail approach;failure to attract new users to the Macintosh platform; inability to sell third-party hardware and software
products at adequate margins; failure to manage relationships with existing retail channel partners; lack of experience in managing
retail operations; costs associated with unanticipated fluctuations in the value of Apple-branded and third-party retail inventory; and
inability to obtain quality retail locations at reasonable cost.

Unit sales ofthe Company's professionally oriented desktop systems have declined sharply overpast two to three years negatively
impacting net sales and gross margin.
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Unit sales of Power Macintosh systemsfell 18% during 2002 as compared to 2001 and fell 35% in 2001 from 2000. Power Macintosh
unit sales have fallen as a percentage of total Macintosh unit sales from 38% in 1999 to 25% in 2002. The Companybelieves that weak
economic conditions over the past several years are having a pronounced negative impact on its professional and creative customers
whoare the primary users of such systems. The Companyalso believes that many of these customers continue to delay upgrades of
their Power Macintosh systems due to the Company's ongoing transition to Mac OS X andin anticipation of certain software vendors
transitioning their professionally oriented Macintosh software applications to run natively in Mac OS X.In additionto the negative
impact on net sales, declining sales of Power Macintosh systems also have a negative effect on the Company's overall gross margin
because Power Macintosh systemsare generally higher priced and have higher individual gross margins than the
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Company's other Macintosh systems. Continued deterioration in Power Macintosh unit sales will adversely affect the Company's future
net sales and gross margin.If future unit sales of Power Macintosh systemsfail to partially or fully recover, it will be difficult for the
Company to improveits overall profitability.

The Companyfaces increasing competition in the U.S. education market.

Sales in the United States to both elementary and secondary schools, as well as for college and university customers, remains a core
market for Apple. Net sales in these markets fell to 21% of the Company's total net sales in 2002 from 26% in 2001. This drop reflects
declines in both net sales and Macintosh unitsales in these markets of 15% and 14%,respectively, in fiscal 2002 compared to 2001.
These developments are consistent with industry data showing the Company losing market share in the U.S. education market in each
of the last two fiscal years. Several competitors of the Company haveeither targeted or announcedtheir intention to target the education
market for personal computers. Although the Companyhas taken certain steps to strengthenits position in the education market, there
can be no assurance that the Company will be able to increase its share of the education market or maintainits existing share of that
market. Failure to increase or maintain market share in the education market may have an adverse impact on the Company's operating
results and financial condition.

The Company'sfuture operating performanceis dependent on the performanceofdistributors and otherresellers ofthe Company's
products.

The Companydistributes its products through wholesalers, resellers, national and regional retailers and cataloguers, many of whom
distribute products from competing manufacturers. In addition, the Companyalso sells many of its products and resells certain third-
party products in most ofits major markets directly to end users, certain education customers, and certain resellers through its online
stores around the world. The Companyalsosells its own products and certain third-party products throughits retail stores in the United
States. Many of the Company'ssignificant resellers operate on narrow product margins and have been negatively affected by current
economic conditions. Considerable trade receivables that are not covered by collateral or credit insurance are outstanding with the
Company's distribution and retail channel partners. The Company's business and financial results could be adversely affectedif the
financial condition of these resellers weakened,if resellers within consumer channels were to cease distribution of the Company's
products,or if uncertainty regarding demandfor the Company's products caused resellers to reduce their ordering and marketing of the
Company's products.

Further information regarding risks associated with Marketing and Distribution may be foundin Part J, Item 1 of this Form 10-K under
the heading "Markets and Distribution," which information is hereby incorporated by reference.

The Company's business is subjectto the risks ofinternational operations.

A large portion of the Company's revenueis derived from its international operations. As a result, the Company's operating results and
financial condition could be significantly affected by risks associated with international activities, including economic andlabor
conditions, political instability; tax laws (including U.S. taxes on foreign subsidiaries), and changesin the value of the U.S. dollar
versus the local currency in which the products are sold and goods and services are purchased. Historically, the Company's primary
exposure to movements in foreign currency exchangerates relate to non-dollar denominated sales in Europe, Japan, Australia, Canada,
and certain parts of Asia and non-dollar denominated operating expenses incurred throughout the world. Weaknessesin foreign
currencies, particularly the Japanese Yen and the Euro, can adversely impact consumer demand for the Company's products and the
U.S.dollar value of the Company's foreign currency denominated sales. Conversely, strengthening in these and other foreign currencies
can increase the cost to the Company of product components, negatively affecting the Company's results of operations.

40

    SS8SEISESLEETEENSEEEEORSOEYRE 

http://www.sec.gov/Archives/edgar/data/320193/000104746902007674/a2096490z10-k.htm 8/27/2010



Page 35 of 87

Margins on sales of Apple products in foreign countries, and on sales of products that include components obtained from foreign
suppliers, can be adversely affected by foreign currency exchangerate fluctuations and by international trade regulations, including
tariffs and antidumpingpenalties.

Further information related to the Company's global market risks may be found in Part II, Item 7A of this Form 10-K under the
subheading "Foreign Currency Risk" and may be found in Part II, Item 8 of this Form 10-K at Notes 1 and 2 of Notes to Consolidated
Financial Statements, which information is hereby incorporated by reference.

The Company'sfuture performance is dependent upon supportfrom third-party software developers.

The Companybelieves that decisions by customers to purchase the Company's personal computers, as opposed to Windows-based
systems, are often based on the availability of third-party software for particular applications such as Microsoft Office. The Company
also believes the availability of third-party application software for the Company's hardware products depends in part on third-party
developers' perception and analysis ofthe relative benefits of developing, maintaining, and upgrading such software for the Company's
products versus software for the larger Windows market. This analysis is based on factors such as the perceived strength of the
Companyandits products, the anticipated potential revenue that may be generated, acceptance by customers of Mac OS X,and the
costs of developing such software products. To the extent the Company's financial losses in prior years and the minority market share
held by the Companyin the personal computer market, as well as the Company's decision to end its Mac OSlicensing program,have
caused software developers to question the Company's prospects in the personal computer market, developers could be less inclined to
develop new application software or upgrade existing software for the Company's products and moreinclined to devote their resources
to developing and upgrading software for the larger Windows market. In addition, past and future development by the Companyofits
ownsoftware applications and solutions may negatively impact the decision of software developers to develop, maintain, and upgrade
similar or competitive software for the Company's products. Moreover, there can be no assurance software developers will continue to
develop software for Mac OS X, the Company's new operating system, on a timely basis oratall.

In August 1997, the Company and Microsoft Corporation entered into patent cross license and technology agreements. In addition, for a
periodof five years through August 2002, and subject to certain limitations related to the number of Macintosh computers sold by the
Company, Microsoft was required to makeversions of its Microsoft Office and Internet Explorer products for the Mac OS. Although
Microsoft has released Microsoft Office and Internet Explorer for Mac OS X, Microsoft is not obligated to produce future versions of
its products subsequent to August 2002. While the Company believes its relationship with Microsoft has been and will continue to be
beneficial to the Companyandtoits efforts to increase the installed base for the Mac OS, the Company does compete directly with
Microsoft in a numberof key areas. Accordingly, Microsoft's interest in producing application software for the Mac OSfollowing
expiration of the agreements may be influenced by Microsoft's perception ofits interests as the vendor of the Windowsoperating
system. Discontinuance of Microsoft Office and other Microsoft products for the Macintosh platform would have an adverse effect on
the Company's net sales and results of operations.

The Company's businessrelies on access to patents and intellectualproperty obtainedfrom thirdparties, and the Company'sfuture
results could be adversely affectedifit is alleged orfound to have infringed on the intellectualproperty rights ofothers.

Many of the Company's products are designed to include intellectual property obtained from third parties. While it may be necessary in
the future to seek or renew licenses relating to various aspects of its products and business methods, the Company believes that based
upon past experience and industry practice, such licenses generally could be obtained on commercially reasonable terms. However,
there can be no assurance that the necessary licenses would be available or available on acceptable terms.
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Because of technological changes in the computer industry, current extensive patent coverage, and the rapid rate of issuance of new
patents, it is possible certain components of the Company's products and business methods may unknowingly infringe existing patents
of others. The Companyhas from timeto time been notified that it may be infringing certain patents or otherintellectual property rights
of others. Responding to such claims, regardless of their merit, can be time consuming,result in significant expenses, and cause the
diversion of managementandtechnical personnel. Several pending claimsare in various stages of evaluation. The Company may
considerthe desirability of entering into licensing agreements in certain of these cases. However, no assurance can be given that such
licenses can be obtained on acceptable termsorthatlitigation will not occur. In the event there is a temporary or permanent injunction
entered prohibiting the Company from marketingor selling certain of its products or a successful claim of infringement against the
Companyrequiring it to pay royalties to a third-party, the Company's future operating results and financial condition could be adversely
effected. Information regarding claims and potential litigation involving the Companyrelated to alleged patent infringement and other
matters is set forth in Part I, Item 3 of this Form 10-K.In the opinion of management, the Company does not have a potential liability
for damagesorroyalties from any current legal proceedingsor claimsrelated to the infringementofpatent or other intellectual property
rights of others that would have a material adverse effect on its results of operations, or financial condition. However, the results of
such legal proceedings cannot be predicted with certainty. Should the Company fail to prevail in any of the matters related to
infringementofpatent or other intellectual property rights of others described in Part I, Item 3 of this Form 10-K or should several of
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these matters be resolved against the Companyin the same reporting period, the operating results of a particular reporting period could
be materially adversely affected.

The Company expects its quarterly revenues and operating results tofluctuatefor a variety ofreasons.

The Company's profit margins vary amongits products, its geographic markets,andits distribution channels. As a result, the overall -
profitability of the Companyin any givenperiod will depend,in part, on the product, geographic, and channel mixreflected in that
period's net sales.

The typical concentration ofnet sales in the third month ofthe Company'sfiscal quarters can adversely affect the Company's business
and operating results.

The Companygenerally sells more products during the third month of each quarter than it does during eitherof the first two months, a
pattern typical in the personal computer industry. This sales pattern can produce pressure on the Company's internal infrastructure
during the third month of a quarter and may adversely impact the Company's ability to predictits financial results accurately.
Developments late in a quarter, such as lower-than-anticipated demand for the Company's products, an internal systems failure, or
failure of one of the Company's key logistics or components suppliers, can have significant adverse impacts on the Companyandits
results of operations and financial condition. ,

The Company's success depends largely on its ability to attract and retain key personnel.

Muchofthe future success of the Company depends on the continued service and availability of skilled personnel, including those in.
technical, marketing and staff positions. Experienced personnel in the information technology industry are in high demand and
competition for their talents is intense, especially in the Silicon Valley, where the majority of the Company's employeesare located.
There can be no assurance that the Companywill be able to successfully attract and retain the key personnel it needs. Additionally,
volatility or a lack ofpositive performance in the Company's stock price may adversely affect its ability to retain key employees. As of
September 28, 2002, a substantial majority of the Company's outstanding employee stock options were out-of-the-money.

The Companyis subject to risks associated with the availability and cost ofinsurance.

The Company has observed rapidly changing conditions in the insurance markets relating to nearly all areas of traditional corporate
insurance. Such conditions have resulted in higher premium costs, higher policy deductibles, and lower coverage limits. For somerisks,
because of cost and/or availability, the
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Company does not have insurance coverage. For these reasons, the Companyis retaining a greater portion ofits insurable risks than it
has in the pastat relatively greater cost.

The Company is exposedto credit risk on its accounts receivables. This risk is heightened as economic conditions worsen.

The Companydistributes its products through third-party computerresellers and retailers and directly to certain educational institutions
and commercial customers. A substantial majority of the Company's outstanding trade receivables are not covered by collateral or credit
insurance. The Companyalso has non-trade receivables from certain of its manufacturing vendors resulting from the sale by the

’ Company of raw material components to these manufacturing vendors who manufacture sub-assemblies or assemble final products for
the Company. While the Company has procedures in place to monitor and limit exposure to credit risk on its trade and non-trade
receivables, there can be assurance that such procedures will be effective in limiting its credit risk and avoiding losses. Additionally, if
the global economy and regional economiesfail to improve or continue to deteriorate, it becomes more likely that the Company will
incur a material loss or losses as a result of the weakening financial condition of one or more of its customers or manufacturing
vendors.

The market value ofthe Company's non-current debt and equity investments is subject to significantvolatility.

The Companyholds minority investments in several public companies with a combined fair market value of approximately $39 million
as of September 28, 2002. These investments are in publicly traded companies whose share prices are subject to significant volatility.
The Companyhas categorized its investments in these companies as available-for-sale requiring the investments be carriedat fair value,
with unrealized gains andlosses, net of taxes, reported as a component of accumulated other comprehensive income. The Company
recognizes an impairment charge to earnings whenit is judged an investment has experienced a decline in value that is other-than-
temporary. The Company has recognized material impairment charges related to its non-current debt and equity investments twice in
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the last two fiscal years.

The Company is subject to risks associated with environmental regulations.

Production and marketing of products in certain states and countries may subject the Company to environmentalandother regulations
including, in someinstances, the requirementthat the Company provide consumerswith the ability to return to the Company productat
the end ofits useful life, and place responsibility for environmentally safe disposal or recycling with the Company. Although the
Companydoesnot anticipate any material adverse effects in the future based onthe nature ofits operations andthe thrust of such laws,
there is no assurance that such existing laws or future lawswill not have a material adverse effect on the Company.

The parliamentof the European Union is working on finalizing the Waste Electrical and Electronic Equipment Directive (the
Directive). The Directive makes producersofelectrical goods, including personal computers, financially responsible for the collection,
recycling, and safe disposal ofpast and future products. The Directive must now be approved and implemented byindividual European
Union governments by June 2004, while the producers’ financial obligations are scheduled to start June 2005. The Company's potential
liability resulting from the Directive related to past sales of its products and expenses associated with future sales of its product may be
substantial. However, becauseit is likely that specific laws, regulations, and enforcement policies will vary significantly between
individual European memberstates,it is not currently possible to estimate the Company's existingliability or future expensesresulting
from the Directive. As the European Unionandits individual memberstates clarify specific requirements and policies with respect to
the Directive, the Company will continue to assess its potential financial impact. Similar legislation may be enacted in other
geographies, including federal andstate legislation in the United States, the cumulative impact of which could besignificant.
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Business interruptions could adversely affect the Company'sfuture operating results.

The Company's major business operationsare subject to interruption by earthquake,fire, power shortages,terrorist attacks and other
hostile acts, labor disputes, and other events beyondits control. The majority of the Company's research and developmentactivities,its
corporate headquarters, and othercritical business operations, including certain major components suppliers and manufacturing
vendors, are located near major seismic faults. The Company doesnot carry earthquake insurance for direct quake-related losses. The
Company's operating results and financial condition could be materially adversely affected in the event of a major earthquake or other
natural or manmade disaster.

Unanticipated changes in the Company's tax rates could affectitsfuture results.

The Company's future effective tax rates could be favorably or unfavorably affected by unanticipated changes in the mix of earnings in
countries with differing statutory tax rates, changes in the valuation of the Companydeferred tax assets and liabilities, or by changesin
tax lawsortheir interpretation.

The Company's stockprice may be volatile.

The Company's stock has at times experienced substantial price volatility as a result of variations betweenits actual and anticipated
financial results and as a result of announcements by the Company and its competitors. In addition, the stock market has experienced
extremeprice and volumefluctuationsthat have affected the market price of many technology companiesin waysthat have been
unrelated to the operating performance ofthese companies. These factors, as well as general economic andpolitical conditions and
investors' concernsregarding the credibility of corporate financial reporting and integrity of financial markets, may materially adversely
affect the market price of the Company's commonstock in the future.
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Item 7A. Disclosures About Market Risk

Interest Rate and Foreign Currency Risk Management

To ensure the adequacy andeffectiveness of the Company's foreign exchange andinterest rate hedge positions, as well as to monitorthe
risks and opportunities of the non-hedgeportfolios, the Companycontinually monitors its foreign exchange forward and option
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positions, andits interest rate swap and option positions both on a stand-alone basis and in conjunction with its underlying foreign
currency and interest rate related exposures,respectively, from both an accounting and an economic perspective. However, given the
effective horizons of the Company's risk managementactivities and the anticipatory nature of the exposures intended to hedge, there
can be no assurance the aforementioned programswill offset more than a portion of the adverse financial impact resulting from
unfavorable movements in either foreign exchangeorinterest rates. In addition, the timing of the accounting for recognition of gains
and losses related to mark-to-market instruments for any given period may not coincide with the timing of gains andlosses related to
the underlying economic exposuresand, therefore, may adversely affect the Company's operating results and financial position. The
Company adopted Statement of Financial Accounting Standard No. 133, Accountingfor Derivative Instruments and Hedging Activities,
as of October 1, 2000. SFAS No. 133 establishes accounting and reporting standards for derivative instruments, hedgingactivities, and
exposure definition. Managementdoes not believe that ongoing application of SFAS No. 133 will significantly alter the Company's
hedging strategies. However, its application may increase the volatility of other income and expense and other comprehensive income.

Interest Rate Risk

While the Companyis exposedtointerest rate fluctuations in many of the world’s leading industrialized countries, the Company's
interest income and expenseis mostsensitive to fluctuations in the general level of U.S. interest rates. In this regard, changes in U.S.
interest rates affect the interest earned on the Company's cash, cash equivalents, and short-term investments as well as costs associated
with foreign currency hedges.

The Company's fixed income investmentpolicy and strategy is to ensure the preservation of capital, meet liquidity requirements, and
optimize return in light of the current credit and interest rate environment.The Company benchmarks its performance byutilizing
external money managers to manage a smail portion of the aggregate investment portfolio. The external managers adhereto the
Company's investmentpolicies and also provide occasional research and market information that supplements internal research used to
makecredit decisions in the investmentprocess.

During 1994, the Companyissued $300 million aggregate principal amount of 6.5% unsecured notesin a public offering registered with
the SEC. The notes were sold at 99.925% ofpar, for an effective yield to maturity of 6.51%. The notes pay interest semiannually and
mature on February 15, 2004.

The Company's exposure to marketrisk for changesin interest rates relates primarily to the Company's investmentportfolio and long-
term debt obligations and related derivative financial instruments. The Companyplaces its short-term investments in highly liquid
securities issued by high credit quality issuers and, by policy, limits the amountofcredit exposure to any one issuer. The Company's
general policyis to limit the risk of principal loss and ensurethe safety of invested funds by limiting market and credit risk. All highly
liquid investments with maturities of three monthsorless are classified as cash equivalents; highly liquid investments with maturities
greater than three monthsare classified as short-term investments. As of September 28, 2002, $1.087 billion of the Company's
investmentportfolio classified as short-term investments was invested in U.S. Agency and corporate debt securities with maturities
ranging from 1 to 5 years. As of September 29, 2001, $313 million of the Company's investment portfolio classified as short-term
investments wasin U.S. agency securities with underlying maturities ranging from 1 to 4 years. The remainderall had underlying
maturities between 3 and 12 months. Dueto liquidity needs, or in anticipation of credit deterioration, or for the purpose of duration
managementof the Company's

 
  scot

investmentportfolio, the Company maysell investmentsprior to their stated maturities. As a result of such activity, the Company
recognized net gains of $7 million in 2002 and $1 million in 2001.

In order to provide a meaningful assessmentofthe interest rate risk associated with the Company's investmentportfolio, the Company
performeda sensitivity analysis to determine the impact that a changein interest rates would haveon the value ofthe investment
portfolio assuming a 100 basis pointparallel shift in the yield curve. Based on investmentpositions as of September28, 2002, a
hypothetical 100 basis point increase in interest rates across all maturities would result in a $37.7 million decline in the fair market
value of the portfolio. As of September 29, 2001, a similar 100 basis point shift in the yield curve would have resulted in a
$17.8 million decline in fair value. Such losses would only berealized if the Company sold the investments prior to maturity. Except in
instances noted above, the Company's policy is to hold investments to maturity.

The Company sometimesenters into interest rate derivative transactions, including interest rate swaps,collars, and floors, with financial
institutions in order to better match the Company's floating-rate interest income on its cash equivalents and short-term investments with
its fixed-rate interest expense on its long-termdebt, and/orto diversify a portion of the Company's exposure away from fluctuations in
short-term U.S. interest rates. The Company may also enter into interest rate contracts that are intended to reduce the costof the interest
rate risk management program. :
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Duringthe last two years, the Companyhas entered into interest rate swaps with financial institutions in order to better match the
Company's floating-rate interest income onits cash equivalents and short-term investments with its fixed-rate interest expense onits
long-term debt, and/orto diversify a portion of the Company's exposure away from fluctuations in short-term U.S. interest rates. The
interest rate swaps, which qualified as accounting hedges, generally required the Company to paya floating interest rate based on the
three- or six-month U.S. dollar LIBOR andreceiveafixedrate ofinterest without exchanges of the underlying notional amounts. These
swapseffectively converted the Company's fixed-rate 10-year debtto floating-rate debt and converta portionofthefloating rate
investments to fixed rate. Due to prevailing market interest rates, during 2002 the Company entered into and then subsequently closed
out debt swap positions realizing a gain of $6 million. During 2001 the Companyclosedoutall of its then existing debt swap positions
realizing a gain of $17 million. Both the gains in 2001 and 2002 were deferred, recognized in long-term debt and are being amortized to
other income and expense over the remaining life of the debt. At certain times in the past, the Company has also entered into interest
rate contracts that are intended to reduce the cost of the interest rate risk management program. The Company does nothold ortransact
in such financial instruments for purposes other than risk management.

The Company's asset swaps did not qualify for hedge accounting treatment and were recorded at fair value on the balance sheet with
associated gains andlosses recordedin interest and other income.Interest rate asset swaps outstanding as of September30, 2000,had a
weighted-average receiverate of 5.50% and a weighted-average pay rate of 6.66%. The unrealized loss on these assets swaps as of
September30, 2000,of $5.7 million was deferred and then recognized in incomein 2001 as part of the SFAS No.133transition
adjustmenteffective on October 1, 2000. The Companyclosedoutall ofits existing interest rate asset swaps during 2001 realizing a
gain of $1.1 million.

Foreign Currency Risk

Overall, the Companyis a net receiver of currencies other than the U.S. dollar and, as such, benefits from a weaker dollar andis
adversely affected by a stronger dollar relative to major currencies worldwide. Accordingly, changes in exchangerates, and in
particular a strengtheningofthe U.S. dollar, may négatively affect the Company's net sales and gross margins as expressed in U.S.
dollars. There is also a risk that the Company will have to adjust local currency product pricing within the time frame of our hedged
positions due to competitive pressures when there has been significant volatility in foreign currency exchangerates.
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The Companyenters into foreign currency forward and option contracts with financial institutions primarily to protect against foreign
exchangerisks associated with existing assets andliabilities, certain firmly committed transactions, and probable butnot firmly
committed transactions. Generally, the Company's practice is to hedge a majority of its existing material foreign exchange transaction
exposures. However, the Company may not hedge certain foreign exchange transaction exposures due to immateriality, prohibitive
economic cost of hedging particular exposures, and limited availability of appropriate of hedging instruments. The Company also enters
into foreign currency forward andoption contracts to offset the foreign exchange gains and losses generated by the re-measurement of
certain recorded assets and liabilities denominated in non-functional currenciesof its foreign subsidiaries.

In order to provide a meaningful assessmentofthe foreign currencyrisk associated with certain of the Company's foreign currency
derivative positions, the Company performedasensitivity analysis using a value-at-risk (VAR) modelto assess the potential impact of
fluctuations in exchange rates. The VAR modelconsisted of using a Monte Carlo simulation to generate 3000 random marketprice
paths. The value-at-risk is the maximum expected loss in fair value, for a given confidence interval, to the Company's foreign exchange
portfolio due to adverse movementsin rates. The VAR modelis not intended to representactual losses butis used as a risk estimation
and managementtool. The model assumes normal market conditions. Forecasted transactions, firm commitments, and assets and
liabilities denominated in foreign currencies were excluded from the model. Based on the results of the model, the Company estimates
with 95% confidence a maximum one-daylossin fair value of $3.8 million as of September 28, 2002 compared to a maximum one-day
loss of $6.8 million as of September 29, 2001. Because the Companyuses foreign currency instruments for hedging purposes,losses
incurred on those instruments are generally offset by increases in the fair value of the underlying exposures.

Actual gains andlossesin the future associated with the Company's investmentportfolio and derivative positions may differ materially
from the sensitivity analyses performed as of September 28, 2002 due to the inherent limitations associated with predicting the changes
in the timing and amountofinterest rates, foreign currency exchanges rates, and the Company's actual exposures and positions.
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Item 8. Financial Statements and Supplementary Data
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Index to Consolidated Financial Statements : Page eaetcenaobaemaniangmatamericas REED PEC EESTTIESSEINETRTOSIBEO ORENEEEPORDECEEEESTIEENLEGESE TIERSEOEBEEIDDDTELEESTEEEXEESTESDRECIEEEEEEELITEIEE escenario

Financial Statements:

Consolidated Balance Sheets as of September 28, 2002, and September 29, 2001 49
Consolidated Statements of Operations for the three fiscal years ended September 28, 2002 50

Consolidated Statements of Shareholders’ Equity for the three fiscal years ended September 28, 2002 51
Consolidated Statements of Cash Flowsforthe three fiscal years ended September 28, 2002 52
Notes to Consolidated Financial Statements , 53

Selected Quarterly Financial Information (Unaudited) 87
Report of Independent Auditors, KPMG LLP 89

All financial statement schedules have been omitted, since the required information is not present or is not present in amounts sufficient
to require submission of the schedule, or because the information required is included in the Consolidated Financial Statements and
Notes thereto.
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CONSOLIDATED BALANCE SHEETS

(In millions, except share amounts)

September 28, 2002 September29, 2001LEOEEESOLITON,   ENOSTTNT

ASSETS:

Currentassets:

Cash and cash equivalents $ 2,310
Short-term investments 2,026

Accounts receivable, less allowances of $51 and $51, respectively 466
‘Inventories il

Deferred tax assets 169

Othercurrent assets 161

Total current assets  
Property, plant, and equipment, net 564
Non-current debt and equity investments 128
Acquired intangible assets 76
Other assets 110

 

Total assets

 
 

LIABILITIES AND SHAREHOLDERS' EQUITY:
Currentliabilities:

 
Accounts payable $ 911
Accrued expenses 47

Total currentliabilities 1,658

Long-term debt 316
Deferred tax liabilities 229

Total liabilities 2,203 2,101 sence EPRORRRRCaN

Commitments and contingencies
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Shareholders’ equity:
Commonstock, no par value; 900,000,000 shares authorized; 358,958,989 and
350,921,661 shares issued and outstanding, respectively

Acquisition-related deferred stock compensation
Retained earnings

Accumulated other comprehensive income(loss)

Total shareholders' equity

Total liabilities and shareholders’ equity
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1,826 1,693

(7) (1)

2,325 2,260

(49) (22)

4,095 3,920

$ 6,298 § 6,021

See accompanying notes to consolidated financial statements.

 

CONSOLIDATED STATEMENTSOF OPERATIONS

(In millions, except share and per share amounts)

Three fiscal years ended September 28, 2002neFEESRENBINREETSSSY2EDIEaATYLNTISANUSOOOEEEENEET

Net sales
Cost of sales

Gross margin

Operating expenses:

Research and development

Selling, general, and administrative

Special charges:
Restructuring costs

In-process research and development
Executive bonus

Total operating expenses

Operating income(loss)

Other income and expense:

Gains (losses) on non-current investments, net
Unrealized loss on convertible securities

Interest and other income, net

Total other income and expense

Income(loss) before provision for income taxes
Provision for (benefit from) income taxes

Income(loss) before accounting change

Cumulative effect of accounting change, net of income taxes of $5

Net income(loss)

2002

$ 5,742
4,139

1,603

 I

446

1,111

 

(42)

112
isaemarina

70

87
22

 

2001

$ 5,363
4,128RESUMETRAEEATS

 

FLOSATSAOASTRON

1,579EREDOEEEEET

(344)

88

13)
217SEREDECAPARNE

292

62)
(15)iia

12
 ATOR

(37)

: ss 35 wo

2000

$ 7,983
5,817“SENDREMCaRRea

2,166 apRREueearnErelemReS

380

1,166

8

90SERRATERRREIST,

1,644

522

367

203SARBE,

570

1,092
306

786POURRACROEN,
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Earnings (loss) per commonshare before accounting change:
Basic $ 0.18 $ (0.11) § 2.42

Diluted $ 0.18 $ (0.11) $ 2.18

Earnings (loss) per common share:
Basic $ 0.18 §$ (0.07) $ 2.42

Diluted $ 0.18 $ (0.07) $ 2.18

Shares used in computing earnings (loss) per share (in thousands):
Basic 355,022 345,613 324,568

Diluted 361,785 345,613 360,324

See accompanying notes to consolidated financial statements.
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CONSOLIDATED STATEMENTS OF SHAREHOLDERS' EQUITY

(In millions, except share amounts which are in thousands)

 

 

Preferred Stock CommonStock Acquisition- Accumulated
rae seems Z scsesopaucrnneyess Related Other Totales scetcoertnncseresmcmmensete Sat sceS

Retained Deferred Stock Comprehensive Sharcholders'

Shares Amount Shares Amount Earnings Compensation Income(Loss) Equity
MERE RAGE:©ROERES SRO|RERR|ER ae

Balances as of September 25, 1999 150 $ 150=.321,598 $ 1,349 $ 1,499 $ — §$ 106 $ 3,104
Components of comprehensive
income:

Net income 736 786

Foreign currencytranslation _ —_ _ _ — _ ayn (17)
Change in unrealized gain on
available-for-sale securities, net of :
tax — — — — — _ 155 155BPAAERATEDIE

Total comprehensive income 924
Commonstock issued under stock

option and purchase plans ~ _ 7,632 85 _ _ _ 85
Conversion of Series A preferred
stock : (74) (74) 9,000 74 _ — : _ _

Commonstock repurchased _— —_ (2,553) (116) _— _— —_— (116)

Tax benefit related to stock options _ _ _ 110 _ _ _ 110RCGCASGEOSEEA, SEEGER MRIRNRNNUAO NaNNNISDRERIENCEICCACOLEGIO SCSRDASTCCONCECE ESTRADA

Balances as of September 30, 2000 76 $ 76 335,677 $ 1,502 $ 2,285 $ — $ 244 $ 4,107
Components of comprehensive
income(loss):

Net income(loss) (25) (25)

Foreign currencytranslation — _ —_— _— _ _ QB) (3)
Changein unrealized gain on
available-for-sale securities, net of .
tax — — — — — _ (267) (267)
Changein unrealized gain on
derivative investments, net oftax — — — ae — — 4 4egmtcameecamannememmnarsy

Total comprehensive income
(loss) (291)Issuance of commonstock and

assumption of stock optionsin
connection with acquisition —_— _— 2,403 66 — 3) — 53
Amortization of acquisition-related
deferred stock compensation _ — _ _ _ 2 — 2
Commonstock issued under stock

option and purchase plans _ — 3,660 42 _ _ 42
Conversion of Series A preferred :
stock (76) (76) 9,182 76 _— _ — _

Tax benefit related to stock options _ _ _ 7 _ _ _ 7
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Balances as of September 29, 2001
Components of comprehensive
income(loss):

Net income(loss)

Foreign currencytranslation
Changein unrealized gain.on
available-for-sale securities, net of
tax

Changein unrealized gain on
derivative investments, net of tax

Total comprehensive income
(loss)

Amortization of acquisition-related
deferred stock compensation
Commonstock issued under stock
option and purchase plans

Tax benefit related to stock options

Balances as of September 28, 2002
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BURSON DOUAROECR URE HRTEM RRRUSLRSRATANSURRRORRUORINCTAERNONEC,—YERATLCERNELEAR,

(22) $ 3,920—$ — 350,922 $ 1,693 $

— — 8,037 105
— _ — 28

RERANCH, CESARE TNONMEIRONIARINNRE|RRReReRaRESETS

— $ — 358,959 $ 1,826 $

2,260 $

65

2,325

(11) $

See accompanying notes to consolidated financial statements.

51

 

65

“an a7)

(1s) (is)RETACBICEI

38

_ 4

105

_ 28

 

‘HERAAROCESS, KRUSENDERSOLENA CARANADDESEO

(49) $ 4,095

UESRIENOEERLESEESETTITRE

CONSOLIDATED STATEMENTS OF CASH FLOWS

(In millions)

Three fiscal years ended September 28, 2002pheasantnecesNENAEOENTENTCOSTNETENESTESETEEETTAOLLOSTENETELTESEBESOTEI

Cash and cash equivalents, beginning of the year

Operating:
Net income(loss)
Cumulative effect of accounting change,net of taxes
Adjustments to reconcile net income to cash generated by operating activities:

Depreciation and amortization
Provision for deferred income taxes

Loss on disposition of property, plant, and equipment

(Gains) losses on investments, net
Unrealized loss on convertible securities

Purchased in-process research and development
Changes in operating assets and liabilities:

Accounts receivable

Inventories

Other current assets

Otherassets

Accounts payable
Othercurrentliabilities

Cash generated by operating activities

Investing:
Purchase of short-term investments
Proceeds from maturities of short-term investments
Proceeds from sales of short-term investments

Purchases of long-term investments

2002

$ 2,310RACERTINI

65

118
(34)

35

(99)

(34)

(114)

(11)
110

45
RUE

89

(4,144)
2,846
1,254

2001
IgETTI

1,191_seneenmspraneemteslnaeraA

(25)
(12)

102

(36)
9

(88)
13

11

487

22

106

12

(356)

(60)reoesctettnaemrmtoreactet

185
RRMA 

(4,268)
4,811

278

()
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2000
PETARRAN

$ 1,326apenimtoeiatecaeENSY

786

84

163

10

(367)

(272)

(13)

(37)
20

318

176
aeunecemmnmmreae

868
‘SPRCRNeRe

(4,267)
3,075

256

(232)
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Purchase ofproperty, plant, and equipment (174) (232) (142)
Proceeds from sales of equity investments 25 340 372
Cash used for business acquisitions (52) — —
Other (7) (36) (34)

Cash generated by (used for) investing activities (252) 892 (972)

Financing:
Proceeds from issuance of common stock 105 42 85

Cash used for repurchase of common stock — — (116)

Cash generated by (used for) financingactivities 105 42 (31)

Increase (decrease) in cash and cash equivalents (58) 1,119 (135)

Cash and cash equivalents, end of the year $ 1,191PaaSRPE

Supplemental cash flow disclosures:
Cash paid during the yearfor interest $ 20 $ 20 § 20
Cash paid for incometaxes, net $ ll §$ 42 $ 47
Noncash transactions:

Issuance of common stock for conversion of Series A preferred stock $ — $ 76 $ 74
Issuance of commonstock in connection with acquisition

See accompanying notes to consolidated financial statements.
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Note 1—SummaryofSignificant Accounting Policies

Apple Computer, Inc. and its subsidiaries (the Company) designs, manufactures, and markets personal computers and related personal
computing and communicatingsolutionsfor sale primarily to education, creative, consumer, and business customers.

Basis of Presentation and Preparation

The accompanying consolidated financial statements include the accounts of the Company. Intercompany accounts andtransactions
have been eliminated. The preparation of these consolidated financial statements in conformity with U.S. generally accepted accounting
principles requires management to make estimates and assumptionsthat affect the amounts reported in these consolidated financial
statements and accompanying notes. Actual results could differ materially from those estimates.

Typically, the Company's fiscal year ends on the last Saturday of September. Fiscal years 2002 and 2001 were each 52-week years.
. However, approximately every six years, the Company reports a 53-weekfiscal year to align its fiscal quarters with calendar quarters
by adding a weektoits first fiscal quarter. Consequently, an additional week was addedto thefirst quarter offiscal 2000. All
information presented herein is based on the Company's fiscal calendar.

Financial Instruments

Investments

The Companyplacesits short-term investments in highly liquid securities issued by high credit quality issuers. All highly liquid
investments with maturities of three months orless at the date ofpurchase are classified as cash equivalents; highly liquid investments
with maturities greater than three months are classified as short-term investments. Managementdetermines the appropriate
classification of its investments in debt and marketable equity securities at the time of purchase and reevaluates such designation as of
each balance sheet date. The Company's marketable debt and equity securities have been classified and accounted for as available-for-
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sale. These securities are carried at fair value, with the unrealized gains andlosses,net of taxes, reported as a component of
shareholders’ equity. The cost of securities sold is based uponthe specific identification method.

Derivative Financial Instruments

On October 1, 2000, the Company adopted Statement of Financial Accounting Standards (SFAS) No. 133, Accountingfor Derivative
Instruments and Hedging Activities. SEAS No. 133 establishes accounting and reporting standards forderivative instruments, hedging
activities, and exposure definition. SFAS No. 133 requires that all derivatives be recognized aseither assets or liabilities at fair value.
Derivatives that are not hedges must be adjusted to fair value through income.If the derivative is a hedge, depending on the nature of
the hedge, changesin fair value will either be offset against the change in fair value of the hedgedassets,liabilities, or firm
commitments through earnings, or recognized in other comprehensive incomeuntil the hedged item is recognized in earnings. Net of
the related incometax effect of approximately $5 million, adoption of SFAS No. 133 resulted in a favorable cumulative-effect-type
adjustmentto net income of approximately $12 million. Net of the related incometax effect of approximately $5 million, adoption of
SFASNo. 133 resulted in a favorable cumulative-effect-type adjustment to other comprehensive income of approximately $12 million,
all of which wasreclassified to earnings during 2001. Managementdoesnotbelieve that ongoing application of SFAS No. 133 will
significantly alter the Company's hedgingstrategies. However, its application may increase the volatility of other income and expense
and other comprehensive income.

For derivative instruments that hedge the exposure to variability in expected future cash flowsthatare attributable to a particular risk
and that are designated as cash flow hedges, the net gain or loss on the
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derivative instrumentis reported as a componentof other comprehensive incomein stockholders' equity and reclassified into earnings
in the sameperiod or periods during which the hedgedtransaction affects earnings. To receive hedge accounting treatment, cash flow
hedges mustbe highly effective in achieving offsetting changes to expected future cash flows on hedged transactions. For derivative
instruments that hedge the exposure to changesin the fair value of an assetor a liability or an identified portion thereof that are
attributable to a particular risk andthat are designated as fair value hedges, the net gain or loss on the derivative instrumentas well as
the offsetting gain or loss on the hedged item attributable to the hedged risk are recognized in earnings in the current period. The net
gain or loss on the effective portion of a derivative instrumentthat is designated as an economic hedge ofthe foreign currency
translation exposure of the net investment in a foreign operation is reported in the same manneras a foreign currency translation
adjustment. For forward contracts designated as net investment hedges, the Company excludes changesin fair value relating to changes
in the forward carry component fromits definition of effectiveness. Accordingly, any gains or losses related to this componentare
recognized in current earnings. For derivative instruments not designated as hedging instruments, changesin fair value are recognized
in earnings in the current period.

For foreign currency forward contracts designated as cash flow hedges, hedge effectiveness is measured based on changesin the fair
value ofthe contract attributable to changes in the forward exchange rate. Changes in the expected future cash flows on the forecasted
hedgedtransaction and changesin the fair value of the forward hedge are both measured from the contractrate to the forward exchange
rate associated with the forward contract's maturity date. For currency option contracts designated as cash flow hedges, hedge
effectiveness is measured based on changesin total fair value of the option contract. Hedge effectivenessis assessed by comparing the
presentvalue of the cumulative change in expected cash flowson the hedged transactions determined as the sum ofthe probability-
weighted outcomes with respectto the option strike rates with the total changein fair value of the option hedge. For interest rate swap
agreements qualifying as fair value hedges, the Company assumes noineffectiveness because these swaps meetthecriteria for
accounting under the short-cut method defined in SFAS No.133.

Inventories

Inventories are stated at the lowerof cost(first-in, first-out) or market. If the cost of the inventories exceeds their market value,
provisions are madecurrently for the difference between the cost and the marketvalue.

Property, Plant, and Equipment

Property, plant, and equipmentare stated at cost. Depreciation is computed by use of the declining balance and straight-line methods
over the estimated useful lives of the assets, which are 30 years for buildings, from 2 to.5 years for equipment, andthe shorter of lease
terms or estimated useful lives for leasehold improvements. The Companycapitalizes eligible costs to acquire or develop internal-use
softwarethat are incurred subsequentto the preliminary project stage. Capitalized costs related to internal-use software are amortized
using the straight-line methodoverthe estimated useful lives of the assets, which range from 3 to 5 years.

Prior to the fourth quarter of 2001, the Companyhadclassified capitalized costs related to internal-use software on the balance sheet in
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other assets. Effective as of September 29, 2001, and for all other periods presented, the Companyhas reclassified intemal-use software
to property, plant, and equipment andreclassified related cash flows for the purchase or developmentofinternal-use software from cash
flow from operations to cash flow from investing activities.
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Non-Current Debt and Equity Investments

Investments categorized as non-current debt and equity investments on the consolidated balance sheetare in equity and debt
instruments ofpublic companies. Theyare not categorized as currentassets either because, given their nature, they are notreadily
convertible into cash or because they representpotentially longer-term investments by the Company.Further, the fair value of these
investments has been subject to a high degree ofvolatility. The Company's non-current debt and equity investments have been
categorized as available-for-sale requiring that they be carried at fair value with unrealized gains andlosses, net of taxes, reported in
equity as a component of accumulated other comprehensive income. However, the Company recognizes an impairmentcharge to
earnings in the eventa decline in fair value below the costbasis of one of these investments is determined to be other-than-temporary.
The Company includes recognized gains andlossesresulting from the sale or from other-than-temporary declinesin fair value
associated with these investments in other income and expense. Occasionally, the Company usesshort-term equity derivatives to
managepotential dispositions of non-current debt and equity investments. Any gains or losses associated with such derivatives are
recognized currently in other income and expense.

Long-Lived Assets Including Goodwill and Other Acquired Intangible Assets

The Company reviewsproperty, plant, and equipmentandcertain identifiable intangibles, excluding goodwill, for impairment
whenever events or changes in circumstances indicate the carrying amountof an asset may not be recoverable. Recoverability of these
assets is measured by comparison ofits carrying amountto future undiscounted cash flows the assets are expected to generate.If
property, plant, and equipmentand certain identifiable intangibles are considered to be impaired, the impairmentto be recognized
equals the amount by which the carrying value ofthe assets exceedsits fair market value. For the three years ended September 28,
2002, the Company has made no material adjustmentsto its long-lived assets except those made in connection with the restructuring
actions described in Note 5.

The Company adopted SFAS No. 142, Goodwill and Other Intangible Assets, in the first quarter offiscal 2002. SFAS No. 142 requires
that goodwill and intangible assets with indefinite useful lives no longer be amortized, but instead be tested for impairmentat least
annually or sooner whenever events or changesin circumstances indicate that they may be impaired. Priorto fiscal 2002, goodwill was
amortized using the straight-line methodoverits estimated usefullife. The Company completedits transitional and annual goodwill
impairmenttests as of October 1, 2001, and August 30, 2002, respectively, and found no impairment. The Companyestablished
reporting units based on its current reporting structure. For purposesof testing goodwill for impairment, goodwill has beenallocated to
these reporting units to the extent it relates to each reporting unit.

SFASNo. 142 also requires that intangible assets with definite lives be amortized over their estimated useful lives and reviewed for
impairmentin accordance with SFAS No. 144, Accountingfor the Impairment ofLong-Lived Assets andfor Long-Lived Assets to Be
Disposed Of. The Companyis currently amortizing its acquired intangible assets with definite lives over periods ranging from 3 to
7 years.

Foreign Currency Translation

The Companytranslatesthe assets andliabilities of its international non-U.S. functional currency subsidiaries into U.S. dollars using
exchangerates in effect at the end of each period. Revenues and expenses for these subsidiaries are translated usingrates that
approximate those in effect during the period. Gains andlosses from these translations are credited or charged to "accumulated
translation adjustment" included in "accumulatedother comprehensive income(loss)" in shareholders’ equity. The Company's foreign
manufacturing subsidiaries and certain other international subsidiaries that use the U.S. dollar as their functional currency, remeasure
monetary assets andliabilities at year-end exchange
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rates, and inventories, property, and nonmonetary assets andliabilities at historical rates. Gains and losses from these translationsare
included in the Company's results of operations.
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Revenue Recognition

Net sales consist primarily of revenue from the sale of products (hardware, software, and peripherals), consulting and implementation
services, and extended warranty and support contracts. The Company recognizes revenue pursuant to applicable accounting standards,
including Statement of Position (SOP) No. 97-2, Software Revenue Recognition, as amended. Revenueis recognized when persuasive
evidence of an arrangementexists, delivery has occurred, the sales price is fixed or determinable, and collectibility is probable. Product
is considered delivered to the customer onceit has been shipped, andtitle and risk of loss have beentransferred. For online sales to
individuals, for some sales to education customers in the United States, and for certain other sales, the Company defers revenue until
product is received by the customer because the Companylegally retains a portion ofthe risk of loss on these sales during transit. For
other productsales, these criteria are met by the Companyat the time product is shipped. The Companyrecords reductions to revenue
for estimated commitments related to price protection and for customer incentive programs, including reseller and end user rebates and
other sales programs and volume-basedincentives.

Revenue for consulting and implementation services is recognized upon performance and acceptance by the customer. Revenue from
extended warranty and support contracts is recognized ratably over the contract period. Amounts billed to customers in excess of
revenue recognized on extended warranty and support contracts are recognized as deferred revenue until revenue recognition criteria
are met.

Revenue on arrangements that include multiple elements such as hardware, software, and services is allocated to each element based on
vendor specific objective evidence ofthe fair value of each element. Allocated revenue for each elementis recognized when revenue
recognition criteria have been met for each element. Vendorspecific objective evidence offair value is generally determined based on
the price charged when each elementis sold separately.

Shipping Costs

The Company's shipping and handlingcosts are included in costof sales for all periods presented.

Warranty Expense

The Companyprovides currently for the estimated cost that may be incurred under product warrantiesat the timerelated revenueis
recognized.

Research and Development

Research and developmentcosts are expensed as incurred. Developmentcosts of computer software to be sold, leased or otherwise
marketed are subject to capitalization beginning when a product's technological feasibility has been established and ending when a
productis available for general release to customers. In most instances, the Company's products are released soonafter technological
feasibility has been established. Therefore, costs incurred subsequent to achievement of technologicalfeasibility are usually not
significant, and generally all software development costs have been expensed.

During the third and fourth quarter of 2002, the Company incurred substantial developmentcosts associated with the development of
Mac OS X version 10.2 (code-named "Jaguar") subsequent to achievementof technological feasibility as evidenced by public
demonstration and release of a developer beta in May 2002 andprior to release ofthe final version of the product in the fourth quarter.
As such, the Companycapitalized approximately $13.3 million of developmentcosts associated with developmentof
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Jaguar. Amortization ofthis asset began in the fourth quarter when Jaguar was shipped and is being recognized ona straight-line basis
over 3 years. In addition, during 2002, the Companyalso began capitalizing certain costs related to developmentofits new
PowerSchoolenterprise student information system. Capitalization, which began upon achievement of technologicalfeasibility in the
first quarter, amounted to approximately $6 million during the first nine months offiscal 2002. The final version of the enterprise
student information system wasreleased in July.

During 2001 the Companyincurred substantial developmentcosts associated with the developmentofthe original version of Mac OS
X, subsequentto release of a public beta version of the product andprior to release of the final product version. Asa result, the
Companycapitalized approximately $5.4 million of development costs during 2001 associated with development of Mac OS X.Related
amortization is computed by use ofthe straight-line method over the estimated useful life of the asset of 8 years.

Total amortization related to capitalized software development costs was $1.2 million and $350,000 in 2002 and 2001, respectively.
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Advertising Costs

Advertising costs are expensed as incurred. Advertising expense was $209 million, $261 million, and $281 million for 2002, 2001, and
2000, respectively.

Stock-Based Compensation

The Company measures compensation expensefor its employee stock-based compensation plans using the intrinsic value method
prescribed by Accounting Principles Board (APB) Opinion 25, Accountingfor Stock Issued to Employees and has provided pro forma
disclosures of the effect on net income and earnings per share as if the fair value-based method had been applied in measuring
compensation expense. The Companyhaselected to follow APB No.25 because, as discussed below,the alternative fair value
accounting provided for under SFAS No. 123, Accountingfor Stock-Based Compensation, requires use of option valuation models that
were not developed for use in valuing employee stock options and employee stock purchase plan shares. Under APB Opinion No, 25,
when the exercise price of the Company's employee stock options equals the market price of the underlying stock on the date of the
grant, no compensation expense is recognized.

Pro forma information regarding net income(loss) per share is required by SFAS No. 123 and has been determined as if the Company
had accountedfor its employee stock options granted and employee stock purchase plan purchases subsequent to September 29, 1995,
under the fair value method ofthat statement. The fair values for these options and stock purchases were estimated at the date of grant
and beginningofthe period, respectively, using a Black-Scholes option pricing model. For purposes of pro formadisclosures, the
estimated fair value of the options and shares are amortized to pro forma net incomeover the options’ vesting period andthe shares’
plan period.

The Black-Scholes option valuation model was developedfor use in estimating the fair value of traded options that have no vesting
restrictions and are fully transferable. In addition, option valuation models require the input ofhighly subjective assumptions including
the expectedlife of options and the Company's expected stock price volatility. Because the Company's employee stock options and
employee stock purchase plan shares have characteristics significantly different from those of traded options, and because changes in
the subjective input assumptions can materially affect the fair value estimate, in management's opinion, the existing models do not
provide a reliable measureof the fair value of the Company's employee stock options and employee stock purchase plan shares.
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For purposes of the pro forma disclosures pursuant to SFAS No. 123 provided in the Company's annual reports through 2002, the
expected volatility assumptions used by the Company have been based solely on historical volatility rates of the Company's common
stock. The Company has made no adjustmentsto its expected volatility assumptions based on current market conditions, current market
trends, or expected volatility implicit in market traded options on the Company's stock. The Company will continue to monitor the
propriety ofthis approach to developingits expected volatility assumption and could determine for future periodsthat adjustments to
historical volatility and/or use of a methodologythat is based on the expectedvolatility implicit in market traded options on the
Company's commonstock are more appropriate based on the facts and circumstances existing in future periods.

Earnings Per Common Share

Basic earnings per commonshare is computed by dividing income available to common shareholders by the weighted-average number
of shares of commonstock outstanding during the period. Diluted earnings per common share is computed by dividing income
available to common shareholders by the weighted-average numberof shares of commonstock outstanding during the period increased
to include the numberofadditional shares of common stock that would have been outstanding if the dilutive potential shares of
common stock had been issued. Thedilutive effect of outstanding options is reflected in diluted earnings per share by application of the
treasury stock method. The dilutive effect of convertible securities is reflected using the if-converted method. Dilutive potential shares
of commonstock related to stock options were excluded from the calculation of diluted loss per commonshare for fiscal 2001 because
their effect would have beenantidilutive.

Stock Split

On June 21, 2000, the Companyaffected a two-for-one stock split in the form of a Common Stock dividend to shareholders of record as
of May 19, 2000. All per share data and numbers of Common shares have been retroactively adjusted to reflect the stock split.

Comprehensive Income

Comprehensive incomeconsists of two components, net income and other comprehensive income. Other comprehensive incomerefers
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to revenue, expenses, gains and losses that under generally accepted accounting principles are recorded as an elementof shareholders’
equity but are excluded from net income. The Company's other comprehensive income is comprised of foreign currency translation
adjustments from those subsidiaries not using the U.S. dollar as their functional currency, from unrealized gains and losses on
marketable securities categorized as available-for-sale, and from net deferred gains and losses on certain derivative instruments
accounted for as cash flow hedges.

Segment Information

The Companyreports segment information based on the "management" approach. The management approach designates the internal
reporting used by management for making decisions and assessing performanceas the source of the Company's reportable segments.
Information about the Company's products, major customers, and geographic areas on a company-wide basis is also disclosed.

Note 2—Financial Instruments

The carrying amounts of cash and cash equivalents, accounts receivable, accounts payable, and accrued liabilities approximate their fair
value due to the short maturities of those instruments.

 

Cash, Cash Equivalents and Short-Term Investments

The following table summarizes the fair value of the Company's cash and available-for-sale securities held in its short-term investment
portfolio, recorded as cash and cash equivalents or short-term investments as of September 28, 2002, and September 29, 2001 (in
millions):

September 28, 2002 - September 29, 2001

Cash $ 161 $ 138

U.S. Treasury and Agencysecurities 47 —
US. corporate securities 1,952 1,998
Foreign securities 92 174

Total cash equivalents 2,091 2,172
U.S. Treasury and Agency securities 681 1,042
U.S. corporate securities 988 692
Foreign securities 416 292

Total short-term investments 2,085

Total cash, cash equivalents, and short-term investments S$ 4,337 
The Company's U.S. corporate securities include commercialpaper, loan participations, certificates of deposit, time deposits and
corporate debt securities. Foreign securities include foreign commercial paper, loan participation, certificates of depositand time
deposits withforeign institutions, most of which are denominated in U.S. dollars. Net unrealized gains on the Company's investment
portfolio, primarily related to investments with stated maturities greater than 1 year, were $20 million as of September 28, 2002 and
$11 million as of September 29, 2001. The Company occasionally sells short-term investments prior to their stated maturities. As a
result of such sales, the Company recognizednet gains of $7 million in 2002 and $1 million in 2001. These net gains were included in
interest and other income,net. ,

As of September 28, 2002, approximately $1.087 billion of the Company's short-term investments had underlying maturities of between
1 and 5 years. The remaining short-term investments as of September 28, 2002 all had maturities of between 3 and 12 months. As of
September 29, 2001, approximately $313 million of the Company's short-term investments in U.S. agency securities had underlying
maturities of between 1 and 4 years. The remaining short-term investments as of September 29, 2001, all had maturities of between 3
and 12 months.

Accounts Receivable
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Trade Receivables

The Company distributes its products through third-party computer resellers and directly to certain education and consumer customers.
The Company generally does not require collateral from its customers. However, when possible the Company does attempt to limit
credit risk on trade receivables through the use of flooring arrangementsfor selected customers with third-party financing companies
and credit insurance for certain customers in Latin America and Asia. However, considerable trade receivables that are not covered by
collateral or credit insurance are outstanding with the Company's distribution and retail channel partners. Trade receivables from a
single customer, Ingram Micro,Inc., accounted for approximately 10.8% and 9.4% ofnet accounts receivable as of September 28,
2002, and September 29, 2001, respectively.
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 2001 2000

Beginning allowance balance $ 51 $ 64 §$ 68
Charged to costs and expenses 10 7 5
Deductions(a) (10) (20) (9)

Ending allowance balance $ 51 $ 51 $ 64
WEEE EGRESS Re
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(a) Represent amounts written off against the allowance, net of recoveries.

Non-Trade Receivables

The Company has non-trade receivables from certain of its manufacturing vendors resulting from the sale by the Company of raw
material components to these manufacturing vendors who manufacture sub-assemblies or assemble final products for the Company.
The Companypurchases these raw material components directly from suppliers. These non-trade receivables, which are included in the
consolidated balances sheets in other current assets, totaled $142 million and $68 million as of September 28, 2002, and September29,
2001, respectively. The Company does not recognize any profits on these sales or reflect the sale of these componentsinits net sales.

Inventory Prepayment

In April 2002, the Company made a $100 million prepayment to an Asian supplier for the purchase of components overthe following
nine months.In return for this deposit, the supplier agreed to supply the Company with a specified level of componentsin the three
consecutive fiscal quarters ending December 28, 2002. If the supplier fails to supply the agreed upon level of components in any of
those three fiscal quarters, the Company may cancel the arrangement and receive the amount of the prepaymentnotutilized plus a
penalty. Approximately $53 million of this deposit remained unused as of September 28, 2002, andis reflected in the condensed
consolidated balance sheets in other current assets. The amountof the prepaymentnotutilized by the Company on or before
December 31, 2002, is refundable to the Company by January 31, 2003.

Although the supplier's existing debt is unrated, its public debt pricing is consistent with other BBB rated companies. The depositis
unsecured and has nostated interest component. The Company is imputing an amountto cost of sales and interest income during each
period the deposit is outstanding at an appropriate marketinterest rate to reflect the economics ofthis transaction. In light ofthe
supplier's implied debt rating and because the Company's prepayment is unsecured, non-performance by and/or economic deterioration
of the supplier could place all or some of the Company's depositat risk.

Derivative Financial Instruments

The Companyusesderivatives to partially offset its business exposure to foreign exchangeandinterestrate risk. Foreign currency
forward and option contracts are used to offset the foreign exchange risk on certain existing assets andliabilities and to hedge the
foreign exchange risk on expected future cash flows on certain forecasted revenues and cost of sales. From time to time, the Company
enters into interest rate swap agreements to modify the interest rate profile of certain investments and debt. The Company's accounting
policies for these instruments are based on whetherthe instruments are designated as hedge or non-hedge instruments. The Company

http://www.sec.gov/Archives/edgar/data/320193/000104746902007674/a2096490z1 0-k.htm 8/27/2010



Page 51 of 87

records all derivatives on the balance sheetat fair value.
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The following table shows the notionalprincipal, net fair value, and credit risk amounts of the Company's interest rate derivative and
foreign currency instruments as of September 28, 2002 and September 29, 2001 (in millions).

September 28, 2002 September29, 2001 SR NA   

Notional Fair Credit Risk Notional Fair Credit Risk

Principal Value Amounts Principal Value Amountsaccomnmtosrssisamsesteasttanettes agit  

Transactions qualifying as accounting hedges:
Interest rate instruments:

Swaps $ — $ — $ — $ — $ — $§ —
Foreign exchange instruments:

Spot/Forward contracts, net $ 462 $ 1 $ 1$ 562 $ 8 $ 8
Purchased options, net $ 196 $ — $ — $ 551 $ 11 $ 11
Sold options,net $ 392 $ (4)$ — § 712 $ (8)$ —_

Transactions other than accounting hedges:
Foreign exchange instruments:

Spot/Forward contracts, net $ 302 $ — $ —$ 455 $ (4)$ —_
Purchasedoptions, net $ — $ — $ — $ 334 $ 1$ 1
Sold options, net $ — $ — $ — $ 354 $ d)$ —_—

The notional principal amounts for derivative instruments provide one measure of the transaction volumeoutstanding as of year-end,
and do notrepresent the amount of the Company's exposureto credit or market loss. The credit risk amount shownin the table above
represents the Company's gross exposure to potential accounting loss on these transactionsif all counterparties failed to perform
according to the terms of the contract, based on then-current currency exchangeandinterest rates at each respective date. The
Company's exposure to credit loss and market risk will vary over time as a function ofinterest rates and currency exchangerates.

The estimates of fair value are based on applicable and commonly used pricing models using prevailing financial market information as
of September 28, 2002 and September 29, 2001. In certain instances where judgmentis required in estimating fair value, price quotes
were obtained from several of the Company's counterparty financial institutions. Although the table above reflects the notional
principal, fair value, and credit risk amounts of the Company's interest rate and foreign exchange instruments,it does notreflect the
gains or losses associated with the exposures and transactionsthat the interest rate and foreign exchangeinstruments are intended to
hedge. The amounts ultimately realized upon settlement of these financial instruments, together with the gains and losses on the
underlying exposures, will depend on actual market conditions during the remaining life of the instruments.

Foreign Exchange Risk Management

The Company enters into foreign currency forward and option contracts with financial institutions primarily to protect against foreign
exchange risk associated with existing assets and liabilities, certain firmly committed transactions and certain probable but not firmly
committed transactions. Generally, the Company's practice is to hedge a majority ofits existing material foreign exchange transaction
exposures. However, the Company maynot hedgecertain foreign exchange transaction exposures due to immateriality, prohibitive
economic cost of hedging particular exposures, or availability of appropriate hedging instruments.
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In accordance with SFAS No. 133, hedges related to probable but not firmly committed transactions of an anticipatory nature are
designated and documented at hedge inception as cash flow hedgesand evaluated for hedge effectiveness quarterly. For currency
forward contracts, hedge effectiveness is measured based on changesin the total fair value of the contractattributable to changes in the
forward exchange rate. Changes in the expected future cash flowson the forecasted hedged transaction and changesin the fair value of
the forward hedge are both measured from the contractrate to the forward exchange rate associated with the forward contract's maturity
date. .
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For currency option contracts, hedge effectiveness is measured based on changesinthetotal fair value of the option contract. Hedge
effectiveness is assessed by comparing the present value of the cumulative change in expected future cash flows on the hedged
transaction determined as the sum ofthe probability-weighted outcomeswith respect to the option strike rates with the total change in
fair value of the option hedge. The net gains or losses on derivative instruments qualifying as cash flow hedges are reported as
components of other comprehensive income in stockholders' equity and reclassified into earnings in the same period or periods during
which the hedged transaction affects earnings. Any residual changesin fair value of these instruments are recognized in current
earnings in other income and expense.

To protect gross margins from fluctuations in foreign currency exchangerates, the Company's U.S.dollar functional subsidiaries hedge
a portion of forecasted foreign currency revenues, and the Company's non-U.S. dollar functional subsidiaries selling in local currencies
hedge a portion of forecasted inventory purchases not denominated in the subsidiaries' functional currency. Other comprehensive
incomeassociated with hedges of foreign currency revenues is recognized as a componentofnetsales in the same period as the related
sales are recognized, and other comprehensive incomerelated to inventory purchases is recognized as a componentofcostof sales in
the same period as the related costs are recognized. Typically, the Company hedgesportionsofits forecasted foreign currency exposure
associated with revenues and inventory purchases over a time horizon of 3 to 9 months.

The Companyalso enters into foreign currency forward and option contracts to offset the foreign exchange gains and losses generated
by the re-measurementof certain recorded assets and liabilities in non-functional currencies. Changes in the fair value of these
derivatives are recognized in current earnings in other income and expenseas offsets to the changes in the fair value of the related
assets or liabilities.

The Company mayenter into foreign currency forward contracts to offset the translation and economic exposure of a net investment
position in a foreign subsidiary. Hedge effectiveness on forwards designated as net investment hedges is measured based on changesin
the fair value of the contract attributable to changesin the spot exchange rate. The effective portion of the net gain or loss on a
derivative instrument designated as a hedge of the net investment position in a foreign subsidiary is reported in the same manneras a
foreign currency translation adjustment. Any residual changesin fair value of the forward contract, including changesin fair value
based on the differential between the spot and forward exchangerates are recognized in current earnings in other income and expense.

Asdiscussed above, the Company enters into foreign currency option contracts as items that provide an offset to the re-measurement of
certain recorded assets andliabilities denominated in non-functional currencies. All changes in the fair value of these derivative
contracts based on changesin option time value are recorded in current earnings in other income and expense. Due to market
movements, changes in option time value can lead to increased volatility in other income and expense.

Derivative instruments designated as cash flow hedges must be de-designated as hedges whenit is probable that the forecasted hedged
transaction will not occur in the initially identified time period or within a
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subsequent 2 month time period. Deferred gains and losses in other comprehensive income associated with such derivative instruments
are immediately reclassified into earnings in other mcome and expense. Any subsequent changes in fair value of such derivative
instruments are also reflected in current earnings unless they are re-designated as hedges of other transactions. During 2002,the
Companyrecordednet gains of $2.5 million in other income and expenserelated to the loss of hedge designation on discontinued cash
flow hedges due to changes in the Company's forecast of future net sales and cost of sales and due to prevailing market conditions.
During 2001, the Company recordeda net gain of $5.1 million in other income and expenserelated to the loss of hedge designation on
discontinued cash flow hedges due to changes in the Company's forecast of future net sales and costofsales.

Interest Rate Risk Management

The Company sometimesenters into interest rate derivative transactions, including interest rate swaps, collars, and floors, with financial
institutions in order to better match the Company's floating-rate interest incomeon its cash equivalents and short-term investments with
its fixed-rate interest expense on its long-term debt, and/orto diversify a portion of the Company's exposure away from fluctuations in
short-term U.S, interest rates. The Company mayalso enter into interest rate contracts that are intended to reduce the costof the interest
rate risk management program. The Company doesnothold or transact in such financial instruments for purposes other than risk
management.

As of September 30, 2000, the Company had entered into interest rate swaps with financial institutions in order to better match the
Company's floating-rate interest income on its cash equivalents and short-term investments with its fixed-rate interest expense on its
long-term debt, and to diversify a portion of the Company's exposure away from fluctuations in short-term U.S. interest rates. The
interest rate swaps generally required the Companyto pay a floating interest rate based on the three- or six-month U.S. dollar LIBOR
and receive a fixed rate of interest without exchanges of the underlying notional amounts. These swaps effectively converted the
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Company's fixed-rate 10-year debt to floating-rate debt and converted a portion ofthe floating rate investments to fixed rate. The
Company assumednoineffectiveness with regard to the debt interest swaps as each debt interest rate swap metthe criteria for
accounting underthe short-cut method defined in SFAS No. 133 for fair value hedges of debt instruments. Accordingly, no net gains or
losses were recorded in incomerelative to the Company's underlying debt interest rate swaps. During fiscal 2001, the Company closed
out all of its existing debt interest rate swap positions due to prevailing market interest rates realizing a gain of $17 million. This gain
was deferred, recognized in long-term debt and is being amortized to other income and expense over the remaininglife of the debt.

The unrealized loss on the assets swaps as of September 30, 2000, of $5.7 million was deferred and then recognized in incomein 2001
as part of the SFAS No. 133 transition adjustmenteffective on October 1, 2000. The Companyclosed outall of its existing interest rate
asset swaps during 2001 realizing a gain of $1.1 million.

As of September 28, 2002, the Companyhad no interest rate derivatives outstanding. Due to perceived marketrisk, the Company
entered into interest rate swaps in early 2002. These interest rate swaps were entered into with financialinstitutions in order to better
match the Company's floating-rate interest income on its cash equivalents and short-term investments with its fixed-rate interest
expense on its long-term debt. The interest rate swaps required the Companyto payafloating interest rate based on six-month U.S.
dollar LIBORandreceive a fixed rate of interest without exchanges of the underlying notional amounts. These swaps effectively
converted the Company's fixed-rate 10-year debt to floating-rate debt. The Company assumedno ineffectiveness with regard to the debt
interest swaps as each debtinterest rate swap metthe criteria for accounting under the short-cut method defined in SFAS No. 133 for
fair
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value hedges of debt instruments. Accordingly, no net gains or losses were recorded in incomerelative to the Company's underlying
debt interest rate swaps during fiscal 2002 until the Companyclosed out the positions in late 2002 due to prevailing market interest
rates. Closing the debt interest rate swaps resulted in a realized gain of $6 million. This gain was deferred, recognized in long-term debt .
andis being amortized to other income and expense over the remaininglife of the debt.

Long-Term Debt

During 1994, the Company issued $300 million aggregate principal amount of 6.5% unsecured notes in a public offering registered with
the SEC. The notes were sold at 99.925% ofpar, for an effective yield to maturity of 6.51%. The notes pay interest semiannually and
mature on February 15, 2004. As of September 28, 2002 and September 29, 2001, the carrying amountof these notes, including
unamortized deferred gains associated with closed debt interest rate swaps, was $316 million and $317 million, respectively, while the
fair value was $299 million and $295 million, respectively. The fair value of the notes is based ontheir listed market values as of
September 28, 2002 and September29, 2001.

Non-Current Debt and Equity Investments and Related Gains and Losses

The Companyhasheld significant investments in EarthLink Network, Akamai Technologies, Inc. (Akamai), ARM Holdingsplc
(ARM), and Samsung Electronics Co., Ltd (Samsung). These investments have beenreflected in the consolidated balance sheets as
non-current debt and equity investments, and their combinedfair value was $39 million and $128 million as of September 28, 2002,
and September 29, 2001, respectively.

EarthLink

In January 2000, the Company invested $200 million in EarthLink, an Internet service provider (ISP). The investmentis in EarthLink's
Series C Convertible Preferred Stock, which is convertible by the Companyafter January 4, 2001, into approximately 7.1 million shares
of EarthLink common stock. Concurrent with this investment, EarthLink and the Company entered into a multi-year agreement to
deliver ISP service to Macintosh users in the United States. Under the terms of the agreement, the Companyprofits from each new Mac
customer that subscribes to EarthLink's ISP service for a specified period oftime, and EarthLink is the default ISP in the Company's
Internet Setup Software included with all Macintosh computers sold in the UnitedStates.

During the second quarter of 2001, the Company determinedthat the then current decline in the fair value ofits investmentin
EarthLink was other-than-temporary requiring that its cost basis be written down to fair value as a new cost basis and the amountof the
write-down be included in earnings. Asa result, the Company recognized a $114 million charge to earnings to write-downthe basis of
its investment in EarthLink to $86 million. This charge was included in gains (losses) on non-current investments, net. During the
fourth quarter of 2001, the Companysolda total of approximately 425,000 shares of EarthLink stock for net proceeds of approximately
$6 million and recorded a gain before taxes of approximately $800;000. As of September 29, 2001, the Companyheld 6.7 million
shares of EarthLink stock with a fair value of approximately $102 million.

http://www.sec.gov/Archives/edgar/data/320193/000104746902007674/a2096490z10-k.htm 8/27/2010



Page 54 of 87

During the first quarter of 2002, the Company sold 117,000 shares of EarthLink stock for net proceeds of $2 million and a gain before
taxes of $223,000. No sales of EarthLink were made in any of the subsequent quarters of fiscal 2002. However, during the fourth
quarter of 2002, the Company determined that the then current decline in the fair value ofits investment in EarthLink was other-than-
temporary. As a result, the Company recognized a $44 million charge to earnings to write-downthe basis of its investmentin
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EarthLink to $35 million. This charge was includedin gains (losses) on non-current investments,net. As of September 28, 2002, the
Companyholds 6.5 million shares of EarthLink stock valued at $35 million.

Akamai

In June 1999, the Company invested $12.5 million in Akamai, a global Internet content delivery service. The investment was in the
form of convertible preferred stock that converted into 4.1 million shares of Akamai commonstock (adjusted for subsequent stock
splits) at the time of Akamai'sinitial public offering in October 1999. Beginning in the first quarter of 2000, the Company categorized
its shares in Akamai as available-for-sale. The fair value of the Company's investment in Akamai was approximately $216 million as of
September 30, 2000. During 2001, the Companysold a total of approximately 1 million shares ofAkamai stock for net proceeds of
approximately $39 million and recorded a gain before taxes of approximately $36 million. As of September 29, 2001, the Company
held 3.1 million shares of Akamai stock valued at $9 million.

Duringthe first quarter of 2002, the Company sold 250,000 shares of Akamai stock for net proceeds of $2 million and a gain before
taxes of $710,000. No sales of Akamai were madein any of the subsequent quarters of fiscal 2002. However, during the fourth quarter
of 2002, the Company determinedthat the decline in the fair value ofits investment in Akamai was other-than-temporary. As a result,
the Company recognized a $6 million charge to earnings to write-down thebasis of its investment in Akamai to $3 million. This charge
wasincluded in gains (losses) on non-current investments, net. As of September 28, 2002, the Company holds 2.9 million shares of
Akamaistock valued at $3 million.

ARM Holdings

ARM is a publicly held companyin the United Kingdominvolvedin the design and licensing of high performance microprocessors and
related technology. Duringthe first quarter of 2002, the Companysold 4.7 million shares of ARM stock for both net proceeds and a
gain before taxes of $21 million. No sales of ARM were madein any of the subsequent quarters of fiscal 2002. As of September28,
2002, the Company holds 278,000 shares of ARM stock valued at $578,000.

During 2001, the Companysold a total of approximately 29.8 million shares of ARM stock for net proceeds of approximately
$176 million and recorded a gain before taxes of approximately $174 million. As of September 29, 2001, the Company held 5 million
shares of ARM stock valued at $17 million. During 2000, the Companysold a total of approximately 45.2 million shares of ARM stock
for net proceeds of approximately $372 million and recorded a gain before taxes of approximately $367 million.

Samsung

During the fourth quarter of 1999, the Company invested $100 million in Samsung to assist in the further expansion of Samsung's TFT-
LCDflat-panel display production capacity. The investment wasin the form of three year unsecured bonds, which were convertible into
approximately 550,000 shares of Samsung commonstock beginning in July 2000. The bonds carried an annual couponrate of 2% and
payatotal yield to maturity of 5% if redeemedat their maturity. The fair value of the Company's investment in Samsung was
approximately $123 million as of September 30, 2000.

Prior to its sale, the Company hadcategorizedits investment in Samsung as available-for-sale requiring that it be carried at fair value
with unrealized gains and losses, net of taxes, reported in equity as a component of accumulated other comprehensive income. Thefair
value of the Company's investment in Samsung was approximately $123 million as of September 30, 2000. With the adoption of SFAS
No. 133 on October 1, 2000, the Company was required to account for the conversion option embeddedin the

65

 YESCEPBMIEOE a ASAEISTASEEEREOEEORSSEESNTIS 

Samsung bonds separately from the related debt. The conversion feature was carried at fair value with any changesin fair value
recognized in earnings in the period in which they occur. Included in the $17 million gross SFAS No.133 transition adjustment
recorded in earnings during the first quarter of fiscal 2001 was a $23 million favorable adjustment for the restatement to fair value as of
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October 1, 2000, of the derivative component of the Company's investment in Samsung. To adjust the carrying value ofthe derivative
componentofits investment in Samsung to fair value as ofDecember 30, 2000, the Company recognized an unrealized loss of
approximately $13 million during the first quarter of 2001. During the second quarter of 2001, the Companysoldthis investment for
book value, including accrued interest, and received net proceeds of approximately $117 million.

Other Strategic Investments

The Company has madeadditional minority debt and equity investments in several privately held technology companies which were
reflected in the consolidated balance sheets in other assets. These investments are inherently risky because the products and/or markets
of these companies are typically not fully developed. During 2001 the Company determined that the decline in fair value of certain of
these investments was other-than-temporary and, accordingly, recognized a charge to earnings of approximately $8 million. This charge
was included in gains(losses) on non-currentinvestments, net. During 2002, the Company determinedthat the decline in fair value of
certain of these investments was other-than-temporary and, accordingly, recognized a charge to earnings of $15 million. These charges
were includedin gains(losses) on non-current investments, net. As of September 28, 2002, the Companyhasno private debt or equity
investments reflected in its consolidated balance sheet.

Note 3—-Consolidated Financial Statement Details

Inventories (in millions)

2002 2001

Purchased parts _ $ 9 § 1
Work in process — _

Finished goods 36 10

Total inventories $ 45 $ i

Property, Plant, and Equipment (in millions)

 

 

2002 2001

Land and buildings $ 342 $ 337
Machinery and equipment 183 182
Office furniture and equipment 67 63
Internal-use software 184 192

Leasehold improvements 281 186

1,057 960

Accumulated depreciation and amortization (436) (396)

Netproperty,plant, and equipment $ 621 $ 564

66

Accrued Expenses (in millions)

2002 2001

Accrued compensation and employee benefits $ 93 $ 88
Accrued marketing and sales programs 136 131
Deferred revenue 253 184

Accrued warranty and related costs 69 87
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Other current liabilities 196 227

Total accrued expenses . $ 747 $ 717

Interest and Other Income, Net (in millions)

   

2002 2001 2000

Interest income $ 118 $ 218 $. 210

Interest expense (11) (16) (21)
Foreign currency gain (loss), net 4 15 1
Net premiumsand discounts on foreign exchange
instruments ay (8) 7

Miscellaneous other income and expense 12 8 6

Total interest and other income, net $ 112 $ 217 $ 203

Note 4—Acqguisitions

Goodwill and Other Acquisition-Related Intangibles

The following table summarizes the components of gross and net intangible asset balances (in millions):

   

   

September28, 2002 September 29, 2001

Gross Net Gross Net

Carrying Accumulated Carrying Carrying Accumulated Carrying
Amount Amortization Amount Amount Amortization Amount

Goodwill (a) $ 85 — $ 85 $ 66 — $ 66
Other acquired intangible assets 5 (5) —- 5 (4) 1
Acquired technology 42 (8) 34 12 (3) 9

Total acquired intangible assets $ 132 $ (13) $ 119 $ 83 §$ (S$ 76
Eerieceniereree: em SEITEN! EIENCENERIRECERS WARRENe YE ees    

exueeaemnn 

(a) Accumulated amortization related to goodwill of $55 million arising prior to the adoption of SFAS No. 142 has been reflected in
the gross carrying amount of goodwill as of September 28, 2002 and September 29, 2001.
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Expected annual amortization expense related to acquired technology is as follows (in millions):

Fiscal Years:
2003 $ 9

2004 7

2005 6

2006 3

Thereafter 9

Total expected annual amortization expense  
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Amortization expenserelated to acquired intangible assets is as follows (in millions):

 
2002 2001

Goodwill amortization $ — $ 16

Other acquired intangible assets amortization l 3
Acquired technology amortization 5 2

Total amortization $ 6 $ 21
 

2000

$ 21

 
Net income(loss) and net income(loss) per share adjusted to exclude amortization of goodwill in fiscal periods prior to 2002 follows
(in millions, except per share amounts):

 

 

2002 2001 2000

Net income(loss), as reported $ 65 $ (25) $ 786
Add: goodwill amortization $ — §$ 16 $ 21

Net income(loss), as adjusted $ 65 §$ (9) $ 807

Basic earnings (loss) per share, as reported $ 018 $ (0.07) $ 242
Add: goodwill amortization $ — $ 0.04 $ 0.06

Basic earnings (loss) per share, as adjusted $ 018 $ (0.03) $ 2.48EES SE nA

Diluted earnings (loss) per share, as reported . $ 0.18 $ (0.07) $ 2.18
Add: goodwill amortization $ — $ 0.04 $ 0.06

Diluted earnings (loss) per share, as adjusted , $ 0.18 $ (0.03) $ 2.24

Acquisition of Emagic

During the fourth quarter of 2002, the Company acquired Emagic GmbH, a provider of professional software solutions for computer
based music production, for approximately $30 million in cash; $26 million of which was paid immediately uponclosingof the deal
and $4 million of which was held-back for future payment contingent on continued employmentby certain employeesthat will be
allocated to future compensation expense in the appropriate periods over the next 3 years. The acquisition has been accounted for as a
purchase. The portion ofthe purchase price allocated to purchased in-process research and development (IPR&D) was expensed
immediately, and the portion of the purchaseprice allocated to
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acquired technology andto tradenamewill be amortized over their estimated useful lives of 3 years. Total consideration wasallocated
as follows (in millions):

Net tangible assets acquired $ 2.3
Acquired technology 3.8
Tradename 0.8

In-process research and development 0.5
Goodwill 18.6

Total consideration $ 26.0

The amount ofthe purchaseprice allocated to IPR&D was expensed upon acquisition, because the technological feasibility of products
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under development had not been established and no alternative future uses existed. The IPR&D relates primarily to Emagic's Logic
series technology and extensions. At the date of the acquisition, the products under development were between 43%-83% complete, and
it was expected that the remaining work would be completed during the Company's fiscal 2003 at a cost of approximately $415,000.
The remaining efforts include finalizing user interface design and development, and testing. The fair value of the IPR&D was
determined by an independentthird-party valuation using the income approach, whichreflects the projected free cash flows that will be
generated by the IPR&Dprojects and thatare attributable to the acquired technology, and discounting the projected net cash flows back
to their present value using a discountrate of 25%.

Acquisition of certain assets of Zayante, Inc., Prismo Graphics, and Silicon Grail

During fiscal 2002 the Company acquired certain technology and patent rights of Zayante, Inc., Prismo Graphics, and Silicon Grail
Corporation for a total of $20 million in cash. These transactions have been accounted for as asset acquisitions. The purchase price for
these asset acquisitions, except for $1 million identified as contingent consideration which will be allocated to compensation expense
over the next 3 years, has been allocated to acquired technology and will be amortized onastraight-line basis over 3 years, except for
certain assets acquired from Zayante associated with patent royalty streams that will be amortized over 10 years.

Acquisition of Nothing Real, LLC

During the second quarter of 2002, the Company acquired certain assets ofNothing Real, LLC (Nothing Real), a privately-held
company that develops and markets high performancetools designed for the digital image creation market. Of the $15 million purchase
price, the Companyhasallocated $7 million to acquired technology, which will be amortized overits estimated life of 5 years. The
remaining $8 million, which has been identified as contingent consideration, rather than recorded as an additional componentofthe
cost of the acquired assets, will be allocated to future compensation expense in the appropriate periods over the next 3 years.

Acquisition of Spruce Technologies, Inc.

In July 2001, the Company acquired Spruce Technologies, Inc. (Spruce), a privately-held company that develops and markets DVD
authoring products, for $14.9 million in cash. Goodwill associated with the acquisition of Spruce is not subject to amortization pursuant
to the transition provisions of SFAS No. 142.
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The consolidated financial statements include the operating results of Spruce from the date of acquisition. Total consideration was
allocated as follows (in millions):

Nettangible liabilities assumed $ (0.7)
Identifiable intangible assets .
Goodwill 9.7

Total consideration $ 149

Acquisition of PowerSchool, Inc.

In May 2001, the Company acquired PowerSchool, Inc. (PowerSchool), a provider of web-based student information systems for K-12
schools.and districts that enables schools to record, access, report, and managetheir student data and performancein real-time, and
gives parents real-time web accessto track their children's progress. The consolidated financial statements include the operating results
of PowerSchool from the date of acquisition.

The purchase price of approximately $66.1 million consisted of the issuance of approximately 2.4 million shares of the Company's
common stock with a fair value of $61.2 million, the issuance of stock options with a fair value of $4.5 million, and $300,000 ofdirect
transaction costs. The fair value of the common stock options issued was determined using a Black-Scholes option pricing model with
the following assumptions: volatility of 67%, expected life of4 years, dividend rate of 0%, and risk-free rate of 4.73%.Total
consideration was allocated as follows (in millions):

Net tangible assets acquired $ 0.2
Deferred stock compensation 12.8
Identifiable intangible assets 2.6
in-process research and development 10.8

http://www.sec.gov/Archives/edgar/data/320193/000104746902007674/a2096490z10-k.htm 8/27/2010



Page 59 of 87

Goodwill , 39.7

Total consideration $ 66.1

The amountofthe purchaseprice allocated to IPR&D was expensed upon acquisition, because the technological feasibility of products
under developmenthad not been established and noalternative future uses existed. The IPR&Drelates to technologies representing
processes and expertise employed to design, develop, and deploy a functioning, scalable web-based student information system for use
by K-12 schools. At the date of the acquisition, the product under development was approximately 50% complete, and it was expected
that the remaining 50% would be completed during the Company's fiscal 2002 at a cost of approximately $9.25 million. The remaining
efforts, which were completed in 2002, included completion of coding,finalizing user interface design and development, andtesting.
The fair value of the IPR&D was determined by an independent third-party valuation using the income approach, whichreflects the
projected free cash flows that will be generated by the IPR&Dprojects andthat are attributable to the acquired technology, and
discounting the projected net cash flows back to their present value using a discount rate of 25%. The acquired intangibles are being
amortized overtheir estimated useful lives of three years, respectively. Deferred stock compensation associated with restricted stock
and options is being amortized over the required future vesting period ofthree years.
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In the fourth quarter of 2001, an adjustment was made to increase goodwill associated with the acquisition of PowerSchool by
$5.9 million due to the identification of previously unidentified loss contingencies that were in existence prior to consummation of the
acquisition. —

Acquisition-Related Deferred Stock Compensation

The Companyallocated $12.8 million ofits purchase consideration for PowerSchoolto acquisition-related deferred stock compensation
within shareholders’ equity. This amount represents the intrinsic value of stock options assumedthat vest as future services are provided
by employees and related to 445,000 commonshares issued contingent on continued employmentof certain PowerSchool employee
stockholders.

Pro Forma Financial Information

The unaudited pro forma financial information below presents the condensed consolidated financial results of the Company assuming
that PowerSchool and Spruce, acquired in 2001, had been acquired at the beginning of 2000 and includesthe effect of amortization of
goodwill and other acquired identifiable intangible assets from that date. The impact of the charge for IPR&D associated with the
acquisition of PowerSchool has been excluded. This pro formafinancial information is presented for informational purposes only and is
not necessarily indicative of the results of future operations that would have been achieved had the acquisitions taken place at the
beginning of 2000. Pro forma information follows(in millions, except per share amounts):

2001 2000

Net sales $ 5,370 $ 7,994
Net income(loss) . §$ (44) $ 767
Basic earnings (loss) per common share $ (0.13) $ 2.35
Diluted earnings (loss) per common share $ (0.13) $ 2.11

Note 5—Special Charges

Restructuring Actions

2002 Restructuring Actions

During fiscal 2002, the Companyrecordedtotal restructuring charges of approximately $30 million related to actions intended to
eliminate certain activities and better align the Company's operating expenses with existing general economic conditions and to
partially offset the cost of continuing investments in new product development and investments in the Company's Retail operating
segment.

During the fourth quarter of 2002, the Company's management approved andinitiated restructuring actions with a total cost ofg q pany g PP:
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approximately $6 million designed to reduce headcount costs in Corporate operations and sales and to adjust its PowerSchool product
strategy. These restructuringactions resulted in the elimination of approximately 180 positions worldwide at a cost of $1.8 million, 161
of which were eliminated by September 28, 2002. Eliminated positions were primarily in Corporate operations, sales, and PowerSchool
related research and development. Theshift in product strategy at PowerSchool included discontinuing development and marketing of
PowerSchool's PSE product. This shift resulted in the impairmentofpreviously capitalized development costs associated with the PSE
product in the amount of $4.5 million. As of September 28, 2002, substantially all of the $6 million accrual had been utilized, except for
insignificant severance and related costs associated with the 19 remaining positions.
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Duringthe first quarter of 2002, the Company's management approved andinitiated restructuring actions with a total cost of
_ approximately $24 million. These restructuring actions will result in the elimination of approximately 425 positions worldwide, 415 of

which were eliminated by September 28, 2002,at a cost of $8 million. Positions were eliminated primarily in the Company's
operations, information systems, and administrative functions. In addition, these restructuring actionsalso includedsignificant changes
in the Company's information systemsstrategy resulting in termination of equipment leases and cancellation of existing projects and
activities. Related lease and contract cancellation charges totaled $12 million, and charges for asset impairmentstotaled $4 million. Of
the original $24 million restructuring charge made duringthefirst quarter of 2002, approximately $23 million had been spent as of
September 28, 2002 and approximately $250,000 was reversed during the second quarter of 2002 due to lower actual costs than
originally estimated for certain lease commitments and severance benefits. The remaining $1 million accrual relates primarily to future
payments on abandoned operating leases.

2000 Restructuring Actions

Duringthe first quarter of 2000, the Companyinitiated restructuring actions resulting in recognition of an $8 million restructuring
charge. This charge was comprised of $3 million for the write-off of various operating assets and $5 million for severance payments to
approximately 95 employees associated with consolidation of various domestic and international sales and marketing functions. Of the
$5 million accrued for severance, $2.5 million had been spent before the end of 2000, and the remainder wasspent in 2001. Ofthe
$3 million accrued for the write-off of various assets, substantially all was utilized before the end of 2000.

Executive Bonus

Duringthe first quarter of 2000, the Company's Board of Directors approved a special executive bonus for the Company's Chief
Executive Officer for past services in the form ofan aircraft with a total cost to the Company of approximately $90 million,the
majority of which was not tax deductible. Approximately half of the total charge is for the cost of the aircraft. The other half represents
all other costs and taxes associated with the bonus. In the fourth quarter of 2002, all significant work and payments associated with the
aircraft were complete. Ofthe original $90 million accrual, $2.4 million remained unspentat the endof fiscal 2002 and was reversed.

Technology Acquisition

As discussed in Note 4, during both 2002 and 2001 in its acquisition of Emagic and PowerSchool, respectively, the Company acquired
certain technology that was under developmentand had noalternative future use. This resulted in the recognition ofpurchased in-
process research and developmentin the amount of $551,000 for Emagic and $10.8 million for PowerSchool, which was charged to
operations upon acquisition.
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Note 6—Income Taxes

The provision for incometaxes consisted of the following (in millions):

 
2001 2000

Federal:
. Current $ 8 $ (0) $ 9
Deferred , (28) (8) 239magenta AtRROReeeeR— gelieetmaNteRERe
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(20) (28) 248 ed

 

State:

Current 2 — _

Deferred 7 (10) 23

9 (10) 23

Foreign:
Current 29 21 37

Deferred 4 2 (2)

33 23 35

Provision for income taxes $ 22 $ (5) $ 306
 

The foreign provision for incometaxes is based on foreign pretax earnings of approximately $284 million, $363 million and
$1.019 billion in 2002, 2001, and 2000, respectively. As of September 28, 2002, approximately half of the Company's cash, cash
equivalents, and short-term investments is held by foreign subsidiaries and is generally based in U.S. dollar-denominatedholdings.
Amounts held by foreign subsidiaries would be subject to U.S. income taxation on repatriation to the United States. The Company's
consolidated financial statements fully provide for any related tax liability on amounts that may be repatriated, aside from undistributed
earningsof certain of the Company's foreign subsidiaries that are intended to be indefinitely reinvested in operations outside the United
States. U.S. income taxes have not been provided on a cumulative total of $755 million of such earnings.It is not practicable to
determine the incometax liability that might be incurred if these earnings were to be distributed.

Deferred tax assets andliabilities reflect the effects of tax losses, credits, and the future incometax effects of temporary differences
between the consolidated financial statement carrying amounts of existing assets and liabilities and their respective tax bases and are
measured using enactedtax rates that apply to taxable incomein the years in which those temporary differences are expected to be
recovered orsettled.
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As of September 28, 2002 and September 29, 2001, the significant components of the Company's deferred tax assets andliabilities were
(in millions):

2002 2001

Deferred tax assets:

Accounts receivable and inventory reserves $ 23. «$ 26
Accruedliabilities and other reserves ~ 102 110

Basis of capital assets and investments 35 54
Tax losses and credits 209 319

Total deferred tax assets 369 509

Less valuation allowance 30 33

Net deferred tax assets 339 476

Deferred tax liabilities:

Emmons ERE

Unremitted earnings of subsidiaries 308 489
Available-for-sale securities 1 14

Other 26 18

Total deferred tax liabilities 335 521

Net deferred tax asset(liability) $ 4 $ (45)
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As of September 28, 2002, the Company had operating loss carryforwardsfor federal tax purposes of approximately $72 million, which
expire from 2009 through 2021. These carryforwards are comprised of remaining operating loss carryforwards acquired from NeXT
and other acquisitions, the utilization of which is subject to certain limitations imposed by the Internal Revenue Code. The Company
also has Federal credit carryforwards and variousstate and foreign tax loss and credit carryforwards, the tax effect of whichis
approximately $94 million and which expire between 2003 and 2022. The remaining benefits from tax losses and credits do not expire.
As of September 28, 2002, a valuation allowance of $30 million was recorded against the deferred tax asset for the benefits of tax losses
that may notberealized. The valuation allowance relates primarily to the operating loss carryforwards acquired from NeXTand other
acquisitions. Managementbelievesit is more likely than notthat forecasted income, including income that may be generated asa result
of certain tax planningstrategies, together with the tax effects of the deferred tax liabilities, will be sufficient to fully recover the
remaining deferred tax assets.

 

A reconciliation of the provision for income taxes, with the amount computed by applying the statutory federal income tax rate (35% in
2001, 2000, and 1999) to income(loss) before provision for incometaxes,is as follows(in millions):

2002 2001 2000

Computed expected tax (benefit) $ 30 $ (18) $ | 382
State taxes, net of federal effect 7 (7) 15
Indefinitely invested earnings of foreign subsidiaries — — (82)
Nondeductible executive compensation qd) — 32
Purchase accounting and asset acquisitions 3 10 —_
Changein valuation allowance (16) — (27)
Research & developmentcredit, net (8) (5) (5)
Nondeductible expenses 3 —
Other items 3 2 (9)

Provision for (benefit from) incometaxes $ 22 $ (15) $ 306

Effective tax rate . 25% - 30% 28%

The Internal Revenue Service (IRS) has completed audits of the Company's federal income tax returns through 1997. Substantially all
-IRS audit issues for years through 1997 have been resolved. The IRSis currently auditing the Company's federal incometax returns for
fiscal years 1998 through 2000. Managementbelieves that adequate provision has been made for any adjustments that mayresult from
tax examinations.

Note 7—Shareholders' Equity

Stock Repurchase Plan

In July 1999, the Company's Board of Directors authorized a plan for the Companyto repurchase up to $500 million ofits common
stock. This repurchaseplan does not obligate the Company to acquire any specific numberof shares or acquire shares over any
specified period oftime. During 2000, the Company repurchaseda total of 2.55 million shares of its commonstock at a cost of
$116 million. During the fourth quarter of 2001, the Company entered into a forward purchase agreement to acquire 1.5 million shares
of its common stock in September of 2003 at an average price of $16.64 per share for a total cost of $25.5 million. The Company

engagedin no transactionsrelating to the stock repurchase plan in fiscal 2002. Since inception of the repurchase plan, the Companyhas
repurchased or committed to repurchasea total of 6.55 million shares of its commonstock at a cost of $217 million.

Preferred Stock

In August 1997, the Company and Microsoft Corporation (Microsoft) entered-into a patent cross license and technology agreements.In
addition, Microsoft purchased 150,000 shares of Apple Series A nonvoting convertible preferred stock ("preferred stock") for
$150 million. These shares were convertible by Microsoft after August 5, 2000, into shares of the Company's commonstock at a
conversion price of $8.25 per share. During 2000, 74,250 shares of preferred stock were converted to 9 million shares of the Company's
common stock. During 2001, the remaining 75,750 preferred shares were converted into 9.2 million shares of the Company's common
stock.
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Comprehensive Income

The following table summarizes the components of accumulated other comprehensive income,net of taxes, (in millions):

2602 2001 2000

Unrealized gains on available-for-sale securities $ 13 §$ 30 $ 297
Unrealized gains (losses) on derivative investments gy 4 —_
Cumulative translation adjustments (51) (56) (53)

Accumulated other comprehensive income(loss) $ (49)$ (2)$ 244

The following table summarizesactivity in other comprehensive incomerelated to available-for-sale securities, net of taxes (in
millions):

2002 2001 2000

Changeinfair value of available-for-sale securities $ (49) $ (183) $ 427
Less: adjustmentfor net (gains) losses realized and included in net
income 32 (84) (272)

Changein unrealized gain on available-for-sale securities $ (17) $ (267) $ 155

The tax effect related to the change in unrealized gain on available-for-sale securities was $10 million, $157 million, $(91) million for
fiscal 2002, 2001, and 2000, respectively. The tax effect on the reclassification adjustment for net gains included in net income was
$10 million, $35 million and $94 million forfiscal 2002, 2001, and 2000, respectively.

The following table summarizes activity in other comprehensive incomerelated to derivatives, net of taxes, held by the Company (in
millions):

  

2002 2001

Cumulative effect of adopting SFAS No. 133 $ — $ 12
Changesin fair value of derivatives 4 45
Less: adjustment for net gains realized and included in net income (19) (53)

Changein unrealized gain on derivatives $ (15) $ 4
 

The tax effect related to the cumulative effect of adopting SFAS No. 133 was $(5) as of September 29, 2001. The tax effect related to
the changesin fair value of derivatives was $(2) million and $(19) million for fiscal 2002 and 2001, respectively. The tax effect related
to derivative gains reclassified from OCI was $8 million and $23 million for fiscal 2002 and 2001, respectively.

Note 8—Employee Benefit Plans

1998 Executive Officer Stock Plan

The 1998 Executive Officer Stock Plan (the 1998 Plan) is a shareholder approved plan which replaced the 1990 Stock Option Plan
terminated in April 1998, the 1981 Stock Option Plan terminated in October 1990, and the 1987 Executive Long Term Stock Option
Plan terminated in July 1995. Options granted before these plans' termination dates remain outstanding in accordancewiththeir terms.
Options may be granted under the 1998 Plan to the Chairman of the Board of Directors, executive officers of the Companyat the
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level of Senior Vice President and above, and other key employees. These options generally become exercisable over a period of
4 years, based on continued employment, and generally expire 10 years after the grant date. The 1998 Plan permits the granting of
incentive stock options, nonstatutory stock options, stock appreciation rights, and stock purchase rights.

1997 Employee Stock Option Plan

In August 1997, the Company's Board of Directors approved the 1997 Employee Stock Option Plan (the 1997 Plan), a non-shareholder
approvedplanfor grants of stock options to employees whoare notofficers of the Company. Options may be granted under the 1997
Plan to employeesat notless than the fair market value on the date of grant. These options generally become exercisable over a period
of 4 years, based on continued employment, and generally expire 10 years after the grant date.

1997 Director Stock Option Plan

In August 1997, the Company's Board of Directors adopted a shareholder approved Director Stock Option Plan (DSOP)for non-
employee directors of the Company. Initial grants of 30,000 options under the DSOPvest in three equal installments on eachofthe first
through third anniversaries of the date of grant, and subsequent annual grants of 10,000 options are fully vested at grant. Prior to
adoption of the DSOP, 60,000 options were grantedin total to two then-current members of the Company's Board of Directors.

Employee Stock Purchase Plan

The Company has a shareholder approved employee stock purchase plan (the Purchase Plan), under which substantially all employees
may purchase commonstock through payroll deductions at a price equal to 85% of the lowerof the fair market values as of the
beginning and end ofsix-month offering periods. Stock purchases under the Purchase Plan are limited to 10% of an employee's
compensation, up to a maximum of $25,000 in any calendar year. During 2002, 2001, and 2000, 1.8 million, 1.8 million and 766,000
shares, respectively, were issued under the Purchase Plan. As of September 28, 2002, approximately 2.1 million shares were reserved
for future issuance under the Purchase Plan.

Employee Savings Plan

The Company has an employee savings plan (the Savings Plan) qualifying as a deferred salary arrangement under Section 401(k) of the
Internal Revenue Code. Underthe Savings Plan,participating U.S. employees may defer a portion of their pre-tax earnings, up to the
Internal Revenue Service annual contribution limit ($11,000 for calendar year 2002). The Company matches 50% to 100% of each
employee's contributions, depending on length of service, up to a maximum 6% of the employee's earnings. The Company's matching
contributions to the Savings Plan were approximately $19 million, $17 million, and $16 million in 2002, 2001, and 2000,respectively.
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Stock Option Activity

A summary of the Company's stock option activity and related information for the years ended September 28, 2002, September29,
2001 and September 30, 2000 follows (option amounts are presented in thousands):

Outstanding OptionsELLESIRENENe eae  RANSR

 

Shares
Available Numberof Weighted Average
for Grant Shares Exercise Price

Balance at 9/25/99. 41,727 36,808 $ 13.20
Additional Options Authorized 13,500 _ —
Options Granted (45,662) 45,662 $ 46.52
Options Cancelled 4,846 (4,846) $ 28.42
Options Exercised — (6,866) $ 9.62
Plan Shares Expired (2,881) — _ i Rntmmensirzoneinesroameaniaies

Balance at 9/30/00 11,530 70,758 $ 34.01
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Additional Options Authorized 27,000 — —
Options Granted (34,857) 34,857 $ 18.58
Options Cancelled 6,605 (6,605) $ 29.32
Options Exercised — G,831) $ 10.05
Plan Shares Expired (203) —_— —

Balanceat 9/29/01 10,075 97,179 $ 29.24
Additional Options Authorized 15,000 — —
Options Granted (23,239) 23,239 $ 19.89
Options Cancelled 4,737 (4,737) $ 30.98
Options Exercised — (6,251) $ 11.99
Plan Shares Expired (2) — —

Balance at 9/28/02 109,430 $ 28.17   

78

 SEESOCESEEECOLRTENSTISSTSENTSNSOOOYSLEESEESETNCLESITEEEELIESESE ALLESSEEUSEELELESAEEDBLEELEELEEELEEELDRE

The options outstanding as of September 28, 2002, have been segregated into five ranges for additional disclosure as follows (option
amounts are presented in thousands):

Options Outstanding Options Exercisable 

Options Options
Outstanding as of Weighted-Average Weighted Exercisable as of Weighted

September28, Remaining Contractual Average September 28, Average
2002 Life in Years Exercise Price 2002 Exercise Price

$0.83-$17.31 22,000 6.63 §$ 14.26 13,459 § 12.74
$17.32-$18.50 26,785 8.32 $§$ 18.40 10,138 $ 18.38
$18.51-$25.93 20,851 8.86 $ 21.35 4,902 $ 21.14
$25.94-$43.59 21,492 7.27 $ 42.92 20,896 $ 43.16
$43.60-$69.78 18,302 737 $ 49.64 8,529 § 49.71

$0.83-$69.78 109,430 7.72 $ 28.17 57,924 § 30.85
ES Nenomtne ennncrerersenvosee

The Company hadexercisable options to purchase 42.1 million shares outstanding as of September 29, 2001 with a weighted average
exercise price of $32.15. As of September 30, 2000, the Company had exercisable options outstanding to purchase 23.7 million shares
with a weighted average exercise price of $31.94.

Note 9—Stock-Based Compensation

Pro forma information regarding net income(loss) per share is required by SFAS No. 123 and has been determinedasif the Company
had accountedfor its employee stock options granted and employee stock purchase plan purchases subsequent to September 29, 1995,
under the fair value methodofthat statement. The fair values for these options and stock purchases were estimated at the date of grant
and beginning ofthe period, respectively, using a Black-Scholes option pricing model. The assumptions used for each of the last three
fiscal years and the resulting estimate of weighted-average fair value per share of options granted during those years are as follows:

2002 2001 2000

Expectedlife of stock options 4 years 4 years 4 years
Expectedlife of stock purchases 6 months 6 months 6 months
Interest rate—stock options 2.90% 4.90% 6.20%
Interest rate—stock purchases 2.71% 5.97% 6.21%
Volatility—stock options , 64% 66% 67%
Volatility—stock purchases 51% 90% 60%
Dividendyields 0 0 0
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Weighted-average fair value of options granted during the year $ 10.11 $ 10.15 $ 25.92
Weighted-average fair value of stock purchases during the year $ 6.73 §$ 11.15) § 10.66
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For purposesofpro formadisclosures, the estimated fair value of the options and shares are amortized to pro forma net incomeoverthe
options’ vesting period and the shares’ plan period. The Company's pro forma information for each ofthe last three fiscal years follows
(in millions, except per share amounts):

2002 2001 2000

Net income(loss)—as reported $ 65 §$ (25) $ 786

Net income (loss}—pro forma $ 6164) $ (96) $ 483

Net income(loss) per common share—as reported
Basic $ 0.18 $ (0.07) $ 2.42

Diluted $ 0.18 $ (0.07) $ 2.18

Net income(loss) per common share—pro forma
Basic $ (046) $ (1.15) $ 1.49

Diluted $ (046) $ (1.15) $ 1.38

Note 10—-Commitments and Contingencies

Lease Commitments

The Companyleases variousfacilities and equipment under noncancelable operating lease arrangements. The majorfacilities leases are
for terms of 5 to 10 years and generally provide renewal options for terms of 3 to 5 additional years. Leases for retail space are for
terms of 5 to 12 years and often contain multi-year renewal options. Rent expense underall operating leases, including both cancelable
and noncancelable leases, was $92 million, $80 million, and $72 million in 2002, 2001, and 2000, respectively. Future minimum lease
payments under noncancelable operating leases having remaining terms in excess of one year as of September 28, 2002,are as follows
(in millions):

 
Fiscal Years

2003 . $ 83
2004 78
2005 66
2006 55
2007 42

Later years 140

Total minimum lease payments $ 464

Concentrations in the Available Sources of Supply of Materials and Product

Although certain components essential to the Company's business are generally available from multiple sources, other key components
(including microprocessors and application-specific integrated circuits, or ("ASICs")) are currently obtained by the Company from
single or limited sources. Some other key components, while currently available to the Company from multiple sources, are at times
subject to industry-wide availability and pricing pressures. In addition, the Company uses some components that are not common to the
rest of the personal computer industry, and new products introduced by the Companyoften initially utilize custom components obtained
from only one source until the Company has evaluated whether there is a need for and subsequently qualifies additional suppliers. If the
supply of a key single-sourced component to the Company were to be delayed or curtailed or in the event a key manufacturing
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vendor delays shipments of completed products to the Company, the Company's ability to ship related products in desired quantities
and in a timely mannercould be adversely affected. The Company's business and financial performance could also be adversely
affected depending on the time required to obtain sufficient quantities from the original source, or to identify and obtain sufficient
quantities from an alternative source. Continued availability of these components may be affected if producers were to decide to
concentrate on the production of common components instead of components customized to meet the Company's requirements. Finally,
significant portions of the Company's CPUs, logic boards, and assembled products are now manufactured by outsourcing partners, the
majority of which occurs in various parts of Asia. Although the Company worksclosely with its outsourcing partners on manufacturing
schedules and levels, the Company's operating results could be adversely affected if its outsourcing partners were unable to meet their
production obligations.

Contingencies

Beginning on September 27, 2001, three shareholderclass action lawsuits were filed in the United States District Court for the Northern
District of California against the Companyandits Chief Executive Officer. These lawsuits are substantially identical, and purport to
bring suit on behalf of persons who purchased the Company's publicly traded commonstock between July 19, 2000, and September28,
2000. The complaints allege violations of the 1934 Securities Exchange Act and seek unspecified compensatory damages and other
relief. The Company believes these claims are without merit and intends to defend them vigorously. The Company filed a motion to
dismiss on June 4, 2002, which was heard by the Court on September 13, 2002. On December 11, 2002, the Court granted the
Company's motionto dismiss for failure to state a cause of action, with leave to plaintiffs to amend their complaint within thirty days.

The Companyis subject to certain other legal proceedings and claims that have arisen in the ordinary course ofbusiness and have not
been fully adjudicated. In the opinion of management, the Company does nothave a potential liability related to any currentlegal
proceedings and claims that would have a material adverse effect on its financial condition, liquidity or results of operations. However,
the results of legal proceedings cannot be predicted with certainty. Should the Companyfail to prevail in any of these legal matters or
should several of these legal matters be resolved against the Company in the same reporting period,the operating results of a particular
reporting period could be materially adversely affected.

The parliament of the European Union is working on finalizing the Waste Electrical and Electronic Equipment Directive (the
Directive). The Directive makes producersofelectrical goods, including personal computers, financially responsible for the collection,
recycling, and safe disposal of past and future products. The Directive must now be approved and implemented by individual European
Union governments by June 2004, while the producers' financial obligations are scheduled to start June 2005. The Company's potential
liability resulting from the Directive related to past sales of its products and expenses associated with future sales of its product may be
substantial. However, becauseit is likely that specific laws, regulations, and enforcementpolicies will vary significantly between
individual European memberstates, it is not currently possible to estimate the Company's existingliability or future expenses resulting
from the Directive. As the European Union andits individual memberstates clarify specific requirements and policies with respect to
the Directive, the Companywill continue to assess its potential financial impact. Similar legislation may be enacted in other
geographies, including federal andstate legislation in the United States, the cumulative impact of which could besignificant.
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Note 11—Segment Information and Geographic Data

The Company managesits business primarily on a geographic basis. The Company's reportable segments are comprised of the
Americas, Europe, Japan, and Retail. The Americas segment includes both North and South America, except for the activities of the
Company's Retail segment. The Europe segment includes European countries as well as the Middle East and Africa. The Japan segment
includes only Japan. The Retail segment operates Apple-ownedretail stores in the United States. Other operating segments include
Asia-Pacific, which includes Australia and Asia except for Japan, and the Company's subsidiary, Filemaker, Inc. Each reportable
geographic operating segment provides similar products and services, and the accounting policies of the various segments are the same
as those described in the Summary of Significant Accounting Policies in Note 1, except as described below for the Retail segment.

The Company evaluates the performance of its operating segments based on net sales and operating income. Net sales for geographic
segments are based on the location of the customers. Operating income for each segment includes revenue from third-parties, cost of
sales, and operating expenses directly attributable to the segment. Operating income for each segment excludes other income and
expense and certain expenses that are managed outside the operating segments. Costs excluded from segment operating incomeinclude
various corporate expenses, manufacturing costs not included in standard costs, income taxes, and various nonrecurring charges.
Corporate expenses include research and development, corporate marketing expenses, and other separately managed general and
administrative expenses including certain corporate expenses associated with support of the Retail segment. The Company does not
include intercompanytransfers between segments for managementreporting purposes. Segment assets exclude corporate assets.
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Corporate assets includecash,short-term and long-term investments, manufacturing facilities, miscellaneous corporate infrastructure,
goodwill and other acquired intangible assets, and retail store construction-in-progress which is not subject to depreciation. Except for
the Retail segment, capital expenditures for long-lived assets are not reported to management by segment. Capital expenditures by the
Retail segment were $106 million in 2002 and $92 million in 2001.

Operating incomefor all segments except Retail includescostof sales at standard cost. Certain manufacturing expensesandrelated
adjustments not included in segmentcost ofsales, including variances between standard and actual manufacturing costs and the mark-
up above standard cost for product supplied to the Retail segment, are included in corporate expenses.

To assess the operating performanceofthe Retail segment several significant items are includedin its results for internal management
reporting that are not included in results of the Company's other segments. First, cost of sales for the Retail segment includes a mark-up
above the Company's standard cost to approximate the price normally charged to the Company's major channel partners in the United
States. For the twelve-month period ended September 28, 2002 and September 29, 2001, this resulted in the recognition of additional
cost of sales above standard cost by the Retail segment and an offsetting benefit to corporate expenses of approximately $52 million
and $4 million, respectively. Second, the Retail segment includes in its net sales proceeds from sales of the Company's extended
warranty and support contracts. This treatment is consistent with how the Company's major channel partners accountforthe sale of the
Company's extended warranty and support contracts. Because the revenuefrom these contracts has yet to be earned by the Company, an
offset to this amountis reflected as a decrease in other segments' net sales. For the twelve-month period ended September 28, 2002, this
resulted in the recognition ofadditional net sales by the Retail segment, and an offsetting reduction to other segments’ net sales of
$4.8 million. This amount wasinsignificant in 2001. Third, a portion of the operating expenses associated with certain high profile
retail stores are allocated from the Retail segment to corporate marketing expense. Allocation of these expensesreflects the unique
nature of these stores which, given their larger size and extraordinary design elements, function as vehicles for general corporate
marketing, corporate events, and brand
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awareness. Allocated operating costs are those in excess of operating costs incurred by one of the Company's more typicalretail
locations. Stores were open in two such high profile locations in New York and Los Angeles as of September 28, 2002, both of which
were opened in fiscal 2002. Expenses allocated to corporate marketing resulting from the operations of these two stores was $1 million
in 2002.

Summary information by operating segment follows (in millions):

2002 2001 2000

Americas:

Netsales $ 3,088 $ 2,996 $ 4,298

Operating income $ 280=$ 133 $ 614
Depreciation and amortization $ 4 § 4 $ 5
Segmentassets(a) $ 395 §$ 334 $ 618

Europe:
Netsales $ 1,251 $ 1,249 $§ 1,817

Operating income $ 122 $ 68 $ 243
Depreciation and amortization $ 4 $ 6 § 4
Segmentassets $ 165 $ 137 $ 248

Japan:
Netsales $ 710 =$ 713°=$ 1,345

Operating income $ 140 $ 98 $ 352
Depreciation and amortization $ 2 $ 2 $ 2
Segmentassets $ 50 $ 44 $ 137

Retail:

Netsales $ 283 $ 19 —_

Operating income $ (22) $ (21) —
Depreciation and amortization(b) $ 16 §$ 2 —
Segmentassets(b) $ 141 §$ 46 —
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Other Segment:
Net sales $ 410 $ 386 $ 523

Operating income $ 88 § 63 $ 137
Depreciation and amortization $ 2 $ 2 $ 3
Segmentassets $ 67=§$ 70=$ 95aeaneeenncaenn seat ad 

(a) The Americasasset figures do not include fixed assets held in the United States. Such fixed assets are not allocated
specifically to the Americas segmentand are included in the corporate assets figures below.

(b) Retail segment depreciation and asset figures reflect the cost and related depreciation ofits retail stores and related
infrastructure. Retail store construction-in-progress, which is not subject to depreciation, is reflected in corporate assets.
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A reconciliation of the Company's segment operating income, and assets to the consolidated financial statements follows (in millions):

2002 2001 2000

Segmentoperating income $ 608 §$ 341 $ 1,346
Corporate expenses, net (562) (674) (726)
Purchased in-process research and development qd) qd) —
Restructuring costs | (30) — (8)
Executive bonus 2 — (90)

Consolidated operating income $ 17 $ (344 $ 522

Segmentassets $ 818 §$ 630 $ 1,098
Corporate assets $ 5,480 $ 5,391 $ 5,705

Consolidated assets $ 6,298 $ 6,803 
Segmentdepreciation and amortization $ 28 §$ 16 $ 14
Corporate depreciation and amortization 90 86 70

Consolidated depreciation and amortization $ 118 $ 102 $ 84
 

A large portion of the Company's netsales is derived from its international operations. Also, a majority of the raw materials used in the
Company's products is obtained from sources outside of the United States, and a majority of the products sold by the Companyis
assembled internationally in the Company's facilities in Cork, Ireland and Singapore or by third-party vendors in Taiwan, Korea,
Mexico, the People's Republic of China, and the Czech Republic. As a result, the Companyis subject to risks associated with foreign
operations, such as obtaining governmental permits and approvals, currency exchangefluctuations, currencyrestrictions,political
instability, labor problems, traderestrictions, and changes in tariff and freight charges. During 2000, a single distributor, Ingram
Micro Inc. accounted for approximately 11.5% of the Company's net sales. Net sales during 2000 to Ingram Micro Inc.in the Americas
and Europe segments were $651 million and $255 million, respectively. Net sales to Ingram Micro Inc.in all other segments were
$14 million. No other single customer accounted for more than 10% ofnet sales in 2000. No single customer accounted for more than
10% ofnet sales in 2002 or 2001.
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Net sales and long-lived assets related to operations in the United States, Japan, and other foreign countries are as follows (in millions):
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2002 2001 2000

NetSales:

United States $ 3,272 $ 2,936 $ 4,145
Japan 710 713 1,345
Other Foreign Countries 1,760 ; 1,714 2,493

Total Net Sales $ 5,742 $ 5,363 $ 7,983

Long-Lived Assets:
United States $ 561 §$ 498 $ 387

Japan 2 3 5
Other Foreign Countries 69 77 52

Total Long-Lived Assets $ 632 $ 444

Information regarding net sales by product is as follows (in millions):

2002 2001 2000

NetSales:

Power Macintosh(a) $° 1,380 $ 1,664 §$ 2,747
PowerBook 831 $13 948

iMac 1,448 1,117 2,381
iBook 875 809 809

Software, Service, and Other Net Sales 1,208 960 1,098

Total Net Sales $ 5,742 $ 5,363 $ 7,983

(a) Includes server sales and amounts previously reported as G4 Cube.
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Note 12—-Earnings Per Common Share

The following table sets forth the computation of basic and diluted earnings per share (in thousands, except net income(loss) and
per share amounts):

 

  

September28, September 29, September30,

For the Years Ended 2002 2001 2000

Numerator (in millions):

Income(loss) before accounting change $ 65 § G87) $ 786SEa EeeS & ee

Denominator:

Weighted-average shares outstanding 355,022 345,613 324,568

Effect of dilutive securities:

Convertible preferred stock — — 17,914
Dilutive options 6,763 —_ 17,842   

Dilutive potential common shares 6,763 — 35,756

http://www.sec.gov/Archives/edgar/data/320193/000104746902007674/a2096490z10-k.htm 8/27/2010



Page 71 of 87

SEREDIRECTS AERERE ERORTTETRE

Denominator for diluted earnings (loss) per share 361,785 345,613 360,324

Basic earnings (loss) per share before accounting
change $ 0.18 $ (0.11) $ 2.42

Cumulative effect of accounting change, net of tax — $§$ 0.04 —

Basic earnings (loss) per share after accounting

 
change $ 0.18 §$ (0.07) $ 2.42

Diluted earnings (loss) per share before accounting
_ change $ 0.18 $ (0.11) $ 2.18

Cumulative effect of accounting change, net of tax — § 0.04 —

Diluted earnings (loss) per share after accounting
change $ 0.18 §$ (0.07) $ 2.18
 

Options to purchase 101.8 million shares of common stock were outstanding at the end of 2002 that were not includedin the
computation of diluted earnings per share for that year because the options’ exercise price was greater than the average marketprice of
the Company's commonsharesfor that year and, therefore, the effect would be antidilutive. At September 29, 2001, the Company had
options to purchase 97.2 million shares of its commonstock outstanding, all of which were excluded from the computation of diluted
loss per share for 2001 because the effect would have been antidilutive. Options to purchase 2.5 million shares of common stock were
outstanding at the end of 2000 that were not included in the computation of diluted earnings per share for that year because the options’
exercise price was greater than the average market price of the Company's commonsharesfor that year and, therefore, the effect would
be antidilutive.

Note 13—Related Party Transactions

Mr. Jerome York, a memberof the Board of the Directors of the Company, is a member of an investment group that purchased
MicroWarehouse,Inc. ("Micro Warehouse") in January 2000. He also serves as its Chairman, President and Chief Executive Officer.
MicroWarehouseis a multi-billion dollar specialty catalog and online retailer and direct marketer of computer products, including
products made by the
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Company, through its MacWarehouse catalog. MicroWarehouse accounted for 3.3% and 2.89% of the Company's net sales in 2002 and
2001, respectively. Trade receivables from MicroWarehouse were $20.9 million and $7.6 million as of September 28, 2002, and
September 29, 2001, respectively. These receivables are subject to the samecredit risk as the Company's other trade receivables. In
addition, the Company purchases miscellaneous equipment and supplies from MicroWarehouse. Total purchases amounted to
approximately $2.9 million in 2002 and $3.4 million in 2001.

In March 2002, the Company entered into a Reimbursement Agreement with its Chief Executive Officer, Mr. Steven P. Jobs, for the
reimbursement of expenses incurred by Mr. Jobs in the operation of his private plane when used for Apple business. The
Reimbursement Agreementis effective for expenses incurred by Mr. Jobs for Apple business purposes since he took delivery of the
plane in May 2001. During 2002, the Company recognized a total of $1,168,000 in expenses pursuantto this reimbursement agreement
related to expenses incurred by Mr. Jobs during 2001 and 2002.

In connection with a relocation assistance package, the Company loaned Mr. Ronald B. Johnson, Senior Vice President, Retail,
$1.5 million for the purchase of his principal residence. The loan is secured by a deed of trust and is due and payable in May 2004.
Underthe terms of the loan, Mr. Johnson agreed that should he exercise any of his stock options prior to the due date of the loan, that
he would pay the Company an amount equal to the lesser of (1) an amount equal to 50% ofthe total net gain realized from the exercise
of the options; or (2) $375,000 multiplied by the numberofyears between the exercise date and the date of the loan.

Note 14—Selected Quarterly Financial Information (Unaudited)

Fourth Quarter Third Quarter Second Quarter First Quarter
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 Le npcRNCEN RearRERARRTAANA, BRERAPEELE

(Tabular amounts in millions, except per share amounts)

2002

Netsales $ 1,443 § 1,429 $§ 1,495 § 1,375
Gross margin $ 381 § 391 §$ 409 §$ 422
Net income(loss) $ (45) §$ 32 §$ 40 § 38
Earnings (loss) per commonshare:

Basic $ (0.13) $ 0.09 § 0.11 $ 0.11

Diluted $ (0.13) $ 0.09 § O11 § 0.11

2001

Net sales $ 1,450 § 1,475 $ 1431 § 1,007
Gross margin $ 437 § 434 § 385 $ (21)
Net income(loss) $ 66=§ 61 § 43 $ (195)
‘Earnings (loss) per common share:

Basic $ 0.19 $ 0.17=§$ 0.12 § (0.58)
Diluted $ 0.19 § 0.17 $ 0.12 $ (0.58)

Basic and diluted earnings per share are computed independently for each of the quarters presented. Therefore, the sum of quarterly
basic and diluted per share information may not equal annualbasic and diluted earnings pershare.

Net incomefor the fourth quarter of 2002 included several non-recurring items, net of tax: the write-down of certain equity investments
totaling $49 million; a restructuring charge of $4 million; an in-process research and development charge of approximately $1 million;
and the reversal of a portion of a previous

87

 

executive compensation expenseresulting in a favorable impact of $2 million. Net income forthe first quarter of 2002 included a
restructuring charge, net of tax, $18 million. Net income duringthe first quarter of 2002 also included gains, net of tax, of $17 million
related to non-current investments. ,

Net income during the fourth, third, second, and first quarters of 2001 included after-tax net gains related to non-current investments of
$1 million, $8 million, $4 million, and $41 million, respectively. Net income for the third quarter of 2001 included anafter-tax charge
for purchased IPR&D of $8 million associated with the Company's acquisition of PowerSchool. Net incomefor the first quarter of 2001
includes an after-tax favorable cumulative-effect-type adjustment for the adoption of SFAS No. 133 of $12 million.

Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

Notapplicable.

 

REPORT OF INDEPENDENT AUDITORS

The Board of Directors and Shareholders

Apple Computer, Inc.:

Wehaveaudited the accompanying consolidated balance sheets of Apple Computer, Inc. and subsidiaries as of September 28, 2002 and
September 29, 2001, and the related consolidated statements of operations, shareholders’ equity, and cash flows for each of the years in
the three-year period ended September 28, 2002. These consolidated financial statements are the responsibility of the Company's
management. Our responsibility is to express an opinion on these consolidated financial statements based on ouraudits,

Weconducted our audits in accordance with auditing standards generally accepted in the United States of America. Those standards
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require that we plan 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 well as evaluating
the overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to above presentfairly, in all material respects, the financial position of
Apple Computer,Inc. and subsidiaries as of September 28, 2002 and September 29, 2001, and the results of their operations and their
cash flows for each ofthe years in the three-year period ended September 28, 2002, in conformity with accounting principles generally
accepted in the United States of America.

Asdiscussed in Note 1 to the consolidated financial statements, the Company changed its method of accounting for goodwill in 2002
and changed its method of accounting for derivative instruments and hedging activities in 2001.

KPMG LLP

Mountain View, California
October 15, 2002

 

PART HI

Item 10. Directors and Executive Officers of the Registrant

Directors

Listed below are the Company's five directors whose terms expireat the next annual meeting of shareholders.

Name Position With the Company Age Director Since

William V. Campbell Director 62 1997
Millard S. Drexler Director 58 1999
Steven P. Jobs Director and Chief Executive Officer 47 1997
Arthur D. Levinson Director $2 2000
Jerome B. York Director 64 1997

William V. Campbell has been Chairman ofthe Board of Directors of Intuit, Inc. (Intuit) since August 1998. From September 1999 to
January 2000, Mr. Campbell acted as Chief Executive Officer of Intuit. From April 1994 to August 1998, Mr. Campbell was President
and Chief Executive Officer and a director of Intuit. From January 1991 to December 1993, Mr. Campbell was President and Chief
Executive Officer of GO Corporation. Mr. Campbell also serves on the board of directors of SanDisk Corporation and Loudcioud,Inc.

Millard S. Drexler was Chief Executive Officer of Gap Inc. from 1995 and President from 1987 until September 2002. Mr. Drexler
was also a memberofthe Board of Directors of Gap Inc. from November 1983 until October 2002. He also served as the President of
the Gap Division from 1983 to 1987.

Steven P. Jobs is one of the Company's co-founders and currently serves as its Chief Executive Officer. Mr. Jobsis also the Chairman
and Chief Executive Officer of Pixar Animation Studios. In addition, Mr. Jobs co-founded NeXT Software, Inc. (NeXT) and served as
the Chairman and Chief Executive Officer ofNeXT from 1985 until 1997 when NeXT was acquired by the Company.

Arthur D. Levinson, Ph.D. has been President, Chief Executive Officer and a director of Genentech Inc. (Genentech) since July 1995.
Dr. Levinson has been Chairmanofthe Board of Directors of Genentech since September 1999. He joined Genentech in 1980 and
served in a numberof executive positions, including Senior Vice President of R&D from 1993 to 1995.

Jerome B. York is Chairman and Chief Executive Officer of Micro Warehouse,Inc. Previously, he was Vice Chairman of Tracinda
Corporation from September 1995 to October 1999. In May 1993, he joined International Business Machines Corporation (/BM) as
Senior Vice President and Chief Financial Officer, and he served as a director of IBM from January 1995 to August 1995. Prior to
joining IBM,Mr. York served in a numberof executive positions at Chrysler Corporation, including Executive Vice President-Finance
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and Chief Financial Officer from May 1990 to May 1993. Healso servedas a director of Chrysler Corporation from 1992 to 1993.
Mr. York is also a director of Tyco International Ltd. and Metro-Goldwyn- Mayer,Inc.

In September 2002, LawrenceJ. Ellison resigned as a director. Mr. Ellison had servedas a director since 1997.

Executive Officers

The following sets forth certain information regarding executive officers of the Company. Information pertaining to Mr. Jobs, whois
both a director and an executive officer of the Company, may be foundin the section entitled "Directors."

90

 Iae NODE  

Fred D. Anderson, Executive Vice President and Chief Financial Officer (age 58), joined the Company in April 1996. Prior to joining
the Company, Mr. Anderson was Corporate Vice President and Chief Financial Officer of Automatic Data Processing, Inc., a position
he held from August 1992 to March 1996. Mr. Anderson also serves as a director of 3Com Corporation.

Timothy D. Cook, Executive Vice President, Worldwide Sales and Operations (age 42), joined the Company in February 1998. Prior
to joining the Company, Mr. Cook held the position of Vice President, Corporate Materials for Compaq Computer Corporation
(Compaq). Previous to his work at Compaq, Mr. Cook was the Chief Operating Officer of the Reseller Division at Intelligent
Electronics. Mr. Cook also spent 12 years with IBM, most recently as Director of North American Fulfillment.

NancyR. Heinen, Senior Vice President, General Counsel and Secretary (age 46), joined the Company in September 1997. Prior to
joining the Company, Ms. Heinen heldthe position of Vice President, General Counsel and Secretary of the Board of Directors at
NeXTfrom February 1994 until the acquisition of NeXT by the Company in February 1997.

Ronald B. Johnson, Senior Vice President, Retail (age 44), joined the Company in January 2000. Prior to joining the Company,
Mr. Johnson spent 10 years with Target Stores, most recently as Senior Merchandising Executive.

Peter Oppenheimer, Senior Vice President of Finance and Corporate Controller (age 40), joined the Companyin July 1996.
Mr. Oppenheimeralso served with the Companyin the position of Vice President and Corporate Controller and as Senior Director of
Finance for the Americas. Prior to joining the Company, Mr. Oppenheimer was CFOofone ofthe four business units for Automatic
Data Processing (ADP). Prior to joing ADP, Mr. Oppenheimerspent six years in the Information Technology Consulting Practice
with Coopers and Lybrand.

Jonathan Rubinstein, Senior Vice President, Hardware Engineering (age 46), joined the Company in February 1997. Before joining
the Company, Mr. Rubinstein was Executive Vice President and Chief Operating Officer of FirePower Systems Incorporated, from
May 1993 to August 1996. Mr. Rubinstein also serves as a member of the Board of Directors of Immersion Corporation.

Philip W. Schiller, Senior Vice President, Worldwide Product Marketing (age 42), rejoined the Company in 1997. Priorto rejoining.
the Company, Mr. Schiller was Vice President of Product Marketing at Macromedia,Inc. from December 1995 toMarch 1997 and was
Director of Product Marketing at FirePower Systems, Inc. from 1993 to December 1995. Prior to that Mr. Schiller spent six years at the
Company in various marketing positions.

Sina Tamaddon,Senior Vice President, Applications (age 45), joined the Company in September 1997. Mr. Tamaddonhasalso served
with the Companyin the position of Senior Vice President Worldwide Service and Support, and Vice President and General Manager,
Newton Group. Before joining the Company, Mr. Tamaddonheld the position of Vice President, Europe with NeXT from
September 1996 through March 1997. From August 1994 to August 1996, Mr. Tamaddonheld the position of Vice President,
Professional Services with NeXT.

Avadis Tevanian, Jr., Ph.D., Senior Vice President, Software Engineering (age 41), joined the Company in February 1997 upon the
Company's acquisition of NeXT. With NeXT, Dr. Tevanian held several positions, including Vice President, Engineering, from
April 1995 to February 1997. Prior to April 1995, Dr. Tevanian worked as an engineer with NeXTand held several management
positions.

Section 16(a) Beneficial Ownership Reporting Compliance

Section 16(a) of the Securities Exchange Act of 1934, as amended, requires the Company'sofficers and directors, and persons who own
more than ten percent ofa registered class of the Company's equity securities, to file reports of securities ownership and changesin
such ownership with the Securities and Exchange Commission (the "SEC"). Officers, directors and greater than ten percent
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shareholders also are

91

required by rules promulgated by the SEC to furnish the Company with copies of all Section 16(a) formstheyfile.

Based solely upon a review ofthe copies of such forms furnished to the Company or written representations that no Forms 5 were
required, the Companybelievesthat, during fiscal year 2002, its officers, directors and greater than ten percent beneficial owners
complied with all applicable Section 16(a) filing requirements.

Item 11. Executive Compensation

Information Regarding Executive Compensation

The following table summarizes compensation information for the last three fiscal years for (i) Mr. Jobs, Chief Executive Officer and
(ii) the four most highly compensated executive officers other than the Chief Executive Officer who were serving as executive officers
of the Companyat the end ofthe fiscal year (collectively, the Named Executive Officers).

SUMMARY COMPENSATION TABLE

 

Long-Term

Annual Compensation Compensation

- : Securities Underlying All Other
Fiscal Salary Bonus Options* Compensation

Nameand PrincipalPosition Year (3) (3) ® (3)

Steven P. Jobs 2002 1 2,268,698(1) 7,500,000 1,302,795(1)
Chief Executive Officer 2001 1 43,511,534(1) _ 40,484,594)

2000 1 20,000,000 —

Fred D. Anderson 2002 656,631 — — 11,000(2)
Executive Vice President and Chief Financial 2001 657,039 — 1,000,000 7,312(2)
Officer 2000 660,414 — — 6,750(2)

Timothy D. Cook 2002 563,829 — — 8,025(2)
Executive Vice President, Worldwide Sales 2001 452,219 500,000(3) 1,000,000 7,875(2)
and Operations 2000 451,673 — —_ 6,352(2)

Jonathan Rubinstein 2002 452,588 — — 9,996(2)
Senior Vice President, Hardware Engineering 2001 469,737 — 1,000,000 7,875(2)

2000 451,949 — — 6,577(2)

Avadis Tevanian, Jr. Ph.D 2002 492,212 — — 10,700(2)
Senior Vice President, Software Engineering 2001 460,873 500(4) 1,000,000 10,200(2)

2000 451,673 — —_ 10,200(2) 

69) In December 1999, Mr. Jobs was given a special executive bonus for serving as the Company's interim Chief Executive Officer
for past services, in the form ofan aircraft with a total cost to the Company of approximately $90,000,000. This amount was
previously reported as a bonusforfiscal year 2000 in the Company's 2000 Form 10-K and 2000 Proxy Statement. Because the
aircraft was transferred to Mr. Jobs in 2001, the amount of approximately $43.5 million paid by the Company during fiscal year
2001 towards the purchase ofthe plane andthe related tax assistance of approximately $40.5 million was reported as income to
Mr. Jobs. In fiscal 2002, approximately $2.27 million paid by the Company towards the purchase of the plane and
approximately $1.3 million in related tax assistance was reported as income to Mr. Jobs. Accordingly, the $90 million
previously reported as a bonus in 2000 has been removed from the table above, and the amounts reported as taxable income by
Mr. Jobs related to the aircraft during each offiscal 2001 and 2002 is reported as compensation.
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(2) Consists of matching contributions made by the Company in accordance with the terms of the 401(k) plan.

(3) Aspecial executive bonus was given to Mr. Cook for accepting the position of Senior Vice President, Worldwide Sales
Service & Support in addition to holding the position of Senior Vice President Operations. In January 2002, Mr. Cook was
named Executive Vice President, Worldwide Sales and Operations.

(4) Patent award.

EEERLUTRIE I ESSESODETEIE  

Option Grantsin Last Fiscal Year

The following table provides information about option grants to the Named Executive Officers during fiscal year 2002.

OPTION GRANTSIN LAST FISCAL YEAR

Individual Grants
ERNEERSEETUDELBETCESTEEE LESSBR OTTECTT ECTIRED, 

Potential Realizable Value at Assumed Annual

 

Numberof Rates of Stock Price Appreciation for Option Term

Securities Percent of Total 8)Underlying Options Granted Exercise or
Options to Employeesin Base Price teRESTSRSA

Name Granted (#) Fiscal Year(1) ($/Sh)(2) Expiration Date 5% (8) 10% ($)

Steven P. Jobs 7,500,000 32.27% $ 18.30 10/19/2011 $ 86,315,788 $ 218,741,153
Fred D. Anderson — — — — — _

Timothy D. Cook — — — — _— _
Jonathan Rubinstein — — — — — —

Avadis Tevanian, Jr. — — — — —_ —‘RaaeetoaANADONNY

qd) Based on an aggregate of 23,239,444 options granted to all employees during fiscal year 2002. Options granted in fiscal year
2002 typically vest over four years in sixteen equal quarterly increments. Options granted to executive officers including those
granted to the Named Executive Officers typically vest in four equal annual installments commencingonthefirst anniversary of
the date of grant. Of the options granted to Mr. Jobs, 25% were vested as of the date of grant and the remaindervest in three
equal annual installments commencing on the first anniversary ofthe date of grant.

(2) All options were grantedat an exercise price equal to the fair market value based on the closing market value of Common Stock
on the Nasdaq National Market on the date of grant.

G) Potential gainsare net of exercise price, but before taxes associated with exercise. These amounts represent certain assumed
rates of appreciation only, based on SECrules, and do not represent the Company's estimate or projection ofthe price of the
Company's stock in the future. Actual gains, if any, on stock option exercises depend uponthe actual future price of Common
Stock and the continued employmentof the option holders throughout the vesting period. Accordingly, the potential realizable
values set forth in this table may not be achieved.

 

Options Exercised and Year-End Option Holdings

The following table provides information about stock option exercises by the Named Executive Officers during fiscal year 2002 and
stock options held by each of them at fiscal year-end.

AGGREGATED OPTION EXERCISES IN THE LAST FISCAL YEAR
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Value of Unexercised
In-the-Moncy Options at Fiscal Year-End

 

   

Year-End (#) ($)@)

Shares essere stEERSTEESEOSES
Acquired on

Name Exercise (#) Value Realized ($)(1) Exercisable Unexercisable Exercisable Unexercisable

Steven P. Jobs — — 21,935,000(3) 5,625,000 $ 193,200 $ 0
Fred D. Anderson 583,332 $ 10,122,169 600,000 1,350,000 $ 0$ 0
Timothy D. Cook 700,000 $ 10,710,393 250,000 1,350,000 $ 0 $ 0
Jonathan Rubinstein — — 1,050,000 1,350,000 $ 3,960,000 $ 0
Avadis Tevanian,Jr. 87,920 $ 1,514,782 1,050,000 1,350,000 $ 2,996,283 $ 0 saree 

qd) Market value of underlying securities (based on the fair market value of Common Stock on the Nasdaq National Market) at the
time of exercise, minus the exercise price.

(2) Marketvalue ofsecurities underlying in-the-money options at the endoffiscal year 2002 (based on $14.72 per share, the
closing price of CommonStock on the Nasdaq National Market on September 28, 2002), minus the exerciseprice.

(3) _ Includes 60,000 options granted to Mr. Jobs in his capacity as a director pursuant to the 1997 Director Stock Option Plan.

Director Compensation

In 1997, the Company endedits practice of paying cash retainers and fees to directors, and approved the Apple Computer,Inc. 1997
Director Stock Option Plan (the Director Plan). The Director Plan was approved by the shareholders in April 1998 and 800,000 shares
have been reserved for issuance under the Director Plan. Pursuant to the Director Plan, the Company's non-employeedirectors are
granted an option to acquire 30,000 shares of CommonStock upon theirinitial election to the Board (Initial Options). On the fourth
anniversary of a non-employee director's initial election to the Board and on each subsequent anniversary, the director will be entitled to
receive an option to acquire 10,000 shares of Common Stock (Annual Options). Initial Options vest and becomeexercisable in equal
annualinstallments on each ofthe first through third anniversaries of the date of grant. Annual Options are fully vested and
immediately exercisable on their date of grant. As of the end ofthe fiscal year, there were options for 360,000 shares outstanding under
the Director Plan. Since accepting the position of CEO, Mr. Jobsis no longer eligible for grants under the Director Plan.

Compensation Committee Interlocks and Insider Participation

The current members of the Compensation Committee are Messrs. William V. Campbell, Millard S. Drexler and Arthur B. Levinson,
none ofwhom are employees of the Companyandall of whom are considered "independent" directors under the applicable NASDAQ
rules. During fiscal 2002, William V. Campbell, Arthur D. Levinson and Jerome B. York served as membersof the Compensation
Committee, none of whom were employees of the Company. No person who was an employee of the Companyin fiscal year 2002
served on the Compensation Committee. During fiscal year 2002, Mr. Jobs served as a director of Gap Inc. ("Gap") (though not on the
compensation committee of that board of directors) and Mr. Drexler served as a director of the Company. Mr. Jobs resigned as a
director of Gap in September 2002. Mr. Drexler resigned as president and CEO of Gap in September 2002 andresigned as a

94

SeeNORTEIPON 

director of Gap in October 2002. Subsequently, in November 2002, Mr. York resigned from the committee, and Mr. Drexler was
appointed as a memberofthe Compensation Committee. No executive officer of the Company (i) served as a memberofthe
compensation committee (or other board committee performing similar functions or, in the absence of any such committee, the board of
directors) of another entity, one of whose executive officers served on the Company's Compensation Committee,(ii) served as a
director of another entity, one of whose executive officers served on the Company's Compensation Committee,or (iti) served as a
memberof the compensation committee (or other board committee performing similar functionsor, in the absence of any such
committee, the board of directors) of another entity, one of whose executive officers served as a director of the Company.

Item 12. Security Ownership of Certain Beneficial Owners and Management
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The following table sets forth certain information as of October 31, 2002 (the "Table Date") with respect to the beneficial ownership of
the Company's CommonStock by(i) each person the Company believes beneficially holds more than 5% of the outstanding shares of
CommonStock; (ii) each director; (iii) each Named Executive Officer listed in the Summary Compensation Table under the heading
"Executive Compensation;" and(iv) all directors and executive officers as a group. On the Table Date, 359,007,837 shares of
Common Stock were issued and outstanding. Unless otherwise indicated, all persons named as beneficial owners of Common Stock
have sole voting power andsole investment power with respect to the shares indicated as beneficially owned.

Security Ownership of Directors, Nominees and Executive Officers

Shares of Common Stock

    

Percent of Common

Nameof Beneficial Owner Beneficially Owned(1) Stock Outstanding

Lord, Abbett & Co 29,381,015(2) 7.56%
Steven P. Jobs 23,810,002(3) 6.22%
Fred D. Anderson 602,672(4) *
William V. Campbell 80,502(5) *
Timothy D. Cook 253,091(6) *
Millard 8. Drexler 80,000(7) *
Arthur D. Levinson 221,600(8) *
Jonathan Rubinstein 1,058,275(9) *
Avadis Tevanian, Jr. 1,051,252(10) *
Jerome B. York 100,000(5) *
All executive officers and directors as a group
(14 persons) 29,376,803 7.56% 

(1) Represents shares of CommonStock held and/oroptions held by such individuals that were exercisable at the Table Date or
within 60 days thereafter.

Q) Based on a Form 13F-HR/Afiled October 10, 2002 by Lord, Abbett & Co., 767 Fith Avenue, New York, NY 10153.

(3) Includes 23,810,000 shares of Common Stock which Mr. Jobs hasthe right to acquire by exercise of stock options.

(4) Includes 600,000 shares of Common Stock which Mr. Anderson has the right to acquire by exercise of stock options.

(5) Includes 80,000 shares of Common Stock which Messrs. Campbell and York each havethe right to acquire by exercise of stock
options.

 

(6) Includes 250,000 shares of Common Stock which Mr. Cookhas the right to acquire by exercise of stock options.

(7) Includes 60,000 shares of Common Stock which Mr. Drexler hasthe right to acquire by exercise of stock options.

(8) Includes 1,400 shares of Common Stock which Mr. Levinson holds indirectly and 20,000 shares of Common Stock which
Mr. Levinsonhasthe right to acquire by exercise of stock options.

(9) Includes 1,050,000 shares of Common Stock which Mr. Rubinstein has the right to acquire by exercise of stock options.

(10) Includes 1,050,000 shares of Common Stock which Dr. Tevanian hasthe right to acquire by exercise of stock options.

* Represents less than 1% ofthe issued and outstanding shares of CommonStock onthe Table Date.

Equity Compensation Plan Information

The following table sets forth certain information, as of September 28, 2002, concerning shares of common stock authorized for
issuance underall of the Company's equity compensation plans(shares in thousands).-
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(c)
Numberof Securities Remaining

  

(a) (b) Available for Future Issuance
NumberofSecurities to be Weighted Average Under Equity Compensation Plans

Issued Upon Exercise of Exercise price of (Excluding Securities Reflected in

Options Outstanding Options Column(a))

Equity compensation plans approved by
shareholders 44,867 § 29.75 74970)

Equity compensation plans not approved by
shareholders 64,563 $ 27.07 1,221(2)
 SDDTSSETUDEPINTS

Total equity compensation plans 109,430 $ 28.17 8,71
 

 

qd) This numberincludes 2,146,906 shares of commonstock reserved for issuance under the Employee Stock Purchase Plan,
360,000 shares available for issuance under the 1997 Director Stock Option Plan and 4,989,890 shares available for issuance
under the 1998 Executive Officer Stock Plan. It does not include shares under the 1990 Stock Option Plan which was terminated
in 1997. No new options can be granted under the 1990 Stock Option Plan.

(2) Reflects shares authorized for future issuance under the 1997 Employee Stock Option Plan.

1997 Employee Stock Option Plan

In August 1997, the Company's Board of Directors approved the 1997 Employee Stock Option Plan (the 1997 Plan), a non-shareholder
approvedplan for grants of stock options to employees who are notofficers of the Company. Options may be granted underthe 1997
Plan to employees atnot less than the fair market value on the date of grant. These options generally become exercisable over a period
of 4 years, based on continued employment, and generally expire 10 years after the grant date.

Change In Control Arrangements—Stock Options

In the event of a "changein control" of the Company,all outstanding options under the Company's stock option plans, except the
Director Plan, will, unless otherwise determined by the plan administrator, become exercisable in full, and will be cashed outat an
amountequalto the difference between the applicable "change in control price" and the exercise price. The Director Plan providesthat
upon a

  

"changein control" of the Company,all unvested options held by non-employee directors will automatically become fully vested and
exercisable and will be cashed out at an amount equal to the difference between the applicable "change in control price" and the
exercise price of the options. A "change in control" underthese plans is generally defined as (4) the acquisition by any person of 50% or
more of the combined voting power of the Company's outstanding securities or (ii) the occurrence of a transaction requiring shareholder
approval and involvingthe sale ofall or substantially all of the assets of the Company or the merger of the Company with orinto
another corporation.

In addition, options granted to the Named Executive Officers generally provide that in the event there is a "changein control", as
defined in the Company's stock option plans, and if in connection with or following such "change in control", their employmentis
terminated without "Cause"or if they should resign for "Good Reason", those options outstanding that are not yet vested and
exercisable as of the date of such "change in control" shall become fully vested and exercisable. Generally, "Cause" is defined to
include a felony conviction, willful disclosure of confidential information or willful and continued failure to perform hisor her
employment duties. “Good Reason” includes resignation of employmentasa result of a substantial diminution in position or duties, or
an adverse changeintitle or reduction in annual base salary.

item 13. Certain Relationships and Related Transactions

In connection with a relocation assistance package, the Company loaned Mr. Johnson (Senior Vice President, Retail) $1,500,000 for the
purchaseofhis principal residence. The loan is secured by a deed oftrust and is due and payable in May 2004. Under the terms ofthe
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loan, Mr. Johnson agreed that should he exercise any of his stock optionsprior to the due date ofthe loan, that he would pay the
Company an amountequalto the lesser of (1) an amount equal to 50% ofthe total net gain realized from the exercise ofthe options; or
(2) $375,000 multiplied by the numberofyears between the exercise date and the date of the loan. The largest amount ofthe
indebtedness outstanding on this loan during fiscal year 2002 was $1,500,000.

Mr. Jerome York, a memberof the Board of the Directors of the Company, is a memberofan investment group that purchased
MicroWarehouse,Inc. (MicroWarehouse) in January 2000. Healso serves as its Chairman, President and Chief Executive Officer.
MicroWarehouseis a multi-billion dollar specialty catalog and onlineretailer and direct marketer of computer products, including
products made by the Company, through its MacWarehousecatalogue. During fiscal year 2002, MicroWarehouse accounted for 3.3%
of the Company's net sales. The Companyalso purchases products from MicroWarehousefor its own internaluse.

In March 2002, the Companyentered into a Reimbursement Agreement with its Chief Executive Officer, Mr. Steven P. Jobs, for the
reimbursement of expenses incurred by Mr. Jobs in the operation of his private plane when used for Apple business. The
Reimbursement Agreementis effective for expenses incurred by Mr. Jobs for Apple business purposes since he took delivery ofthe
plane in May 2001. During 2002, the Company recognized a total of $1,168,000 in expenses pursuant to this reimbursement agreement
related to expenses incurred by Mr. Jobs during 2001 and 2002.

Item 14. Controls and Procedures

Based on an evaluation underthe supervision and with the participation of the Company's managementas of a date within 90 days of
the filing date of this Annual Report on Form 10-K, the Company's principal executive officer and principal financial officer have
concluded that the Company's disclosure controls and procedures (as defined in Rules 13a-14(c) and 15d-14(c) under the Securities
Exchange Act of 1934, as amended (Exchange Act) are effective to ensure that information required to be disclosed by the Companyin
reports thatit files or submits under the Exchange Act is recorded, processed, summarized and reported within the time periods
specified in Securities and Exchange Commission rules and forms.
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RESUSSOIRSESEOBETEREDLAITN OTE CASERRATEUH SAERESUSTEERESTERSSSIRIELNE ISIETTNEITIEINOEOESOELASCEETESIDSTTLEBT 

There were nosignificant changes in the Company's internal controls or in other factors that could significantly affect these controls
subsequentto the date of their evaluation. There were no significant deficiencies or material weaknesses, and therefore there were no
corrective actions taken. However, the design of any system ofcontrols is based in part upon certain assumptions aboutthe likelihood
offuture events and there is no certainty that any design wiil succeed in achieving its stated goal underall potential future
considerations, regardless of how remote.
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PART IV"

Item 15. Exhibits

(a) Items Filed as Part of Report:

1. Financial Statements

The financial statements of the Companyfiled as partof this report on Form 10-K are set forth in the Index to
Consolidated Financial Statements underPart IH, Item 8 of this Form 10-K.

2. Financial Statement Schedules

All financial statement schedules have been omitted, since the required informationis not present or is not present in
amounts sufficient to require submission of the schedule, or because the information required is included in the
Consolidated Financial Statements and Notes thereto underPart Il, Item 8 of this Form 10-K.

3. Exhibits
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The following exhibits are filed as part of this Form 10-K.

 

Exhibit

Number Description

10.A.49** _ 1997 Employee Stock Option Plan, as amended through October 19, 2001.
21 Subsidiaries of Apple Computer, Inc.
23.1 Consent of KPMG LLP

99.1 Certificate of Apple Computer, Inc. Chief Executive Officer and Chief Financial Officer pursuant to Section 906 of
the Sarbanes-Oxley Act of 2002.

ae

(b) Reports on Form 8-K

Represents a management contract or compensatory plan or arrangement

The Companyfiled a current report on Form 8-K on August8, 2002, to report that the Company had submitted to the Securities
and Exchange Commission the Statements under Oath of Principal Executive Officer and Principal Financial Officer in
accordance with the SEC's June 27, 2002 Order requiring the filing of sworn statements pursuant to Section 21(a)(1) ofthe
Securities and Exchange Act of 1934.

The Companyfiled a current report on Form 8-K on August1, 2002,to report the filing of a SEC Form 4 Statement of Changes
in Beneficial Ownership filed with the Securities and Exchange Commission by Mr. Arthur Levinson on August 2, 2002.

(c) Exhibits Incorporated by Reference

Exhibit

Number Notes* ;

3.1 88-S3

3.2 00/3Q

3.3 00/3Q

4.2 94/2Q

Description
SIBERIANAED AOETEEOECOTESESEEEEESEASESSEESGEESESTEESETEETREEETLELONEDEL,

Restated Articles of Incorporation, filed with the Secretary of State of the State of California on
January 27, 1988.

Amendmentto Restated Articles of Incorporation,filed with the Secretary of State of the State of
California on May4, 2000.

By-Lawsof the Company, as amended through April 20, 2000.

Indenture dated as of February 1, 1994, between the Company and Morgan Guaranty Trust Company
of New York (the Indenture").

 

4.3 94/2Q

4.5 94/2Q

4.8 96-S3/A

4.9 97K

10.A.1  93/3Q**

10.A3  91K**

Supplemental Indenture dated as of February 1, 1994, among the Company, Morgan Guaranty Trust
Company ofNew York, as resigning trustee, and Citibank, N.A., as successortrustee.

Form of the Company's 6 1/2% Notes due 2004.

Registration Rights Agreement, dated June 7, 1996 among the Company and Goldman, Sachs & Co.
and Morgan Stanley & Co. Incorporated.

Certificate of Determination of Preferences of Series A Non-Voting Convertible Preferred Stock of
Apple ComputerInc.

1981 Stock Option Plan, as amended.

Apple Computer, Inc. Savings and Investment Plan, as amended andrestated effective as of October1,
1990.
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10.A.3-1  92K** AmendmentofApple Computer, Inc. Savings and Investment Plan dated March 1, 1992.

10.A.3-2  97/2Q** Amendment No.2 to the Apple Computer, Inc. Savings and Investment Plan.

10.4.5 98/1Q** 1990 Stock Option Plan, as amended through November5, 1997.

10.A.6 99K** Apple Computer, Inc. Employee Stock Purchase Plan, as amended through October6, 1999.

10.4.8 97K** Form of Indemnification Agreement between the Registrant and each officer of the Registrant.
10.A.43 97/2Q** NeXT Computer, Inc. 1990 Stock Option Plan, as amended.

10.A.50 98/2Q** 1997 Director Stock Option Plan.

10.A.51 02/3Q** 1998 Executive Officer Stock Plan, as amended through April 24, 2002.

10.A.52 02/3Q** Reimbursement Agreement.

10.B.8 91-8K-8 Participation in the Customer Design Center by the Registrant dated as of September 30, 191 between
IBMand the Registrant.

10.B.9 91-8K-9 Agreement for Purchase of IBM Products (Original Equipment Manufacturer) dated as of
September 30, 1991 between IBM andthe Registrant.

10.B.12 92K Microprocessor Requirements Agreement dated January 31, 1992 between the Registrant and
Motorola,Inc.

10.B.16 96/3Q Fountain Manufacturing Agreement dated May 31, 1996 between Registrant and SCI Systems,Inc.

24.1 02K Powerof Attorney.

Xk

RK

Notes appear on page 101.

Represents a management contract or compensatory plan or arrangement
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NOTES
 ELLOSREIN

88-583

91K

91-8K-8

91-8K-9

92K

93/3Q

94/2Q

96/2Q

Incorporated by reference to Exhibit 4.1 to the Company's Registration Statement on
Form S-3 (file no. 33-23317) filed July 27, 1988.

Incorporated by reference to the exhibit of that number in the Company's Annual
Report on Form 10-K for the fiscal year ended September 27, 1991 (the "1991 Form
10-K").

Incorporated by reference to Exhibit 8 to the October 1991 Form 8-K.

Incorporated by reference to Exhibit 9 to the October 1991 Form 8-K.

Incorporated by reference to the exhibit of that numberin the Company's Annual
Report on Form 10-K for the fiscal year ended September 25, 1992 (the "1992 Form
10-K").

Incorporated by reference to Exhibit 10.A.1 to the Company's Quarterly Report on
Form10-Q for the quarter ended June 25, 1993.

Incorporated by reference to the exhibit of that numberin the Company's Quarterly
Report on Form 10-Q for the quarter ended April 1, 1994.

Incorporated by reference to the exhibit of that number in the Company's Quarterly
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Report on Form 10-Q for the quarter ended March 29, 1996.

96-S3/A-4.1.1,|Incorporated by reference to the exhibit 4.1, 4.2, 4.3, and 4.8, respectively, in the
~-4.2.1, -4.3.1,-4.8 Company's Registration Statement on Form S-3/A (file no. 333-10961) filed

October 30, 1996.

97/2Q Incorporated by referenceto the exhibit of that number in the Company's Quarterly
Report on Form 10-Q for the quarter ended March 28, 1997.

97K Incorporated by reference to the exhibit of that number in the Company's Annual
Report on Form 10-K for the fiscal year ended September 26, 1997 (the "1997
Form 10-K").

98/1Q Incorporated by referenceto the exhibit of that number in the Company's Quarterly
Report on Form 10-Q for the quarter ended December26, 1997.

98/2Q Incorporated by reference to the exhibit of that number in the Company's Quarterly
Report on Form 10-Q for the quarter ended March 27, 1998.

99K Incorporated by reference to the exhibit of that numberin the Company's Annual
Report on Form 10-K for the fiscal year ended September 25, 1999 (the "1999
Form 10-K").

00/3Q Incorporated by reference to the exhibit of that number in the Company's Quarterly
Report on Form 10-Q for the quarter ended July 1, 2000.

02/3Q Incorporated by reference to the exhibit of that number in the Company's Quarterly
Report on Form 10-Q for the quarter ended June 29, 2002.

02K Incorporated by reference to Page 102 of this Annual Report on Form 10-K for the
fiscal year ended September 28, 2002 (the "2002 Form 10-K").
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SIGNATURES

Pursuantto 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 onits behalf by the undersigned, thereunto duly authorized, this 19th day of December 2002.

APPLE COMPUTER,INC.

By: /s/ FRED D. ANDERSON1SEARO  DELCOOLSEN 

FredD. Anderson
Executive Vice President and

ChiefFinancial Officer

KNOW ALL PERSONS BY THESE PRESENTS,that each person whosesignature appears below constitutes and appoints Steven P.
Jobs and Fred D. Anderson,jointly and severally, his attorneys-in-fact, each with the powerof substitution, for him in any and all
capacities, to sign any amendments to this Annual Report on Form 10-K, andtofile the same, with exhibits thereto and other
documents in connection therewith, with the Securities and Exchange Commission, herebyratifying and confirmingall that each ofsaid
attorneys-in-fact, or his substitute or substitutes, may do or cause to be done by virtue hereof.

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below bythe following persons on
behalf of the Registrant andin the capacities and on the dates indicated:

Name : Title Date
SUTESACSERCSAENTERITISSESSOSTASSNNOLESEEESLTIEETESIONBRRRE LLALOOESIILITTER 
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/s/ STEVEN P. JOBS Chief Executive Officer and Director (Principal
Executive Officer) December 19, 2002

STEVENP. JOBS

/s! FRED D. ANDERSON Executive Vice President and Chief Financial
Officer (Principal Financial Officer)

 
— December 19, 2002

FRED D. ANDERSON

/si WILLIAM V. CAMPBELL

cmmmmrcncaccwomemes:  L)irector December 19, 2002
WILLIAM V. CAMPBELL

 

/s/ MILLARD S. DREXLER .

‘ . Director December 19, 2002
MILLARD S. DREXLER

/s/ ARTHUR D. LEVINSON
SERS ERR RPO ONESSRTION EE

Director December 19, 2002
 

ARTHUR D. LEVINSON

/s/ JEROME B. YORK
 

sesarencemenanesmmemumenasonmmasnmumcsmerncsss  LirectOr December 19, 2002
JEROMEB. YORK.
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I, Steven P. Jobs, certify that:

I have reviewed this annual report on Form 10-K of Apple Computer,Inc.;

Based on my knowledge, this annual 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 annual report;

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

The registrant's other certifying officers and I are responsible for establishing and maintaining disclosure controls and
procedures(as defined in Exchange Act Rules 13a-14 and 15d-14) for the registrant and we have:

a) designed such disclosure controls and procedures to ensure that material information relating to the registrant, including
its consolidated subsidiaries, is made knownto us by others within those entities, particularly during the period in which
this annual report is being prepared;

b) evaluated the effectiveness of the registrant's disclosure controls and procedures as of a date within 90 days priorto the
filing date of this annual report (the "Evaluation Date"); and

c) presented in this annual report our conclusions aboutthe effectiveness of the disclosure controls and procedures based on
our evaluation as of the Evaluation Date;

Theregistrant's other certifying officers and J have disclosed, based on our most recentevaluation, to the registrant's auditors
and the audit committee ofregistrant's board ofdirectors (or persons performing the equivalent functions):

a) all significant deficiencies in the design or operation of internal controls which could adversely affect the registrant's
ability to record, process, summarize and report financial data and have identified for the registrant's auditors any
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material weaknesses in internal controls; and

b) any fraud, whether or not material, that involves management or other employees who have a significantrole in the
registrant's internal controls; and

6. The registrant's other certifying officers and I have indicated in this annual report whetheror not there were significant changes
in internal controls or in other factors that could significantly affect internal controls subsequent to the date of our most recent
evaluation,including any corrective actions with regard to significant deficiencies and material weaknesses.

December19, 2002

By: /s/ STEVEN P. JOBSeeecmsiSONTSSNTE  

Steven P. Jobs
Chief Executive Officer

 ESUELOISTE EE BN INASSEESPSOEEEELIEGEESEI EEE EE PEE EOE SLOSSESE LEREE  

I, Fred D. Anderson,certify that:

1. I have reviewedthis annual report on Form 10-K of Apple Computer, Inc.;

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

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

4. The registrant's other certifyingofficers and I are responsible for establishing and maintaining disclosure controls and
procedures(as defined in Exchange Act Rules 13a-14 and 1 5d-14)for the registrant and we have:

a) designed such disclosure controls and proceduresto ensure that material information relating to the registrant, including
its consolidated subsidiaries, is made known to us by others within those entities, particularly during the period in which
this annual report is being prepared;

b) evaluated the effectiveness of the registrant's disclosure controls and procedures as of a date within 90 dayspriorto the
filing date of this annualreport (the "Evaluation Date"); and

c) presented in this annual report our conclusions aboutthe effectiveness ofthe disclosure controls and procedures based on
our evaluation as of the Evaluation Date;

5. The registrant's other certifying officers and ] have disclosed, based on our mostrecent evaluation,to the registrant's auditors
and the audit committee of registrant's board of directors (or persons performing the equivalent functions):

a) all significant deficiencies in the design or operation of internal controls which could adversely affect the registrant's
ability to record, process, summarize andreport financial data and have identified for the registrant's auditors any
material weaknesses in internal controls; and

b) any fraud, whether or not material, that involves management or other employees who have a significantrole in the
registrant's internal controls; and

6. Theregistrant's othercertifying officers and I have indicated in this annual report whether or not there were significant changes
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in internal controls or in other factors that could significantly affect internal controls subsequentto the date of our most recent
evaluation, including any corrective actions with regardto significant deficiencies and material weaknesses.

December 19, 2002

By: /s/ FRED D. ANDERSON
 

"Fred D. Anderson
Executive Vice President and

ChiefFinancial Officer
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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

 

Form 10-K

(Mark One)

ANNUAL REPORT PURSUANTTO SECTION13 OR 15(d) OF THE SECURITIES EXCHANGE
ACT OF 1934

Forthe fiscal year ended September 27, 2003

OR

O TRANSITION REPORT PURSUANTTO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGEACT OF 1934

For the transition period from to

Commission file number 0-10030

estaeenecsrtgnennesearinterecenati SUSAR E 

APPLE COMPUTER,INC.
(Exact nameofregistrant as specified in its charter)

CALIFORNIA 942404110

(State or other jurisdiction . (LR.S. Employer Identification No.)
of incorporation or organization) .

1 Infinite Loop 95014
Cupertino, California (Zip Code)

(Address of principal executive offices)

Registrant's telephone number, including area code: (408) 996-1010

Securities registered pursuant to Section 12(b) of the Act: None

Securities registered pursuant to Section 12(g) of the Act:
CommonStock, no par value

(Titles of classes)

‘SATALRPRAEN

Indicate by check mark whetherthe registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities Exchange Act of
1934 during the preceding 12 months (or for such shorter period that the registrant was required to file such reports), and (2) has been subject to such
filmg requirements for the past 90 days. Yes Kl NoO

Indicate by check mark if disclosure of delinquentfilers pursuant to Item 405 of Regulation S-K (section 229.405 of this chapter) is not contained
herein, and will not be contained, to the best of the registrant's knowledge, in definitive proxy or information statements incorporated by reference to
Part III of this Form 10-K or any amendmentto this Form 10-K. O
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Indicate by check mark whether the registrant is an accelerated filer (as defined in Rule 12b-2 of the Act). Yes) NoO

The aggregate market value of the voting and non-voting stock held by non-affiliates of the registrant, as of March 29, 2003, was approximately
$4,479,669,616 based upon the closing price reported for such date on the NASDAQNational Market. For purposes ofthis disclosure, shares of
CommonStock held by persons who hold more than 5% of the outstanding shares of CommonStock and shares held by executive officers and
directors of the registrant have been excluded because such persons may be deemedto beaffiliates. This determination of executive officer or
affiliate status is not necessarily a conclusive determination for other purposes.

367,734,960 shares of Common Stock Issued and Outstanding as of December 5, 2003
 

 
PARTI

The Business section and other parts ofthis Annual Report on Form 10-K ("Form 10-K") containforward-looking statements that involverisks and
uncertainties. Many oftheforward-looking statements are located in "Management's Discussion and Analysis ofFinancial Condition and Results of
Operations." Forward-looking statements can also be identified by words such as "anticipates," "expects," "believes," "plans," "predicts," and
similar terms. Forward-looking statements are not guarantees offuture performance and the Company's actual results may differ significantlyfrom
the results discussed in theforward-looking statements. Factors that might cause such differences include, but are notlimited to, those discussed in
the subsection entitled "Factors That May Affect Future Results and Financial Condition" under Part I, Item 7 ofthis Form 10-K. The Company
assumes no obligation to revise or update anyforward-looking statementsfor any reason, except as required by law.

Item 1. Business

Company Background

Apple Computer, Inc. ("Apple" or the "Company") was incorporated under the laws of the State of California on January 3, 1977. The Company
designs, manufactures and markets personal computers and related software, peripherals and personal computing and communicating solutions. The
Company's products include the Macintosh® line of desktop and notebook computers, the Mac OS® X operating system, the iPod™digital music
player, and a portfolio of software and peripheral products for education, creative, consumer and business customers. The Companysells its products
through its online stores, direct sales force, third-party wholesalers and resellers, and its ownretail stores. The Company's fiscal year ends on the last
Saturday of September. Unless otherwisestated, all information presented in this Form 10-K is based on the Company's fiscal calendar.

Business Strategy

Digital Hub

Apple is committed to bringing the best possible personal computing experience to students, educators, creative professionals, businesses and
consumers around the world throughits innovative hardware, software, peripherals and Internet offerings, including .Mac™and the iTunes® Music
Store™, The Company believes that personal computing has entered a new era in which the personal computer functions for both professionals and
consumersas the digital hub for advanced new digital devices such as the Company's iPod digital music players, personal digital assistants, cellular
phones,digital still and movie cameras, CD and DVD players, andother electronic devices. The attributes of the personal computer, including its
ability to ran complex applications, possess a high quality user interface, contain large and relatively inexpensive storage, and easily connectto the
Internet in multiple ways and at varying speeds, can individually add value to these devices and interconnect them as well. Apple is the only
companyin the personal computerindustry that designs and manufacturesthe entire personal computer—from the hardware and operating system to
sophisticated applications. Apple provides innovative industrial design, intuitive ease-of-use, and built-in networking, graphics, and multimedia
capabilities. Thus, the Company is uniquely positioned to offer digital hub products and solutions.

Apple develops products and technologiesthat adhere to many industry standards in order to provide an optimized user experience through
interoperability with peripherals and devices from other companies. Apple has played a role in the development, enhancement, promotion, and/oruse
of numerousof these industry standards, many of which are discussed below.

Retail

Since inception ofits retail initiative in 2001, the Company has opened65retail stores in the United States through fiscal year 2003 and during the
first quarter of 2004 opened 9 additional stores, includingits first international store in the Ginza in Tokyo, Japan. The Companyhaslocated its
stores athightraffic

 AESSETSTESoTELLTSOEEIECL 

locations in quality shopping malls and urban shoppingdistricts. In addition to its own hardware, software and peripheral products, the Company's
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stores carry a variety ofthird-party hardware and.software products.

Oneofthe main goalsoftheretail initiative is to bring new customers to the Company and expandits installed base throughsales to bothfirst time
personal computer buyers and those switching to the Macintosh platform from competing operating system platforms. By operating its own stores,
the Companyis able to better control the customerretail experience. The stores are designed to simplify and enhance the presentation and marketing
of personal computing products. To that end, retail store configurations have expandedto various sizes in order to accommodate market demands.
The stores employ experienced and knowledgeable personnel, provide post-sale advice and support, offer a wide selection of third-party products
selected to complement the Company's own. products, host training and marketing presentations, and provide certain hardware support services.
Additionally, the stores provide a forum in which the Companyis able to present entire computing solutions to users in areas such as digital
photography, digital video, music, children's software, and home and small business computing.

Education

For more than 25 years, the Company has focused on the use of technology in education. The Companybelieves that effective integration of
technology into classroom instruction can result in higher levels of student achievement, especially when used to support collaboration, information
access, and the expression and representation of student thought and ideas. The Company provides a range of products and services designed to help
schools maximize their investments in technology. This is manifested in many of the Company's products and services, including hardware products
like the eMac™and the iBook® that are designed to meetthe needs of education customers, video editing solutions, wireless networking
capabilities, student information systems, one-to-one learning solutions, and high-quality curriculum and professional developmentsolutions.

Creative Professionals

Creative professionals constitute one of the Company's most important markets for both hardware and software products. This marketis also
important to many third-party developers who provide Macintosh compatible hardware and software solutions. Creative customersutilize the
Company's products for a variety of creative activities including digital video and film production and editing; digital video and film special effects,
compositing, andtitling; digital still photography; graphic design, publishing, and print production; music performance and production; audio
production and sound design; and web design, development, and administration.

The Company designsits high-end hardware solutions, including servers and desktop and portable Macintosh systems, to incorporate the power,
expandability, and features desired by creative professionals. Additionally, the Company's operating system, Mac OS X,incorporates powerful
graphics and audio technologies and features developertools to optimize system and application performance when running powerful creative
solutions provided by the Companyorby third-party developers. The Companyalso offers various software solutions to meet the needs ofits
creative customers, many of which are described below.

Business Organization

The Company managesits business primarily on a geographic basis. The Company's reportable operating segments are the Americas, Europe, Japan,
and Retail. The Americas segment includes both North and South America, exceptfor the activities of the Company's Retail segment. The Europe
segment includes European countries as well as the Middle East and Africa. The Japan segment includes only Japan, exceptfor the activities of the
Company's Retail segment. The Retail segment currently operates Apple-ownedretail stores in the United States and in the first quarter of fiscal
2004, openedits first international store in Tokyo, Japan. Other operating segments include Asia-Pacific, which includes Australia and Asia except
for

 

Japan, and the Company's subsidiary, FileMaker, Inc. Each reportable operating segment provides similar hardware and software products and
similar services. Further information regarding the Company's operating segments may be found in Part II, Item 7 of this Form 10-K under the
heading "Segment Operating Performance," and in Part I], Item 8 on this Form 10-K in the Notes to Consolidated Financial Statements at Note 11,
"Segment Information and Geographic Data.”

Hardware Products

The Companyoffers a range of personal computing products including desktop and notebook personal computers, related devices and peripherals,
networking and connectivity products, and various third-party hardware products. All of the Company's Macintosh products utilize PowerPC®
RISC-based microprocessors. The Company's entire line of Macintosh systems, excluding servers, features the Company's suite ofsoftware for
digital photography, music, and movies.

Power Mac®

The Power Macline of desktop personal computersis targeted at business and professional users and is designed to meet the speed, expansion and
networking needs of the most demanding Macintosh user. Powered by the PowerPC G5 processor, designed by IBM and Apple, and featuring up to a
1 GHzfront-side bus and the ability to address up to 8GB of memory, the current Power Mac G5 utilizes 64-bit processing technology for advanced
64-bit computation, while running existing 32-bit applications natively. The PowerPC G5 processorarchitecture is based on a completely new
execution core that features massively parallel computation, full symmetric multi-processing, two double precision floating point units and an
optimized Velocity Engine™. Power Mac G5 systems, encased in a professional aluminum enclosure with computer controlled cooling for quiet
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operation, also include on all models SuperDrive CD-RW/DVD-Rdrives, digital audio and PCI-X expansion,and advanced input and output
technologies including Gigabit Ethernet, FireWire® and USBports. The system also supports 54 Mbps AirPort Extreme® wireless networking andis
Bluetooth ready for wireless connectionsto a host of Bluetooth-enabled peripherals. Priorto the availability of the Power Mac G5 in August 2003,
the Company's Power Macline during mostoffiscal 2003 featured PowerPC G4processorsin all models. The Company continues to offer a Power
Macintosh G4 system with a single or dual 1.25 Ghz processor configuration.

Xserve® andXserve RAID Storage System

Xserve, the Company's first ever rack-mount server product, was designed for simple setup and remote managementof intensive input/output (I/O)
applications such as digital video, high-resolution digital imagery, and large databases. In February 2003, the Company upgraded its Xserve 1U rack
servers with more powerful processors, more storage capacity, and a FireWire 800 interface. At the sametime, the Company introduced the Xserve
RAIDStorage System,a rack storage system that holds up to 14 hot-swapable drive modules capable of holding up to 3.5 terabytes of data. Xserve
RAID architecture combines affordable, high-capacity ATA/100 drive technology with a Fibre Channelinterface for reliable and fast data access.
Xserve RAID provides RAIDlevel 5 throughputthat supports affordable real-time high definition (HD) 10801 videoediting.

PowerBook®

The PowerBook family of portable computers is designed to meet the mobile computing needs of professionals and advanced consumerusers. The
17-inch PowerBook G4 features a 17-inch wide-format active-matrix display, is encased in a durable aluminumalloy enclosure, is 1-inch thick, and
weighsaslittle as 6.9 pounds. The 17-inch PowerBook G4 also features built-in support for AirPort Extreme 54 Mbps 802.11g wireless networking,
new high-speed FireWire800, a backlit keyboard with ambient light sensors, and built-in Bluetooth for wireless connection to cell phones and other
Bluetooth equipped peripherals. The 12-inch PowerBook G4features a 12-inch, active-matrix display housed in a lightweight, durable aluminum
alloy enclosure weighing approximately 4.6 pounds. The 12-inch PowerBook G4 features a high-speed PowerPC G4 processor, NVIDIA graphics,
built-in Bluetooth wireless networking, and battery
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life of up to five hours on a single charge. In September 2003, the Company introduced a new 15-inch PowerBook G4, which features a 15.2-inch
widescreen display, and is encased in a sleek aluminum design weighing aslittle as 5.6 pounds. This productline addition complements the
Company's other two PowerBook models, the 12-inch and 17-inch PowerBook G4s that were introduced in January 2003 and updated in
September 2003.

iMac®

The iMacline of desktop computers is targeted to education and consumer markets. The Company's iMac productline features an innovative
industrial design that incorporates an adjustable 15-inch or 17-inch thin film transistor (TFT) active-matrix flat panel display and an ultra-compact
base. In November 2003, a new 20-inch iMac model wasreleased. All models utilize PowerPC G4 processors, fast 333 MHz DDR memory,
NVIDIAgraphics, two FireWire 400 andthree high-speed USB 2.0 ports. The iMac also offers the latest in wireless communications with support
for 54 Mbps AirPort Extreme and Bluetooth wireless connectivity.

eMac™

The eMac, whichis targeted primarily at the Company's education and consumer customers, features a PowerPC G4 processor, a high resolution 17-
inch flat cathode ray tube (CRT)display, a SuperDriveoption, and preservesthe all-in-one compact design ofthe original iMac favored by many of
the Company's education and consumer customers.

iBook®

The iBook is designed to meet the portable computing needs of education and consumer users. The current iBooks, upgraded in October 2003,
feature PowerPC G4processors and either a 12-inch or 14-inch display. These systems offer advanced connectivity with AirPort Extreme and
Bluetooth, and certain models include 256 MB of DDR memory and slot-load Combo drives for burning CDs and watching DVDs. Each iBookis
outfitted with a sleek polycarbonate plastic enclosure and weighsaslittle as 4.9 pounds.

Peripheral Products

The Companysells certain associated Apple-branded computer hardwareperipherals, including iPod™digital music players, iSight™digital video
cameras, and a range of high quality flat panel TFT active-matrix digital color displays. The Companyalso sells a variety of third-party Macintosh
compatible hardware products directly to end users through both its retail and online stores, including computerprinters and printing supplies, storage
devices, computer memory,digital video and still cameras, personal digital assistants, and various other computing products and supplies.

iPod™

The Company's newest iPod portable music player, compatible with both the Macintosh and Windowsplatforms, is smaller and lighter than previous
versions and is available in three models with storage capacity of either 1OGB, 20GB,or 40GB;thelatter holding up to 10,000 songs. In addition to
MP3, iPod now supports the Advanced Audio Coding (AAC)audio format. The new iPod models also feature solid-state interfaces and the 20GB
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and 40GB modelsinclude the iPod Dock, which facilitates fast and easy connection to a computeror stereo. The iPod's functionality extends well
beyond playing music. Other key capabilities include data storage, calendar and contact information utility, and a selection of games. With the
addition of third-party iPod peripherals, the capabilities of certain iPods can be enhancedto include voice recording and photo downloading from
certain digital cameras. Along with the iPod, the Company has developed a seamless end-to-end music solution with the Company's iTunes® digital
music managementsoftware and the iTunes Music Store, a service that consumers may use to purchase music overthe Internet. Further discussion on
these related music offerings may be found below underthe headings "Software Products and Computer Technologies” and "Internet Software,
Integration, and Services.”

 

iSight™

The Company introduced the iSight digital video camera andthe beta version ofits iChat™ AV software application in June 2003. Together they
enable high-quality audio and videoconferences between two Macintosh systems over broadband connections. iSight is a small, portable aluminum
alloy camera with all audio, video and power provided by a single FireWirecable.iSight features a custom designed lens with auto-focus and a high-
end CCDsensorto provide high-resolution images and full-motion video at up to 30 frames per second. iSight includes an integrated microphone
that suppresses ambientnoise for clear digital audio. With its on-board processor, iSight automatically adjusts color, white balance, sharpness and
contrast to provide high-quality images with accurate color reproduction in mostlighting conditions. iSight is designed to be center-mounted on the
top of a computer screen and usesits integratedtilt and rotate mechanism to easily position the camera for natural, face-to-face video conferencing.

Displays

The Company's all-digital, active-matrix LCDflat panel displays, including the 23-inch Cinema HD Display®, 20-inch Apple Cinema Display® and
the 17-inch Apple Studio Display®, produceflicker-free images with twice the brightness, sharpness, and contrast ratio of a typical CRT display.

Software Products and Computer Technologies

The Company offers a range of software products for education, creative, consumer and business customers, including Mac OS X,the Company's
proprietary operating system software for the Macintosh; server software andrelated solutions; professional application software; and consumer,
education and business oriented application software.

Operating System Software

During 2001, the Companyintroducedthe first customerrelease ofits new client operating system, Mac OSX,andits first significant upgrade, Mac
OS X version 10.1. Atits introduction, Mac OS X offered advanced functionality built on an open-source UNIX-based foundation and incorporated
the most fundamental changesin both core technology anduser interface design made by the Company to the Mac OSina single upgrade since the
original introduction of the Macintosh in 1984. Mac OS X features memory protection, pre-emptive multi-tasking, and symmetric multiprocessing.
Mac OS X includes Apple's Quartz™® 2D graphics engine (based onthe Internet-standard Portable Document Format) for enhanced graphics and
broad font support, OpenGL for enhanced 3D graphics and gaming, and Apple's newuserinterface named "Aqua®," which combinessuperior ease-
of-use with new functionality. In January 2002, the Company made Mac OSXthe default operating system on all new Macintoshsystems.

In August 2002, the Company introduced Mac OS X version 10.2 (code named "Jaguar"), the second significant upgrade to the original Mac OS X
version. Jaguar included a new Mail application designed to manage junk mail; iChat, an AIM-compatible instant messenger; a system-wide Address
Book; Inkwell™ handwriting recognition; improved Universal Access; an enhanced Finder™; an updated version of QuickTime®, the Company's
multimedia software for playing, interacting with or viewing video, audio, and graphicsfiles; and an updated version of Sherlock®,the Company's
advancedInternet search engine. Jaguaralso featured accelerated graphics performance, increased compatibility with Windowsnetworks, and a
UNIX-based foundation with enhancements including FreeBSD 4.4 and GCC 3.1-based developertools.

In October 2003, the Company released Mac OS X version 10.3 (code named "Panther"), the Company's current version of Mac OS X. Panther
incorporates more than 150 new features including a completely new Finder™; Exposé, a new way to organize windowsandinstantly see all open
windowsat once; FileVault™, a new feature that secures the contents of a home directory with 128-bit AES encryption; iChat AV, a complete
desktop video conferencing solution; and enhanced support for use on Windows-based networks.

5
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Server Software and Server Solutions

Mac OSXserver software wasinitially introduced in May 2001, followed by Mac OS X Server version 10.2 (code named "Jaguar Server") that was
released in August 2002. Jaguar Server delivers high-performance services for Internet and web serving,filing, printing, and networking services
needed to manage a network of Mac, UNIX, and Windowsclients. It provides performance andstability through full pre-emptive multi-tasking,
symmetric multiprocessing, protected memory, advanced virtual memory, software RAID support, and support for networking and security
standards. Jaguar Serveralso includes Apple's Open Directory architecture for centralized management of network resources using LDAPv3
directory services and a suite ofbuilt-in, standards-based Internet services like an optimized Apache webserver for high-performancehosting of
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secure dynamic websites and QuickTime Streaming Server and QuickTime Broadcaster for streaming live events over the Internet. Jaguar Server
also comeswith a flexible mail server that supports POP and secure IMAP,as well as WebMail for browser-based email access.

In October 2003, the Company began shipping the current version ofits server operating system, which is called Mac OS X Serverversion 10.3
"Panther Server.” This release integrates leading open source and open standards server software with easy-to-use managementtools that makeit
easy to serve Macintosh, Windowsand Linuxclients. Panther Server includes powerful open source solutions and easy-to-use server management
capabilities. New features in Panther Server include Server Admin toolfor easily setting up multiple servers; Open Directory 2 for hosting scalable
LDAPdirectory and Kerberos authentication services; Samba 3 for providing login and homedirectory support for Windowsclients; and the JBoss
application server for running powerful J2EE applications.

Apple Remote Desktop™for Mac OS X software enablesusers, teachers and administrators to remotely manage other Macintosh systems anywhere
on a local network, AirPort® wireless network or across the Internet. With Apple Remote Desktop, teachers can view students' computerscreens,
perform group demonstrationsand help individuals with real-time screen-sharing, text chat and the "request attention” command. System
administrators can provide remote assistance, get comprehensive system profiles, reconfigure system settings and quickly andeasily distribute
software applications across hundreds of computers—all from one central location over both Ethernet and AirPort wireless networks. Apple Remote
Desktop supports multiple levels of administrator access, each with its own password, providing a secure way for teachers or department-level
administrators to assist users while restricting privileges for deleting items or changing system settings.

Professional Application Software

Final ‘Cut Pro® is a video editing application designed to meet the demanding needs of professional video editors by providing them with a high-
performance,scalable, and cost-effective solution for editing in virtually any format: DV, SD, HD and film. Final Cut Pro includestools for editing,
compositing and effects, color-correction and audio. Final Cut Pro 4, released in June 2003, introduced RT Extreme, a multi-stream real-time effects
engine, new interface customization tools, high performance codecs for uncompressed SD and HD video, and 32-bit floating point (per channel)
image processing. Final Cut Pro 4 also includes three completely new integrated tools—LiveType for creating animated, broadcast-quality titles,
Soundtrack for music composition, and Compressor for batch encoding and output of high-quality MPEG-2, MPEG-4, and QuickTimefiles directly
from Final Cut Pro 4's timeline. Version 4.1 of Final Cut Pro was released in November 2003 and included optimizations for the Power Mac GS and
Mac OSX Panther.

Shake® 3, an upgrade of the Company's compositing and visual effects software designed for large formatfilm and video productions, was
announcedin April 2003 and released in June 2003. Shake 3 includes new Mac OS X only features such as the Shake Qmaster network render
managementsoftware and unlimited network rendering licenses which allow visual effects artists to easily distribute rendering tasks across a cluster
of Apple's Xserve rack servers or desktop Power Macintosh computers for enhanced performance
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and efficiency. Shake 3 also includes new visual effects features available to Mac OS X, Linux and IRIX customers including motion-tracking and
real-time broadcast preview.

The Company acquired Emagic,a leading provider of professional software and hardware solutions for computer based music production, during the
fourth quarter of 2002. Emagic's most popular product, Logic®,is actively used by musicians around the world and byprofessionals in music
production,film scoring, and post-production facilities. It combines composition, notation and audio production facilities in one comprehensive
product. Logic Platinum offers a comprehensive set of music creation tools featuring rock-solid MIDI timing and synchronization, mixing and
automation with total recall, and non-destructive real-time editing of both audio and MIDI.It also offers MIDI timing with 960 PPQNand sends and
receives synchronized MIDI clock, MTC, MMCand word clock signals, making it ideal for film, TV and video post-production facilities.

DVDStudio Pro® 2 was announced in April 2003 and released in August 2003. It is a completely new DVD authoring product, rebuilt from the
ground up with a new userinterface, professionally designed and fully customizable templates, an innovative new menu editor, timeline-based track
editing and a new software-based MPEG-2 encoder.

Consumer, Education and Business OrientedApplication Software

Introduced in January 2003, iLife™ is the Company's integrated suite ofdigital lifestyle applications that features the Company's iTunes®, iPhoto™,
iMovie™®, and iDVD™software applications. These applications are integrated to allow users easy access to their digital music, photos and movies
from within each application. All of these iLife applications comepreinstalled on the Company's Macintosh systems, except for iDVD,whichis only
available on Macintosh systems configured with a SuperDrive.

iTunes® is a digital music managementapplication that lets users create and manage their own digital musiclibrary. iTunes organizes music using
searching, browsing and playlist features. It supports both audio and MP3 CD burning,features a graphic equalizer and cross fading between songs,
and supports automatic synchronization with the music stored on an iPod. In July 2002, the Company introduced iTunes3, featuring Smart Playlists,
which automatically and dynamically updates playlists based on simple rules set by the user, and Sound Check for consistent volume playback. In
April 2003, the Company launched iTunes 4, which integrated the Company's iTunes Music Store. Further discussion on the iTunes Music Store may
be found below underthe heading "Internet Software, Integration, and Services." In October 2003, the Company launched iTunes for Windows,the
first version of the Company's digital music managementsoftware for users of Windows-based personal computers. iTunes for Windowsincludesall
of the same features as the Macintosh version, including MP3 and AACencoding from audio CDs, Smart Playlists, free Internet radio stations, and
the ability to burn custom playlists to CDs and MP3 CDs, burn content to DVDsto back-up an entire music collection and share music between
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networked computers via Rendezvous™,the Company's zero configuration networking technology.

iMovie®, the Company's easy-to-use consumerdigital video editing software for creation of home and classroom movies, features an enhanced user
interface, improved audio editing capabilities, enhanced controls fortitling and transitions, and added specialeffects.

iDVD™is consumeroriented software that makes it easy to turn iMovie files, QuickTimefiles and digital pictures into DVDs that can be played on
most consumer DVD players. iDVD simplifies DVD authoring by including professionally designed themes and drag-and-drop simplicity.

iPhoto™is consumeroriented digital photo software that makes it easy to import, edit, save, share, and print digital photos, as well as organize and
managean entire digital photo collection containing thousands of photos. Users are able to view their photosin full-screen; use the slide show feature
accompaniedbytheir favorite music; automatically create custom web pages oftheir photos; email photos to friends and family; order
professionally-processed prints and enlargementsonline;or easily design and order custom-
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printed,linen-covered hard bound photo booksonline. Prints, enlargements, and hardbound book production are currently only available to U.S. and
Canadian customers.

The Company's iChat AV software application andthe iSight digital video camera together enable high-quality audio and video conferences between
two Macintosh systems over broadband connections. iChat AV also enables audio conferences overdial-up connections to the Internet. iChat AV
requires no setup or configuration beyondinstalling the software and plugging in a FireWire video camera and microphone, such as iSight or certain
third-party FireWire based cameras with microphones.

Final Cut® Express, introduced in January 2003, is based on Apple's award-winning Final Cut Pro software. Final Cut Express enables small
business users, educators, students and advanced hobbyists to perform.professional-quality digital video editing. Final Cut Express includes key
features used by video editors such as the same interface and workflow-as Final Cut Pro, powerful video editing tools, hundredsof specialeffects,
and easy delivery of output to DVD,the Internet,or tape.

Keynote™is the Company's presentation software introduced in January 2003that gives users the ability to create high-quality presentations.
Designed to be easy to use, Keynote includes professionally designed themes, advanced typography, professional-quality image resizing, animated °
charts andtables that can be created quickly, and cinematic-quality transitions. Keynote imports and exports PowerPoint, QuickTime, and PDFfiles
to simplify the creation and sharing of presentations.

AppleWorks® 6.2 is an integrated productivity application that incorporates word processing, page layout, image manipulation, spreadsheets,
databases and presentationsin a single application. Intended tobe an easy-to-use product for the Company's consumer and education customers,
AppleWorks makesit simple to create professional-looking documents in the classroom and at home.

FileMaker Corporation, a wholly owned subsidiary of the Company, develops, publishes, and distributes desktop-based database management
application software for Mac OS and Windows-based systems. The FileMaker® Pro database software andrelated products offer strong relational
databases and advanced desktop-to-web publishing capabilities.

Third-Party Software Products

Thousandsof third-party softwaretitles and solutions are available for the Macintosh platform. The Companysells a variety of these third-party
software productsdirectly to end users through both its retail and onlinestores.

Internet Software, Integration, and Services

Apple's Internet strategy is focused on delivering seamless integration with and accessto the Internet throughout the Company's product lines. The
Company's Internet products and technologies adhere to many industry standards in order to provide an optimized user experience through
interoperability. An easy Internet Setup Assistantis included with the Mac OS.

iTunes Music Store™

In April 2003, the Company launched the iTunes MusicStore in the United States, an online musicstore that allows Macintosh customersto find,
purchase, and download music for 99 cents per song or, in most cases, $9.99 per album. The iTunes MusicStore is fully integrated with a one-click
download directly into the latest version of the iTunes software, allowing customers to purchase, download, organize, share, and transfertheir digital
music to an iPod using a single software application. Requiring no subscription fee, the iTunes Music Store with iTunes software offers customers a
broad rangeof personalrights to the songs purchased, including playing songs on up to three computers, burning songs onto an unlimited number of
CDsfor personal use, playing songs on an unlimited numberof iPods, and using songs in certain applications such as iPhoto, iMovie, and iDVD.
Users can easily search the contents of the entire music
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store to locate songsbytitle, artist, or album, or browsethe entire contents of the music store by genre andartist. Users can alsolisten to a free 30-
second preview of any song in the store.

The second generation ofthe iTunes Music Store for both Macintosh and Windowsusers becameavailable in October 2003. New features of the
music store include onlinegift certificates that can be sent to family and friends via e-mail, an "allowance" feature that enables users to automatically
deposit funds into an iTunes Music Store account every month, and the availability of audio books for purchase directly from the iTunes Music Store.
The Companyis exploring ways to enhance awareness and promote use ofthe iTunes MusicStore, including arrangements with America
Online, Inc. (AOL)to integrate links to the iTunes Music Store into AOL's Musicsite and Pepsi-Cola North America to give away songs from the
iTunes Music Store. ,

Safari™

In June 2003, the Company introduced Safari 1.0, the Company's new Mac OS X compatible web browserthat is capable of loading web pages
rapidly. Safari uses the advanced interface technologies underlying Mac OS X and includesbuilt-in Google search; SnapBack™to instantly return to
search results; a new way to name, organize and present bookmarks; tabbed browsing; and automatic "pop-up" ad blocking. The Companyalso
released a software developmentkit that allows developers to embed the Safari HTML rendering enginedirectly into their applications.

Quicktime®

QuickTime, the Company's multimedia software for Macintosh and Windowsplatforms, features streaming of live and stored video and audio over
the Internet and playback of high-quality audio and video on computers. The current version of QuickTime, QuickTime6, features support for the
open-standard MPEG4 format. QuickTime6 includes the new Instant-On Streaming feature that eliminates buffer delays and provides users with the
ability to quickly and easily scrub through streaming media content to locate and instantly view specific sections. In addition, QuickTime 6 running
on MacOS X now supports JPEG 2000, the next generation JPEG standard that allows users to capture still images in a higher quality and smaller
file size than ever before. QuickTime6 also includes AAC,the standard MPEG-4 audio format. AAC is the next generation professional-quality
audio format that delivers superior sound quality with reducedfile sizes.

The Companyalso offers several other QuickTimeproducts, including QuickTimePro, a suite of software tools that allows creation and editing of
Internet-ready audio and video files and allows a user to add special effects and other features to QuickTime movies; QuickTime Streaming Server
which facilitates the broadcasting of streaming digital video; and QuickTime Broadcasterthat allows users to quickly and easily produce
professional-quality live events for online delivery.

-Mac™

The Company's .Macoffering is a suite of Internet services that for an annual fee provides Macintosh users with powerful Internet tools. Mac
features email service with IMAP, POP or web-based access, 100MB of iDisk Internet storage, and hosting for personalized homepages and shared
digital photo albums. Also included with Mac is McAfee's Virex anti-virus software and Backup, a personal back-up solution allowing users to
archive data to their Internet storage, CD, or DVD.

Wireless Connectivity and Networking

AirPort Extreme™®

AirPort Extreme, introduced in January 2003,is the Company's next generation of Wi-Fi wireless networking technology based on the new ultra-fast
802.11g standard. With speeds up to 54 Mbps, AirPort Extreme delivers almostfive times the data rate of today's 802.1 1b based products, yetis fully
compatible with the millions of 802.11b Wi-Fi devices around the world. AirPort Extreme Base Stations can serve up
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to 50 Macintosh and Windowsusers simultaneously, provide wireless bridging to extend the range beyond just one basestation, and support USB
printer sharing to allow multiple users to wirelessly share USB printers connected directly to the basestation.

Embedded into Mac OS X is Bluetooth technology. Bluetooth is an emerging industry standard for wirelessly connecting computers and peripherals
that supports transmission ofdata at up to 1 Mbps within a range of approximately 30 feet. The Company's Bluetooth technology for Mac OS X lets
customers wirelessly share files between Macintosh systems, synchronize and share contact information with Palm-OS based PDAs,and access the
Internet through Bluetooth-enabled cell phones. A Bluetooth USB adaptor can Bluetooth-enable any USB-based Macintosh computer running in Mac
OS X version 10.1.4 or higher.

The Company's Rendezvous™networking technology is based on open Internet Engineering Task Force (IETF) Standard Protocols such as IP, ARP
and DNS. Rendezvoususes industry standard networking protocols and zero configurationtechnology to automatically discover and connect devices
over any IP network,including Ethernet or 802.11-based wireless networkslike the Company's AirPort product. Major developers such as Canon,
Epson, Hewlett-Packard, Lexmark, Philips, Sybase, World Book and Xerox have announced support for Rendezvous in a broad range of products
including network printers, consumerelectronics, enterprise database management and educational applications. The Company has made the
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Rendezvous source codefreely available allowing developers to use Rendezvous technology in their network-enabled devices or software
applications. The Rendezvous source code includes software to support UNIX, Linux, and Windows-based systems and devices. Rendezvous support
is built into Mac OS X.

The Company developed FireWire® technology,also referred to as IEEE 1394, whichis a high-speed serial 1/O technology for connecting digital
devices such as digital camcorders and camerasto desktop and portable computers. With its high data-transfer speed and "hot plug-and-play"
capability, FireWire has become anestablished cross-platform industry standard for both consumers and professionals andis the data interface of
choice for today's digital video and audio devices, as well as external hard drives and other high-speed peripherals. FireWire is currently included on
all Macintosh systemsandis a data transfer technology utilized by iPod.

Product Support and Services

AppleCare® offers a range of support options for Apple customers. These options include assistance that is built into software products, printed and
electronic product manuals, online support including comprehensive product information as well as technical assistance, and the AppleCare
Protection Plan. The AppleCare Protection Plan is a fee-based service that typically includes three years of phone support and hardwarerepairs,
dedicated web-based support resources, and user diagnostic tools.

Apple Training offers comprehensive system administration and developmenttraining on Apple technologies, together with certification programs
that test customers' skills and verify their technical proficiency. Apple Professional Services offers a range of custom,personalized technical services,
including Internet consulting and setup,installation and integration services. The Company also offers specialized loan programsincluding loans for
consumers,students, and educators. Apple also provides leasing solutionsfor its education institution customers and its business and professional
customers. The Companyusesseveral third-party lenders to originate and carry these loans andleases, all of which are non-recourse to the Company.

Specialized Education Products and Services

The Companyoffers a variety of unique services and productsto its education customers, including a separate online store for education customers
offering special education price lists and promotions; special financing programs for K-12 and higher education students,faculty, and staff; a special
edition ofits productivity software suite, AppleWorks,that is cross platform for both Macintosh and Windows computers; the iBook Wireless Mobile
Lab that allows teachers and students to share iBook computers, a printer, and a wireless network/Internet connection stored on a cart for mobility
between classrooms; and
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three special Digital Media Studio solutions designed for education, including onethatis integrated into a mobile cart. Additionally, Apple
Professional Services offers a range of technical services to education customers.

In 2001, Apple acquired PowerSchoolInc., a privately held provider of web-based student information systems for K-12 schools and schoo!districts.
PowerSchool® software products give school administrators and teachers the ability to easily and cost-effectively manage student records and give
parents real-time accessto track their children's performancevia the Internet. PowerSchool offers the option of remote hosting with an application
service provider model.

Markets and Distribution

The Company's customers are primarily in the education, creative, consumer, and business markets. Certain customersare attracted to Macintosh
computers for a variety of reasons, including the reduced amountoftraining resulting from the Macintosh computer's intuitive ease of use, advanced
graphics capabilities, industrial design features of the Company's hardware products, and ability of Macintosh computers to network and
communicate with other computer systems and environments. Apple personal computers were first introduced to education customersin the late
1970s. Over 18% of the Company's netsales in 2003 were to education customers in the United States, including sales to elementary and secondary
schools and college and university customers.

The Company distributes its products through wholesalers, resellers, national and regional retailers and cataloguers. No individual customer
accounted for more than 10% ofnet sales in 2003, 2002 or 2001. The Companyalsosells manyof its products and resells certain third-party products
in mostof its major markets directly to education customers, consumers, businesses, and certain resellers throughits retail stores in the United States,
or through oneofits online stores around the world. Total direct and indirect sales attributable to the Company's onlinestores totaled approximately
$2.9 billion, $2.4 billion, and $2.0 billion for fiscal years 2003, 2002 and 2001, respectively.

Competition

The Company is confronted by aggressive competition in all areas of its business. The market for the design, manufacture,andsale ofpersonal
computers and related software and peripheral products is highly competitive. This market continues to be characterized by rapid technological
advances in both hardware and software development, which have substantially increased the capabilities and applications of these products, and
have resulted in the frequent introduction of new products and significant price, feature, and performance competition. Over the past several years,
price competition in the market for personal computers has been particularly intense. The Company’$ competitors who sell personal computers based
on other operating systems haveaggressively cut prices and lowered their product margins to gain or maintain market share. The Company's results
of operations and financial condition have been, and in the future may continue to be, adversely affected by these and other industry-wide downward
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pressures on gross margins. .

The principal competitive factors in the market for personal computersinclude relative price/performance, product quality and reliability, design
innovation, availability of software, product features, marketing and distribution capability, service and support, availability of hardware peripherals,
and corporate reputation. Further, as the personal computer industry and its customers place morereliance on the Internet, an increasing number of
Internet devices that are smaller, simpler, and less expensive thantraditional personal computers may compete for market share with the Company's
existing products. :

The Companyis currently taking and will continueto take steps to respondto the competitive pressures being placed on its personal computer sales
as a result of innovations in competing platforms. The Company's future operating results and financial condition are substantially dependentonits
ability to continue to develop improvements to the Macintosh platform in order to maintain perceived functional and design advantages over
competing platforms. ,

 

The Company's initial success with the developmentofan end-to-end music offering, which includes the iTunesdigital music managementsoftware,
iTunes MusicStore and iPod digital music player, has already encouraged significant competition in this area from other companies, many of whom
have greater financial, marketing, and manufacturing resources than those of the Company. The Companybelieves it maintains a competitive
advantage by moreeffectively integrating the entire end-to-end music solution, including the hardware (iPod), software (iTunes) and musiccontent
(iTunes Music Store).

Raw Materials

Although most components essential to the Company's business are generally available from multiple sources, certain key components(including
microprocessors and application-specific integrated circuits ("ASICs")) are currently obtained by the Company from single or limited sources. Some
other key components, while currently available to the Company from multiple sources,are at times subject to industry wide availability constraints
and pricing pressures. In addition, the Company uses some components that are not common to the rest of the personal computerindustry, and new
products introduced by the Companyoften initially utilize custom components obtained from only one source until the Companyhas evaluated
whetherthere is a need for, and subsequently qualifies, additional suppliers. If the supply of a key or single-sourced component to the Company were
to be delayedor curtailed or in the event a key manufacturing vendor delays shipments of completed products to the Company, the Company's ability
to ship related products in desired quantities and in a timely manner could be adversely affected. The Company's business and financial performance
could also be adversely affected depending on the time required to obtain sufficient quantities from the original source, or to identify and obtain
sufficient quantities from an alternative source. Continued availability of these components may be affected if producers were to decide to
concentrate on the production of common componentsinstead of components customized to meet the Company's requirements. The Company
attempts to mitigate these potential risks by working closely with these and other key suppliers on product introduction plans,strategic inventories,
coordinated productintroductions, and internal and external manufacturing schedules and levels. Consistent with industry practice, the Company
acquires components through a combination of formal purchase orders, supplier contracts, and open orders based on projected demand information.
Such purchase commitments typically cover the Company's requirements for periods ranging from 30 to 130 days.

The Companybelievesthere are several componentsuppliers and manufacturing vendors whose loss to the Company could have a material adverse
effect upon the Company's business and financial position. At this time, such vendors include Agere Systems, Inc., Ambit Microsystems Corporation,
ASUSTeK Corporation, ATI Technologies, Inc., Broadcom Corporation, Compal Corporation, Hon Hai Precision Industry Co., Ltd., IBM
Corporation, International Display Technology, Inventec Appliances Corporation, LG. Phillips Co., Ltd., Matsushita, Mitsubishi Electric
Corporation, Motorola, Inc., Nvidia Corp., Quanta Computer, Inc., Samsung Electronics, Synaptics, Inc., and Toshiba Corporation.

Research and Development

Because the personal computerindustry is characterized by rapid technological advances, the Company's ability to compete successfully is heavily
dependent uponits ability to ensure a continuing and timely flow of competitive products and technologyto the marketplace. The Company
continues to develop new products and technologies and to enhance existing products in the areas of hardware andperipherals, system software,
applications software, networking and communications software and solutions, and the Internet. The Company's research and development
expenditures, before any charges for purchased in-process research and development, totaled $471 million, $446 million, and $430 million in 2003,
2002, and 2001, respectively.

12

 TRUSPESDREOERASAESESIESESIESIETETEeEBERTEELEERVIELEET 

Patents, Trademarks, Copyrights and Licenses

The Companycurrently holds rights to patents and copyrights relating to certain aspects of its computer systems,peripheral systems, and software.In
addition, the Companyhasregistered, and/or has applied to register, trademarks and service marks in the United States and a numberofforeign
countries for "Apple,” the Apple logo, "Macintosh," and numerousother trademarks and service marks. Although the Companybelieves the
ownership of such patents, copyrights, trademarks and service marks is an important factorin its business and thatits success does depend in part on
the ownership thereof, the Companyrelies primarily on the innovative skills, technical competence, and marketing abilities of its personnel.
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Manyof the Company's products are designed to includeintellectual property obtained from third-parties. While it may be necessary in the future to
seek or renew licenses relating to various aspects of its products and business methods, the Companybelieves that based upon past experience and
industry practice, such licenses generally could be obtained on commercially reasonable terms; however, there is no guarantee that such licenses
could be obtainedat all. Because of technological changes in the computerindustry, current extensive patent coverage, and the rapid rate of issuance
of new patents,it is possible certain components of the Company's products and business methods may unknowingly infringe existing patents of
others. The Company hasfrom timeto time been notified that it may be infringing certain patents or otherintellectual property rights of others.

Foreign and Domestic Operations and Geographic Data

The United States represents the Company's largest geographic marketplace. Approximately 58% of the Company's net sales in fiscal 2003 came
from sales to customers inside the United States. Final assembly of products sold by the Company is conducted in the Company's manufacturing
facilities in Sacramento, California, and Cork, Ireland, and by external vendors in Fremont, California, Fullerton, California, Taiwan, Korea, the
Netherlands, the People's Republic of China, and the Czech Republic. Currently, manufacture of many of the components used in the Company's
products and final assembly of substantially all of the Company's portable products including PowerBooks, iBooks, and the iPod are performed by
third-party vendors in Japan, Taiwan and China. Marginson sales of Apple products in foreign countries, and on sales of products that include
components obtained from foreign suppliers, can be adversely affected by foreign currency exchangerate fluctuations and by international trade
regulations, includingtariffs and antidumping penalties. ,

Information regarding financial data by geographic segmentis set forth in Part IT, Item 8 of this Form 10-K in the Notes to Consolidated Financial
Statements at Note 11, "Segment Information and Geographic Data.”

Seasonal Business

Although the Company does not considerits business to be highly seasonal, it has historically experienced increasednet sales in its first and fourth
fiscal quarters, comparedto other quartersin its fiscal year, due to seasonal demandrelated to the holiday season and the schoolyear, respectively.
Past performance should notbe considereda reliable indicator of the Company's future net sales or financial performance.

Warranty

The Companyoffers a basic limited parts and labor warranty on its hardware products. The basic warranty period for hardware productsis typically
one year from the date of purchase by the end-user. The Company also offers a 90-day basic warranty for Apple software and for Apple service parts
used to repair Apple hardware products. In addition, consumers may purchase extended service coverage on most Apple hardware productsin all of
the Company's major markets.

Backlog

In the Company's experience, the actual amountof product backlog at any particular time is not a meaningful indication ofits future business
prospects. In particular, backlog often increases in anticipation
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of or immediately following new product introductions because of over ordering by dealers anticipating shortages. Backlog often is reduced once
dealers and customersbelieve they can obtain sufficient supply. Because ofthe foregoing, backlog should not be consideredareliable indicatorof the
Company's ability to achieve any particular level of revenueor financial performance. —

Environmental Laws

Compliance with federal, state, local, and foreign laws enacted for the protection of the environment has to date had no material effect upon the
Company's capital expenditures, earnings, or competitive position. Although the Company doesnot anticipate any material adverse effects in the
future based on the nature ofits operations and the subject of these laws, there is no assurancethat such existing laws or future lawswill not have a
material adverse affect on the Company.

Production and marketing of products in certain states and countries may subject the Company to environmental and other regulations including,in
some instances, the requirement that the Company provide consumerswith the ability to return to the Company productat the end ofits usefullife,
and place responsibility for environmentally safe disposal or recycling with the Company. Such lawsand regulations have recently been passed in
several jurisdictions in which the Company operates, including various European Union memberstates, Japan and California. Although the Company
doesnot anticipate any material adverse effects in the future based on the nature ofits operations and the thrust of such laws,there is no assurance
that such existing laws orfuture lawswill not have a material adverse affect on the Company.

Employees

As of September 27, 2003, Apple andits subsidiaries worldwide had 10,912 employees and an additional 2,654 temporary employees and
contractors.

Available Information
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Beginningin fiscal 2003, the Company's Annual Report on Form 10-K, Quarterly Reports on Form 10-Q, Current Reports on Form 8-K, and
amendmentsto reports filed pursuant to Sections 13(a) and 15(d) of the Securities Exchange Act of 1934, as amended,are available on its website at
www.apple.com/investor when suchreports are available on the Securities and Exchange Commission (SEC) website. The public may read and copy
any materials filed by the Company with the SEC at the SEC's Public Reference Room at 450 Fifth Street, NW, Washington, DC 20549. The public
may obtain information on the operation of the Public Reference Room bycalling the SEC at 1-800-SEC-0330. The SEC maintains an Internetsite
that contains reports, proxy and information statements and other information regarding issuers thatfile electronically with the SEC at
http://www.sec.gov. The contents of these websites are not incorporated into this filing. Further, the Company's references to the URLsfor these
websites are intended to be inactive textual references only.

Item 2. Properties

The Company's headquarters are located in Cupertino, California. The Company has manufacturing facilities in Sacramento, California and Cork,
Ireland. As of September 27, 2003, the Company leased approximately 3.2 million square feet of space, primarily in the United States, and to a lesser
extent, in Europe, Japan, and the Asia Pacific region. Leased space in the United States includes 538,000 square feet ofretail space. The major
facility leases are for terms of 5 to 10 years and generally provide renewaloptions for termsof 3 to 5 additional years. Leases forretail space are for
terms of 5 to 15 years and often contain multi-year renewaloptions.

The Company owns its manufacturing facility in Cork, Ireland, which has approximately 352,000 square feet. The Company also owns a 752,000
square-footfacility in Sacramento, California, which is used as a manufacturing, warehousing and distribution center. The Sacramento and Cork
facilities also house
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customer support call centers. In addition, the Company owns 930,000 square feet offacilities located in Cupertino, California, used for research and
developmentand corporate functions. Outside the United States, the Company ownsadditionalfacilities totaling approximately 169,000 squarefeet.

The Company believesits existing facilities and equipmentare well maintained and in good operating condition. The Companyhasinvested in
internal capacity and strategic relationships with outside manufacturing vendors,and therefore believes it has adequate manufacturing capacity for
the foreseeable future. The Company continues to make investments in capital equipment as needed to meet anticipated demandforits products.

Item 3. Legal Proceedings

The Companyis subject to various legal proceedings andclaims that are discussed below. The Companyis also subject to certain otherlegal
proceedings and claims that havearisen in the ordinary course of business and which have not been fully adjudicated. In the opinion of management,
the Company doesnot have a potentialliability related to any current legal proceedings and claims that would individually or in the aggregate have a
material adverse effect on its financial condition, liquidity or results of operations. However,the results of legal proceedings cannotbe predicted with
certainty. Should the Companyfail to prevail in any of these legal matters or should several of these legal matters be resolved against the Company in
the same reporting period, the operating results of a particular reporting period could be materially adversely affected. The Companysettled certain
legal matters in 2003, which did not individually or in the aggregate have a material impact on the Company's results of operations.

Antor Media Corporation v. Apple Computer, Inc. et al.

Plaintiff, Antor Media filed this action on September 5, 2003 in the United States District Court in the Eastern District of Texas alleging infringement
by the Companyand other defendants ofpatent 5,754,961 relating to a "Method and Apparatus for Transmitting Information Recorded on
Information Storage Means from a Central Server to Subscribers via a High Data Rate Digital Telecommunications Network.” Plaintiff seeks
unspecified damages andother relief. The Company has answered the complaint, denyingall allegations and asserting numerousaffirmative
defenses. The Company also asserted counterclaims requesting declaratory judgment for non-infringementandinvalidity.

Apple Corps Ltd. v. Apple Computer, Inc.; Apple Computer, Inc. v. Apple CorpsLtd.

Plaintiff, Apple Corpsfiled this action on July 4, 2003 in the High Court of Justice, Chancery Division, in Londonalleging that the Company has
breached a 1991 agreement which resolvedearlier trademarklitigation regarding use of the Apple marks. Plaintiff seeks unspecified damages and
otherrelief. The Company filed a motion on October 13, 2003, challenging jurisdiction in the U.K. On October8, 2003, the Companyfiled a case in
the United States District Court for the Northern District of California requesting a declaratory judgment that the Company has not breached the 1991
agreement.

Articulate Systems, Inc. v. Apple Computer, Inc.

Plaintiff Articulate filed this action in March 1996 in the United States District Court in Massachusetts claiming patent infringementrelating to voice
recognition technology. Plaintiff seeks unspecified damages and otherrelief. The Company has answered the complaint, denyingall allegations and
asserting numerousaffirmative defenses. The Companyalso asserted counterclaims requesting declaratory judgment for non-infringement,
unenforceability and invalidity. The case was stayed for several months pendingresolution of four summary judgment motionsfiled by the
Company,all of which were denied by the Court. Through a series of corporate transactions the assets belonging to Plaintiff were acquired by a
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subsidiary, Lernout & Hauspie Speech Products N.V. ("L&H"). L&H filed for bankruptcy in November 2000 and is being liquidatedas part of the
bankruptcy. The case has been inactive since approximately May 2002, pending the resolution of the L&H bankruptcy and liquidation.
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Bancroft v. Apple Computer, Inc.

Plaintiff Bancroft filed this purported class action on January 30, 2002 in Los Angeles Superior Court on behalfof a potentially nationwide class of
purchasers of certain Power Macintosh G3 computers. Plaintiff alleged violation of the Consumer Legal Remedies Act ("CLRA") arising from
allegedly poor performance while running the Company's Mac OSX operating system,specifically relating to 2D hardware acceleration, QuickTime
movie hardwareacceleration, 3D graphics performance and DVD movieplayback. The parties reached a settlement and the Court granted
preliminary approval on September 2, 2003. The final approval hearing is set for January 26, 2004. Settlementofthe matter will not have a material
effect on the Company's financial position or results of operations.

BIAX Corporation v. Apple Computer, Inc.

Plaintiff BIAX filed this action on September 5, 2001 in the United States District Court in Delaware claiming patent infringementrelating to dual
processor technology. IBM and Motorola were added as defendants in an amended complaint. Plaintiff sought unspecified damages and otherrelief.
The Company answered the complaint, deniedall allegations and asserted numerousaffirmative defenses. The Company also asserted counterclaims
for declaratory judgment for non-infringement, unenforceability and invalidity. The parties settled this case in August 2003 and the matter is
concluded. Settlement of this matter did not have a material effect on the Company's financial position or results of operations.

Dan,et al. v. Apple Computer, Inc. etal.

Plaintiffs filed this purported class action on September 22, 2003 in Los Angeles Superior Court against the Company and other membersofthe
industry on behalfof a nationwideclass of purchasers of certain computerhard drives. The case alleges violations of Civil Code Section 17200
("Unfair Competition"), the Consumer Legal Remedies Act ("CLRA") andfalse advertising related to the size of the drives. Plaintiffs allege that
calculation ofhard drive size using the decimal method misrepresents the actual size of the drive. The complaint seeks unspecified damages and
otherrelief. The case is stayed pending resolution of whether the case will be considered "complex" and potentially a new judge assigned. The
Companyis beginning its investigation of these allegations.

Digital Development Corporation v. Apple Computer, Inc.

Plaintiff, Digital Development Corporationfiled this action on April 25, 2003 in the United States District Court in New Jersey, claiming patent
infringement of twopatents, 4,975,950 and 5,121,345, related to a "System and MethodofProtecting Integrity of Computer Data and Software."
Plaintiff requests unspecified damages and otherrelief. The complaint has not yet been served on the Company.

Dowhalv. Apple Computer, Inc.

Plaintifffiled this representative action in San Francisco County Superior Court on February 4, 2003 alleging that the Company and numerousother
defendants have participated in false advertising and unfair business practices related to alleged misrepresentation ofprinter speed. Plaintiff asserts
causes of action for violation of California Business and Professions Code §17200 and §17500.Plaintiff requests an injunction, restitution and other
unspecified damages andrelief. The Company wasserved on February 10, 2003. Apple filed a response on March 12, 2003. Theparties are in
discovery.

Dynacore Holdings Corp. v. Apple Computer, Inc.

Plaintiff Dynacorefiled this action on June 6, 2001 in United States District Court for the Southern District of New York against the Company and
thirteen other defendants claiming patent infringementrelating to IEEE 1394 technology, also knownas FireWire.Plaintiff claims that any computer
system or other electronic productthat uses or complies with the IEEE 1394 standard violates the patent. Plaintiff seeks unspecified damages and
otherrelief. The Company has answered the complaint, denyingall allegations and asserting numerousaffirmative defenses. The Companyalso
asserted counterclaims requesting declaratory judgmentfor non-infringementandinvalidity. Defendants are seeking to amend the
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pleading to assert a counterclaim for inequitable conduct against Dynacore. The case wasinitially stayed pending the Federal Circuit's decision in
Datapoint Corp.v. Standard Microsystems Corp., a related case in which plaintiff claimed thatits patent was infringed by products complying with
the fast Ethernet standard.In February 2002, the Federal Circuit affirmed the judgment of non-infringement in Datapoint, and the District Court lifted
the stay in this action. The defendants in this action filed a joint motion for summary judgmentbased uponthe decision in Datapoint. The Court
heard the motion on October 4, 2002 and granted summary judgmentin favor of the defendants on February 11, 2003. Dynacore has appealedthe
ruling. Theparties havefiled their respective briefs, and the case is scheduled for oral argument before the Federal Circuit Court on January 5, 2004.
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Hawaii Structural Iron Workers and Pension Trust Fund v. Apple Computer, Inc. and Steven P. Jobs; Young v. Apple Computer, Inc. et al; Hsu v.
Apple Computer Inc. et al

Beginning on September27, 2001, three shareholder class action lawsuits werefiled in the United States District Court for the Northern District of
California against the Company andits Chief Executive Officer. These lawsuits are substantially identical, and purportto bring suit on behalf of
persons whopurchased the Company's publicly traded commonstock between July 19, 2000, and September28, 2000. The complaints allege
violations of the 1934 Securities Exchange Act and seek unspecified compensatory damagesandother relief. The Companybelieves these claimsare
without merit and intends to defend them vigorously. The Companyfiled a motion to dismiss on June 4, 2002, which was heard by the Court on
September 13, 2002. On December 11, 2002, the Court granted the Company's motion to dismiss for failure to state a cause of action, with leave to
Plaintiffs to amend their complaint within thirty days. Plaintiffs filed their amended complainton January 31, 2003, and on March 17, 2003, the
Company filed a motion to dismiss the amended complaint. The Court heard the Company's motion on July 11, 2003 and dismissed Plaintiff's claims
with prejudice on August 12, 2003. Plaintiffs have appealed the ruling. ‘

John W. Davis v Apple Computer, Inc.

Plaintiff filed this purported class action in San Francisco County Superior Court on December5, 2002,alleging that the Company has engaged in
unfair and deceptive business practices relating to its AppleCare Extended Service and Warranty Plan.Plaintiff asserts causes of action for violation
of the California Business and Professions Code §17200 and §17500, breach of the Song-Beverly Warranty Act, intentional misrepresentation and
concealment. The Company was served on December 11, 2002 and is continuingits investigation of the allegations. Plaintiff requests unspecified
damages and otherrelief. Apple filed a motion on October 29, 2003 to disqualify Plaintiff's counsel, which the Court approved. Thecaseis set for
trial on February 23, 2004.

MacTech v. Apple Computer, Inc.; Macadam v. Apple Computer, Inc.; Computer International, Inc. v. Apple Computer, Inc.; Elite Computers and
Software, Inc. v. Apple Computer, Inc.; The Neighborhood Computer Store v. Apple Computer, Inc. (All in Santa Clara County Superior Court).

Fiveresellers have filed similar lawsuits against the Company for various causes ofaction including breach ofcontract, fraud, negligent and
intentionalinterference with economicrelationship, negligent misrepresentation,trade libel, unfair competition and false advertising. Plaintiffs
request unspecified damages and otherrelief. The parties are in discovery. On October 1, 2003, one ofthe resellers, Macadam was deauthorized as an
Applereseller. Macadam filed a motion for a temporary orderto re-instate it as a reseller, which the Court denied. A hearing onits motion for a
preliminary injunction is scheduled for December 18, 2003.

Palmieri v. Apple Computer, Inc.

Plaintiff filed this purported class action on September 5, 2003 in Los Angeles Superior Court on behalf of a nationwide class of purchasers ofcertain
PowerBooks. The case alleges violations of Civil Code Section 17200 (Unfair Competition) and the Consumer Legal RemediesAct ("CLRA")

_ arising from an alleged design defect in the PowerBooks which purportedly causes marks and dead pixels in the LCD .
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screens. Plaintiffs amended their complaintto allege an additional defect in the new 15" PowerBook,introduced in September, 2003, which
purportedly causes “white spots” on the screen. The complaint seeks unspecified damages and otherrelief. The Company's response is not yet due.
The Companyis beginningits investigation ofthese allegations.

TIBCO Software, Inc. v. Apple Computer, Inc.

Plaintiff filed this case on August 27, 2003 in United States District Court for the Northern District of California alleging trademark infringement by
the Companyfor using the mark "Rendezvous."Plaintiff's mark is "TIBCO Rendezvous." The complaint seeks unspecified damagesand other relief.
The Company answered the complaint denyingall allegations and asserting numerousaffirmative defenses. The Companyalso asserted
counterclaims requesting a declaratory judgment for non-infringement, invalidity and no dilution.

UNOVA,Inc. v. Apple Computer, Inc., et al.

Plaintiff UNOVAfiled this patent infringementaction against the Company and six other defendants on May8, 2002 in the Central District of
California for infringementof eight UNOVApatents related to "Smart Battery Management." Plaintiff alleges that the Company's portable computers
manufactured since 1996 infringe these eight patents. Plaintiff has filed similar lawsuits against other companiesin addition to the co-defendants in
this case. Plaintiff seeks unspecified damages and otherrelief. The Company has answered the complaint, denying all allegations and asserting
numerousaffirmative defenses. The Company also asserted counterclaims requesting a declaratory judgmentfor non-infringement, invalidity and
unenforceability. The case is in discovery andis set for trial on March 16, 2004. ,

Item 4. Submission of Matters to a Vote of Security Holders

No matters were submitted to a vote of security holders during the fourth quarter of the Company's fiscal year ended September27, 2003.
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PARTIE

Item 5. Market for the Registrant's Common Equity and Related Shareholder Matters

The Company's commonstock is traded on the over-the-counter market and is quoted on the Nasdaq National Market under the symbol AAPL, on
the Tokyo Stock Exchange under the symbo! APPLE,andon the Frankfurt Stock Exchange under the symbol APCD.As of December5, 2003, there
were 29,015 shareholders of record.

On June 21, 2000, the Companyeffected a two-for-one stock split in the form of a Common Stock dividend to shareholders of record as of May 19,
2000. All share price and per share data and numbers of commonshares havebeen retroactively adjusted to reflect the stock split. The Company did
not pay cash dividendsin either fiscal 2003 or 2002. The Companyanticipates that, for the foreseeable future, it will retain any earningsfor use in the
operation ofits business. The price range per share of commonstock presented below represents the highest and lowest closing prices for the
Company's commonstock on the Nasdaq National Market during each quarter.

Fourth Quarter Third Quarter Second Quarter First Quarter LATTERATTENOEE    

Fiscal 2003 price range per common share $ 23.10-$19.06 $ 19.29-$13.12 §$ 15.27-$13.80 $ 17.22-$13.59

Fiscal 2002 price range per common share $ 18.74-$13.99  § 26.11-$16.55 $ 25.45-$20.78 $ 23.76-$14.98

Item 6. Selected Financial Data

The following selected financial information has been derived from the audited consolidated financial statements. The information set forth below is
not necessarily indicative of results of future operations, and should be read in conjunction with Item 7, "Management's Discussion and Analysis of
Financial Condition and Results of Operations” and the consolidated financial statements and related notes thereto included in Item 8 ofthis
Form 10-K in order to fully understandfactors that may affect the comparability of the information presented below.

Five fiscal years ended September27, 2003

 (In millions, except share and per share amounts) 2003 2002 2001 1999

Net sales $ 6,207 $§$ 5,742 § 5,363 $ 7,983 $ 6,134
Net income(loss) $ 69 §$ 65 §$ (25) $ 786 §$ 601
Earnings (loss) per common share: .

Basic $ 0.19 §$ 0.18 $ (0.07) $ 242 §$ 2.10
Diluted $ 0.19 $ 0.18 $ (0.07) $ 2.18 §$ 1.81

Cash dividends declared per common share $ — § — § — § — §$ _—
Shares used in computing earnings (loss) per share (in
thousands): .

Basic 360,631 355,022 345,613 324,568 286,314
Diluted 363,466 361,785 345,613 360,324 348,328

Cash, cash equivalents, and short-term investments $ 4,566 $ 4337 $ 4,336 $§$ 4,027 $ 3,226
Total assets $ 6,815 §$ 6,298 $§$ 6,021 $ 6,803 $ 5,161
Long-term debt (including current maturities) $ 304 $ 316 $ 317 §$ 300 $ 300
Total liabilities $ 2,592 $ 2,203 $ 2,101 $ 2,696 $ 2,057
Shareholders' equity $ 4,223 $ 4,095 §$ 3,920 $ 4107 §$ 3,104

Netgains before taxes related to the Company's non-current debt and equity investments of $10 million, $75 million, $367 million, and $230 million
were recognized in 2003, 2001, 2000, and 1999, respectively. A net loss before taxes related to the Company's non-current debt and equity
investments of $42 million was
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recognized in 2002. In 2002, the Company acquired Emagic resulting in a charge of approximately $1 million for acquired in-process technologies
with no alternative future use. The Company recognized a similar charge of $11 million in 2001 related to its acquisition of PowerSchool. Net
charges related to Companyrestructuring actions of $26 million, $30 million, $8 million, and $27 million were recognized in 2003, 2002, 2000, and
1999, respectively. During 2000, the Company recognized the cost of a special executive bonus for the Company's Chief Executive Officer for past
services in the form ofan aircraft with a total cost to the Company of approximately $90 million. In 2002, of the original $90 million accrual,
$2 million remained unspent and wasreversed. In 2003, settlement of the Company's forward stock purchase agreementresulted in a gain of
$6 million. Favorable cumulative-effect type adjustments of $1 million and $12 million were recognized in 2003 and 2001, respectively.
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Item 7. Management's Discussion and Analysis of Financial Condition and Results of Operations

This section and other parts ofthis Form 10-K containforward-looking statements that involve risks and uncertainties. Forward-looking statements
can also be identified by words such as "anticipates," "expects," "believes," "plans," "predicts," and similar terms. Forward-looking statements are
not guarantees offuture performance and the Company's actualresults may differ significantlyfrom the results discussed in theforward-looking
statements. Factors that might cause such differences include, but are notlimited to, those discussed in the subsection entitled "Factors That May
Affect Future Results and Financial Condition" below. Thefollowing discussion should be read in conjunction with the consolidatedfinancial
statements and notes thereto included in Item 8 ofthis Form 10-K. All information presented herein is based on the Company's fiscal calendar. The
Company assumes no obligation to revise or update anyforward-looking statementsfor any reason, except as required by law.

Critical Accounting Policies

The preparation offinancial statements and related disclosures in conformity with U.S. generally accepted accounting principles and the Company's
discussion and analysisofits financial condition and results of operations requires the Company's managementto make judgments, assumptions and
estimates that affect the amounts reported in its consolidated financial statements and accompanying notes. Note | of the Notes to Consolidated
Financial Statements in Item 8 of this Form 10-K describe the significant accounting policies and methodsused in the preparation of the Company's
consolidated financial statements. Managementbasesits estimates on historical experience and on various other assumptionsthat it believes to be
reasonable underthe circumstances, the results of which form the basis for making judgments aboutthe carrying values ofassets andliabilities.
Actual results may differ from these estimates.

Managementbelieves the followingto becritical accounting policies. Thatis, they are both importantto the portrayal of the Company's financial
condition and results, and they require management to make judgments and estimates about matters that are inherently uncertain.

Revenue Recognition

Net sales consist primarily of revenue from thesale of products (i.e., hardware, software, and peripherals), and extended warranty and support
contracts. The Company recognizes revenue pursuant to applicable accounting standards, including Statement of Position (SOP) No. 97-2, Software
Revenue Recognition, as amended, and Securities and Exchange Commission (SEC) Staff Accounting Bulletin (SAB) No. 101, Revenue Recognition
in Financial Statements.

The Company recognizes revenue when persuasive evidenceof an arrangementexists, delivery has occurred,the salespriceis fixed or determinable,
and collection is probable. Product is considered delivered to the customeronceit has been shipped, andtitle and risk of loss have been transferred.
For most of the Company's productsales, these criteria are metat the time the productis shipped. For online sales to individuals, for somesales to
education customersin the United States, and for certain other sales, the Company defers revenueuntil the customer receives the product because the
Companylegally retains
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a portion ofthe risk of loss on these sales duringtransit. If at the outset of an arrangement the Company determines the arrangementfee is not, or is
presumed to notbe, fixed and determinable, revenue is deferred and subsequently recognized as amounts become due and payable.

The Companyrecords reductions to revenue for estimated commitmentsrelated to price protection and for customerincentive programs, including
reseller and end-userrebates, and other sales programs and volume-basedincentives. The estimated cost of these programsis accrued as a reduction
to revenue in the period the Company has sold the product and committed to a plan. The Company also records reductions to revenue for expected
future product returns based on the Company'shistorical experience. Future market conditions and producttransitions may require the Company to
increase customerincentive programs and incur incrementalprice protection obligations that could result in additional reductions of revenue at the
time such programsare offered. Additionally, certain customer incentive programs require managementto estimate the numberof customers who
will actually redeem the incentive based on historical experience and the specific terms and conditions ofparticular incentive programs. If a greater
than estimated proportion of customers redeem such incentives, the Company would be required to record additional reductions to revenue, which
could have a material adverse impact on the Company's results of operations.

Allowancefor Doubtful Accounts

The Companydistributes its products through third-party resellers and directly to certain education, consumer, and commercial customers. The
Company generally does not require collateral from its customers. However, when possible the Company does attemptto limit credit risk on trade
receivables with credit insurance for certain customers in Latin America, Europe and Asia and by arranging with third-party financing companiesto
provide flooring arrangements and other loan and lease programsto the Company's direct customers. These credit-financing arrangements are
directly between the third-party financing company and the end customer. As such, the Company does not assume any recourse or credit risk sharing
related to any ofthese arrangements. However, considerable trade receivables that are not covered by collateral, third-party flooring arrangements, or
credit insurance are outstanding with the Company's distribution and retail channel partners.

The allowancefor doubtful accounts is based on management's assessmentofthe collectibility of specific customer accounts and includes
consideration ofthe credit worthiness and financial condition of those specific customers. The Companyrecordsan allowanceto reduce the specific
receivables to the amountthat is reasonably believed to be collectible. The Company also records an allowanceforall other trade receivables based
on multiple factors including historical experience with bad debts, the general economic environment, the financial condition of the Company's
distribution channels, and the aging of such receivables.If there is a deterioration of a major customer's financial condition, if the Company becomes

http://www.sec.gov/Archives/edgar/data/320193/0001 0474690304 1604/a2124888z10-k.htm 8/27/2010



Page 17 of 84

awareof additional informationrelated to the credit worthiness of a major customer,orif future actual default rates on trade receivables in general
differ from those currently anticipated, the Company may haveto adjust its allowance for doubtful accounts, which would affect earnings in the
period the adjustments are made. ,

Inventory Valuation and Inventory Purchase Commitments

The Company mustorder componentsfor its products and build inventory in advance ofproduct shipments. The Companyrecords a write-down for
inventories of components and products, including third-party products held for resale, which have become obsolete or are in excess of anticipated
demandornet realizable value. The Company performsa detailed review of inventory each period that considers multiple factors including demand
forecasts, productlifecycle status, product developmentplans, current sales levels, and component cost trends. The personal computer industry is
subject to a rapid and unpredictable pace of product and componentobsolescence and demand changes. If future demand or market conditions for the
Company's products are less favorable than forecasted or if unforeseen technological changes negatively impactthe utility of component inventory,
the Company maybe required ‘

21

to record additional write-downs which would negatively affect gross margins in the period when the write-downsare recorded.

The Company accrues necessary reserves for cancellation fees related to componentorders that have been cancelled. Consistent with industry
practice, the Company acquires components through a combination of formal purchase orders, supplier contracts, and open orders based on projected:
demand information. These commitments typically cover the Company's requirements for periods ranging from 30 to 130 days.If there is an abrupt
and substantial decline in demandfor one or more of the Company's products or an unanticipated change in technological requirements for any of the
Company's products, the Company may be required to record additional reserves for cancellation fees that would negatively affect gross marginsin
the period whenthe cancellation fees are identified.

Valuation ofLong-Lived Assets Including Acquired Intangibles

The Companyreviewsproperty, plant, and equipment and certain identifiable intangible assets for impairment whenever events or changes in
circumstances indicate the carrying amountof such an asset may notbe recoverable. Recoverability of these assets is measured by comparison of
their carrying amountto future undiscounted cash flows the assets are expected to generate. If such assets are considered to be impaired, the
impairment to be recognized in earnings equals the amount by which the carrying valueofthe assets exceeds their fair market value. Although the
Company has recognized no material impairment adjustments related to its property, plant, and equipmentor identifiable intangibles during the past
three fiscal years, except those made in conjunction with restructuring actions, deterioration in the Company's business in a geographic region or
business segmentin the future, including deterioration in the performanceofindividualretail stores, could lead to such impairment adjustments in the
future periods in which such business issuesare identified.

The Company adopted Statement of Financial Accounting Standards (SFAS) No. 142, Goodwill and Other Intangible Assets, in the first quarter of
fiscal 2002. As a result, the Company no longer amortizes goodwill but instead performs a review of goodwill for impairment annually, or earlier if
indicators of potential impairment exist. The review of goodwill for potential impairmentis highly subjective and requires that: (1) goodwill be
allocated to various reporting units of the Company's business to whichit relates; (2) the Company estimate the fair value of those reporting units to
which the goodwill relates; and (3) the Company determine the book value of those reporting units. If the estimated fair value of reporting units with
allocated goodwill is determined to be less than their book value, the Company is required to estimate the fair value ofall identifiable assets and
liabilities of those reporting units in a mannersimilar to a purchaseprice allocation for an acquired business. This requires independentvaluation of
certain internally developed and unrecognized assets including in-process research and developmentand developed technology. Once this process is
complete, the amountofgoodwill impairment, if any, can be determined.

Based on the Company's estimates as of September 27, 2003, there was no impairment of goodwill. However, changes in various circumstances
including changes in the Company's marketcapitalization, changes in the Company's forecasts, and changesin the Company's internal business
structure could cause one or more of the Company's reporting units to be valued differently thereby causing an impairment of goodwill. Additionally,
in response to changes in the personal computer industry and changesin globalor regional economic conditions, the Company maystrategically
realign its resources and considerrestructuring, disposing, or otherwise exiting businesses, which could result in an impairmentofproperty, plant,
and equipment, identifiable intangibles, or goodwill.

Warranty Costs

The Companyprovides currently for the estimated cost for product warrantiesat the timethe related revenueis recognized based on historical
experience offailure rates. Each quarter, the Company reevaluates its estimates to assess the adequacyofits recorded warranty liabilities and adjusts
the amounts
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as necessary.If actual productfailure rates or repair costs differ from estimates, revisions to the estimated warranty liability would be required and
could negatively affect the Company's results of operations.
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Income Taxes

The Company records a tax provision for the anticipated tax consequences ofthe reported results of operations. In accordance with SFAS No.109,
Accountingfor Income Taxes, the provision for incometaxes is computed using the asset andliability method, under which deferred tax assets and
liabilities are recognized for the expected future tax consequences of temporary differences between the financial reporting and tax bases of assets
andliabilities, and for operating losses and tax credit carryforwards. Deferred tax assets andliabilities are measured using the currently enacted tax
rates that apply to taxable incomein effect for the years in which those tax assets are expected to be realized or settled. The Company records a
valuation allowance to reduce deferred tax assets to the amountthat is believed more likely than notto berealized.

Managementbelievesit is morelikely than not that forecasted income, including income that may be generated asa result of certain tax planning
strategies, together with the tax effects of the deferred tax liabilities, will be sufficient to fully recover the remaining deferred tax assets. In the event
thatall or part of the net deferred tax assets are determined notto be realizable in the future, an adjustment to the valuation allowance would be
charged to earningsin the period such determination is made. Similarly, if the Company subsequently realizes deferred tax assets that were
previously determined to be unrealizable, the respective valuation allowance would be reversed,resulting in a positive adjustmentto earnings in the
period such determination is made. In addition, the calculation oftax liabilities involves significant judgment in estimating the impact of uncertainties
in the application of complex tax laws. Resolution of these uncertainties in a mannerinconsistent with management's expectations could have a
material impact on the Company's results of operations and financial position.
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Net Sales

Net sales and Macintosh unit sales by operating segment and netsales and unit sales by product follow (net sales in millions and Macintosh unitsales
in thousands):

 

 

 

 

 

  

2003 Change 2002 Change 2001

Net Sales by Operating Segment:
Americas net sales (a) $ 3,181 2 %$ 3,131 3 %$ 3,037
Europenet sales 1,309 5 % 1,251 0% 1,249
Japan net sales 698 (2)% 710 0% 713
Retail net sales 621 119 % 283 —_— 19

Other segments net sales (a) 398 8% 367 6% 345

Total net sales $ 6,207 8 %$ 5,742 71%$ 5,363
Eenead Lee ‘Semaraeeeenmeimes

Unit Sales by Operating Segment:
Americas Macintosh unit sales 1,620 (6)% 1,728 (29% 1,768

Europe Macintosh unit sales 684 (5)% 722 (4% 754
Japan Macintosh unit sales 339 (12)% 386 (2)% 394
Retail Macintosh unit sales 187 103 % 92 — 7

Other segments Macintosh unit sales (a) 182 5% 173 5% 164

Total Macintosh unit sales 3,012 (3)% - 3,101 0% 3,087

Net Sales by Product:
Power Macintoshnet sales(b) $ 1,237 (10)% $ 1,380 (17)% $ 1,664
PowerBooknetsales 1,299 56 % 831 2% 813

iMacnetsales 1,238 (15)% 1,448 30 % 1,117

iBooknet sales 717 (18)% 875 8 % 809

Total Macintosh net sales 4,491 ()% 4,534 3% 4,403

Peripherals and other hardware (c) 1,058 57 % 674 74% 387
Software (d) 362 18 % 307 33 % 230
Service and othersales 296 30 % 227 34)% 343

Total net sales $ 6,207 8 NS 5,742 71%$ 5,363
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Unit Sales by Product:
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Power Macintosh unit sales (b) 667 (13)% 766 (18)% 937
PowerBookunit sales 604 69 % 357 3% 346

iMac unit sales 1,094 (16)% 1,301 8 % 1,208
iBook unit sales 647 (4% 677 14 % 596

Total Macintosh unit sales 3,012 (3)% 3,101 0% 3,087
ae es eS,

Net sales per Macintosh unit sold (e) $ 1,491 2%$ 1,462 3 %$ 1,426ASU BREA EESSRR

iPod unit sales 939 146 % 38] — —eceierncecueecoocreree

iPod net sales $ 345 141 %$ 143 — —

 

Notes:

(a) Other segments consists of Asia Pacific and FileMaker. Certain net sales in 2002 and 2001 related to recent acquisitions and Internet services
have beenreclassified from Other segments net sales to Americas segmentnet sales to conform to the 2003 presentation.
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(b)

(c)

(d)

(e)
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Power Macintosh figures include server sales.

Netsales of peripherals and other hardware include sales of iPod, Apple-branded and third-party displays, and other hardware accessories.

Netsales of software include sales of Apple-branded operating system and application software and sales of third-party software.

Net sales per Macintosh unit sold is derived by dividing total Macintosh netsales by total Macintosh unit sales.

Fiscal Year 2003 versus 2002

Netsales increased $465 million or 8% during 2003 compared to 2002 while Macintoshunit sales declined 3% year-over-year to approximately
3 million units in 2003. Several factors have contributed favorably to net sales during 2003 including: :

http:/Awww.sec.gov/Archives/edgar/data/320193/000104746903041604/a2124888z10-k.htm

The Retail segment's net sales grew to $621 million during 2003 from $283 million in 2002, an increase of 119%. While the
Company's customers may elect to purchase product from their local Apple Retail store rather than through other preexisting sales
channels in the United States, the Companybelieves that a substantial portion of the Retail segment's net sales is incrementalto total
net sales. See additional comments below related to the Retail segment under the heading "Segment Operating Performance.”

Netsales of peripherals and other hardware rose $384 million or 57% during 2003 compared 2002, which follows a $287 million or
74% increase in 2002 as compared to 2001. The current year increase was primarily driven by the $202 million, or 141%, year-over-
yearincreasein iPod netsales to $345 million. All of the Company's operating segments experienced substantial increases in iPod net
sales and unit sales during 2003. iPod sales during 2003 were favorably affected by the introduction of substantially redesigned new
models, which are compatible with both Macintosh and Windowsoperating systems and by the Company's introduction ofits iTunes
Music Store for the Macintosh operating system in April 2003. The Company's iPod digital music player is sold by a variety of
resellers, many of which do not currently market the Company's Macintosh systems. The Companyhas expandedthis distribution
network during 2003, which has contributed to the current year increase in iPod unit sales of 146%.

In addition to the iPod, the increase in net sales of peripherals and other hardware during 2003 also reflects an overall increase in net
sales of other computer accessories including AirPort cards and base stations, which facilitate wireless connectivity; third party digital
cameras andprinters; and a numberofportable computerrelated accessories.

Although total Macintosh unit sales were down 3% in 2003, unit sales of the Company's portable systems wererelatively strong
primarily due to the 69% or 247,000 unit increase in PowerBook unitsales,slightly offset by a 4% or 30,000 unit decrease in iBook
unit sales. The increase in PowerBooknetsales of $468 million or 56% is due primarily to the success of the Company's new 12-inch,
15-inch and 17-inch models that were introduced during 2003. The decline in iBook consumerportable sales during 2003 is primarily
dueto a lower averageprice per unit. Portable systems represented 42% of all Macintosh systems sold in 2003 versus 33% in 2002
and 31% in 2001, which reflects an overall industry trend towards portable systems.
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. The Company's average net sales per Macintosh unit sold increased 2% to $1,491 in 2003 as a result of various changesin overall unit
mix towards relatively higher-priced PowerBook systems and anincrease in direct sales primarily from the Company's retail and
online stores, offset by somewhat lower year-over-year pricing on comparable Macintosh systems for most of the Company's.
Macintosh productlines in responseto industry pricing pressure, particularly with the Company's
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iBook consumerportable systems. PowerBook and Power Macintosh systems accounted for 42% oftotal unit sales in 2003 versus
36% in 2002.

° Netsales of software increased $55 million or 18% during 2003 compared to the prior year and reflects higher net sales of Apple-
branded application and server softwareand third-party software. Net sales of Apple-brandedapplication and server software
increased dueto the introduction of several new softwaretitles during the year including Final Cut Express, iLife, and Keynote, as
well as from highersales of software related to recent acquisitions including PowerSchool and Emagic. Growth in netsales of third-
party software during 2003 wasparticularly strong in the Americas Segmentdueto strongsales of software by the Company's online
store andits Retail segment.

° Service and other sales rose $69 million or 30% during 2003 and results from significant year-over-year increasesin net sales
associated with AppleCare Protection Plan (APP) extended maintenance and support services, as well as the Company's Internet
related services. Increased net sales associated with APP are primarily the result of increasing attach rates over the last several years.
Increased net sales associated with Internet services are due to net sales from the iTunes Music Store introduced in April 2003 and
increased netsales of the Company's .MacInternetservice.

Offsetting the favorable factors discussed above, the Company's net sales during 2003 were negatively impacted by the following factors:

° Total unit sales of desktop systemsfell 15% during 2003 compared to 2002. iMac systems unit sales declined 16% from 2003 to 2002
resulting from a shift in sales away from desktop systemsin favor of portables. Also, the currentflat panel iMac form factor wasin the
eighth quarterofits life cycle by the end of 2003 and did not experiencesignificant enhancements until the release of the 20-inchflat-
panel iMac in November 2003.

. Unit sales of Power Macintosh systems fell 13% during 2003 compared to 2002. Forthe first nine months of 2003 comparedto the
same period in 2002, unit sales of Power Macintosh systems decreased 24%, which is representative of the decline of Power
Macintosh systems sales experienced by the Company during recent years andis also believedto be attributable to delays in
purchasing pending the release of the Power Mac GS. As expected,this trend reversed in the fourth quarter of 2003 with unit sales
increasing 26% during the quarter as compared to the same period in the prior year due largely to the new Power Mac G5, which the
Companyintroduced in June 2003 and began shipping at the endoffiscal 2003. The decline in Power Macintoshsales over the last
several years also reflects the shift in sales to portable systems, particularly PowerBooks.In addition, the Company continues to
believe that weak economic conditions over the past several years are having a pronounced negative impact on its professional and
creative customers. Additionally, some of the Company's professional and creative customers may have delayed upgradesoftheir
systemsin anticipation of certain software vendors transitioning their professionally oriented Macintosh software applications to run
natively on Mac OS X. Currently there are many applications that run natively on Mac OS X,including Adobe's PhotoShop 7 and
QuarkXPress 6; however, there is no assurance that this will result in additional sales of Macintosh systems,particularly Power
Macintosh units.

* The Companyhas continued to experience ongoing weaknessin its U.S. education channel during 2003. Net sales and unit sales in
U.S.education during 2003 were down 4% and 6%,respectively, as compared to 2002. This decline was due to a decrease in K-12
sales, partially offset by an increase in higher education sales. Net sales declined primarily as a result of a continued shift in mix away
from higher priced Power Macintosh and iMac systems towards lower priced eMac and iBooksystems, although the Companydid
experience a significant increase in sales of its PowerBook systems primarily to higher education customers. Portable systems
accounted for approximately 43% oftotal unit sales in the education channel during 2003, as compared to approximately 34% in 2002.
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The Company's one-to-one (1:1) learning solutions are a complete solution consisting of an iBook portable system for every student
and teacher along with a wireless network connected to a central server. The Company has experienced significant competition in 1:1
learning solutions and, accordingly, has experienced a lowersales price per unit, on average, in these transactions.

The Company believes weaknessin its U.S. education channel, particularly K-12, has been caused by multiple factors including
funding pressures due to weak economic conditions,large budgetdeficits in many states, and increased competition particularly for
desktop computers. Although the Company has taken steps, and will continue to take steps, to address weakness in the U.S. education
channel, it remainsdifficult to anticipate when andif this negative trend will reverse.
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. The personal computerindustry in general, and the Company specifically, continue to see relatively soft demandfor their products.
Sales ofprofessional and consumer oriented Macintosh systems remain far below levels experienced in fiscal 2000 andearlier.
Difficult global economic conditions during the past several years exacerbated by the economic andpolitical uncertainties caused by
terrorist activities and the associated international responses haveclearly had a pronounced negative effect on the overall demand for
the Company's products in virtually all of its markets. Further, growth in the overall personal computer industry has slowed dueto the
high market penetration of personal computers and a lengthening of consumer,creative, and business personal computer upgrade
cycles, .

Fiscal Year 2002 versus 2001

Netsales increased $379 million or 7% during 2002 compared to 2001, while Macintosh unit sales wererelatively flat year-over-yearat
approximately 3.1 million units. On a geographic basis, performance in the domestic market wasrelatively strong, especially when considering the
performanceof the Company's Retail segment, which operated during 2002 exclusively in the United States. However, the European and Japanese
markets remained sluggish throughout 2002. The Company's net sales in 2002 werepositively influenced by a numberoffactors.

. First, net sales from software, service, peripherals, and other sources rose $248 million or 26% in 2002 versus 2001. This increase was
driven by several factors including a 28% increase in combined third-party and Apple-branded softwaresales; $143 million in net
sales of iPod, the Company's portable digital music player that was introduced in the first half of 2002; a 9% increase in the sale of
computer accessories; and a 14% increase in service revenue caused primarily by increased revenueassociated with extended
maintenance and support contracts. The growth in software revenue was primarily the result of increasedsales of third-party software
in the Company'sretail and online stores and expansion in recent years in the number of Apple-brandedsoftwaretitles.

* " Second, overall unit sales of Macintosh portable systems grew by 92,000 units or 10% in 2002 reflecting a generaltrend in the
personal computer market away from desktop systems towards portable systems. During 2002, portable Macintosh systems
represented 33% oftotal systems sales versus 31% in 2001 and 20% in 2000. Growth in this area has been most pronounced for
iBook, the Company's education and consumeroriented portable Macintosh system. iBook unit sales increased 14% in 2002 and 9%
in 2001.

. Third, the Company's Retail segment grew from 8 storesat the end of 2001 to 40stores at the end of 2002. The Retail segment's net
sales grew from $19 million in 2001 to $283 million in 2002. While the Retail segment may have cannibalized somenetsales from the
Company's preexisting sales channels in the U.S., the Companybelieved that a substantial portion of the Retail segment's net sales
wasincremental to the Company's total net sales. See additional comments below related to the Retail segment under the heading
"Segment Operating Performance."
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. Fourth, the Company's average unit pricing increased 3% during 2002 as a result of various changesin overall unit mix offset by
somewhatlowerpricing year-over-year on comparative Macintosh systems. Net sales per Macintosh unit sold during 2002 of $1,462
per unit reflected the shift in mix towards relatively higher-priced portable Macintosh systems and reflected the impact on net sales of
the relatively higher-priced new iMacdesign introduced during 2002. The impact ofthese changes in mix wereoffset by the decline in
unit sales of relatively higher-priced Power Macintosh systems and by lowerpricing on comparative Macintosh systems during 2002
for most of the Company's Macintoshproduct lines in response to industry pricing pressure.

. Fifth, any comparisonofnet sales in 2002 versus 2001 must considerthe effect of unusually low netsales during the first quarter of
2001. This was attributable to several factors at the beginning of 2001, including continued deterioration in worldwide demandfor
personal computers, rebate programsand price cuts instituted by the Company during that quarter that cost the Company
approximately $138 million, and a plan implemented by the Company during thefirst quarter of 2001 that reduced substantially the
level of inventory inits distribution channels that resulted in a decline in channel inventory of approximately 300,000 units during that
quarter.

Offsetting the favorable factors discussed above, the Company's net sales in 2002 were negatively impacted by several notable factors.

* First, unit sales of Power Macintosh systemsfell 18% during 2002 as compared to 2001. This followed a 35% decline in Power
Macintosh unit sales in 2001 from 2000. The Company believed that weak economic conditions over the past several years had a
pronounced negative impact onits professional and creative customers and that many of these customers continuedto delay upgrades
of their Power Macintosh systems due to the Company's ongoingtransition to Mac OSX,its new operating system, and in anticipation
of certain software vendorstransitioning their Macintosh applicationsto run natively in Mac OS X. Further, the Companydid not
experience the anticipated increase in Power Macintoshsales that it expected following the introduction of Adobe's PhotoShop 7
during 2002. Additionally, many professional users may have postponed upgradingtheir systems until after the introduction of
Mac OS X Jaguar released in the fourth quarter of 2002. Others may have delayed upgrading until after the availability of other
professionally oriented software applications for Mac OS X such as QuarkXPress.

° Second, despite the overall increase in net sales during 2002 in the Americas, the Company continued to see weaknessin its U.S.
education channel. Total net sales in this channel fell 15% in 2002 and.4% in 2001. These declines were consistent with industry data
that showed the Company losing market share in the U.S. education market in each ofthe last two fiscal years. The Company believed
this weakness was caused by multiple factors, including increased price competition in this price sensitive market from the Company's
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competitors whosell Windows-based personal computers. Additionally, some of the Company's education customers appeared to be
delaying technology purchases due to concerns aboutthe overall impact of the weaker economy ontheir available funding.

. Third, the personal computer industry in general and the Company specifically experienced soft demandforits products due to
adverse global economic conditions, political uncertainties, and a lengthening of consumer,creative, and business personal computer
upgrade cycles.

Segment Operating Performance

The Company managesits business primarily on a geographic basis. The Company's reportable operating segments are comprised of the Americas,
Europe, Japan, and Retail. The Americas segmentincludes both North and South America, exceptfor the activities of the Company's Retail segment.
The Europe segmentincludes European countries as well as the Middle East and Africa. The Japan segmentincludesonly Japan, except for the
activities of the Company's Retail segment. The Retail segment currently operates
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Apple-ownedretail stores in the United States and openedits first international store in Tokyo, Japan im the first quarter of 2004. Each reportable
operating segment provides similar hardware and software products and similar services. Further information regarding the Company's operating
segments may be found in Item 8 ofthis Form 10-K in the Notes to Consolidated Financial Statements at Note 11, "Segment Information and
Geographic Data."

Americas

Netsales in the Americas segment during 2003 increased $50 million or 2% comparedto 2002. During 2003 and 2002, the Americas segment
represented approximately 51% and 55%, respectively, of the Company's total net sales and represented approximately 54% and 56%, respectively,
of total Macintosh unit sales. The results of the Americas segment are similar to the overall results of the Companyasthey reflect substantially lower
unit sales and net sales of Power Macintosh systems and iMacsystems,partially offset by increases in unit sales and net sales of PowerBooks. The
net sales of the Americas segment, and the Companyintotal, also reflect substantially higher sales of peripherals, software, and services during 2003
comparedto 2002 dueprimarily to higher sales of iPods and Internet services. The Americas segment has been negatively affected by weaknessin its
U.S. education channel. As noted above,total net sales and unit sales in the U.S. education channel during 2003 were down 4% and 6%, respectively,
compared to the same period in 2002. The Companybelievesthis decline is caused by increased competition in the education market and by a
reduction in spending by U.S.educationalinstitutions due to federal and state funding concerns and tax revenue shortfalls resulting from the weak
economy. Additionally, some ofthe decline during 2003 in net sales and unit sales of Macintosh systems in the Americas segment maybetheresult
of the operation of the Company's Retail segment whosenetsales, all of which occurred within the U.S., increased significantly during 2003.

Net sales for the Americas segment increased 3% or $94 million in 2002 compared to 2001. The Americas segment was negatively affected by a
decline in U.S. education sales in 2002 of $215 million. The Americas segmentalso experienced a 17% decline in Power Macintoshunit sales.
However, outside of the U.S. education channel, unit sales of consumer desktop andportable systems rebounded from the substantial declines
experienced in 2001, rising a combined 31% in 2002.Sales of software, peripherals, and accessories were also up in the Americas during 2002.
Growth in unit sales of consumeroriented systems during 2002 in the Americas is somewhatattributable to the significantly depressed level of net
sales experiencedin the first quarter of 2001 as discussed above. However, growth in the Americas was somewhatnegatively affected, particularly
with respect to consumer-oriented systems, by the significant growth of the Company's Retail segmentin the U.S. More than 70% of the Retail
segment's Macintosh unit sales during 2002 were for iMacs and iBooks.

Europe

Net sales in Europe increased $58 million or 5% during 2003 as compared to 2002 while Macintosh unit sales declined by 5% during the same
period. Europe's operating results were consistent with the trend experienced in the Americas and by the Companyas a whole. Europe experienced
weakened demand for Power Macintosh, iMac and iBook systems in 2003,partially offset by strong demand for PowerBooks whosenet sales
increased by 48% or $100 million from 2002. Europealso realized increased sales of peripherals, software, and service, primarily attributable to
higher sales of iPods, accessories and APP.

Economic conditions in Europe remained weak throughout 2002, and the overall demand for the Company's products in that region remainedflat
during 2002 versus 2001. Unit sales in Europe for 2002 reflectrelatively stronger demand for consumer-oriented products, particularly iBook whose
unit sales increased 27% in 2002,offset by declines in Power Macintosh unitsales.

Japan

Netsales in Japan decreased $12 million or 2% during 2003 as comparedto the sameperiod in 2002, the weakest year-to-date performance of any of
the Company's operating segments. Japan's Macintosh unit
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sales were particularly weak in 2003, declining 12%, and wereprimarily attributable to lower sales of iMac and iBook systems,partially offset by an
increase in PowerBook sales as well as highersales of peripherals and other hardware. Japan's Macintosh unit sales remain significantly below the
segment's historic levels due to current economic conditions that remain particularly negative in Japan.

Net sales in Japan remained flat during 2002 versus 2001, with a slight decline in unit sales of 2%. Consistent with the Company's other geographic
operating segments, during 2002 Japan showed growth in unit sales of consumer systemsand a decline in unit sales of Power Macintosh systems.
Japan's iMac unit sales increased 85% in 2002. However,in the case of Japan the increase in iMac unit shipments in 2002 versus 2001 was primarily
the result of the unusually depressed level of net sales experienced by the Companyin thefirst quarter of 2001 as discussed above. Additionally, net
sales in Japan on a sequential and year-over-year comparative basis generally worsened as 2002 progressedreflecting particularly poor economic
conditions in Japan.

Retail

The Company opened 25 new retail stores during 2003, bringing the total number ofopen stores to 65 as of September27, 2003, which comparesto
40 open stores as of September 28, 2002 and 8 open stores as of September 29, 2001. Duringthefirst quarter offiscal 2004, the Company opened 9
additional stores includingits first international store in the Ginza in Tokyo, Japan. The Retail segment’s net sales grew to $621 million during 2003
from $283 million in 2002 and from $19 million in 2001. The $338 million or 119% increase in net sales during 2003 reflects the impact from
opening 25 new stores in 2003, the full year impact of 2002 store openings, as well as an increase in average revenueperstore. Total Macintosh sales
increased by approximately $170 million of which $108 million related to year-over-year increases in PowerBooksales. The Retail segment has also
contributed strongly to the increases in net sales of peripherals, software and services experienced by the Company during 2003. During 2003,
approximately 45% of the Retail segment's net sales came from the sale of Apple-branded and third-party peripherals, software and services as
compared to 28% for the Company as a whole. With an average of 54 stores open during 2003, the Retail segment achieved annualized revenue per
store of approximately $11.5 million, as compared to approximately $10.2 million based on an average of 28 stores open in 2002.cS

As measured by the Company's operating segment reporting, the Retail segment improvedfrom a loss of $22 million during 2002to a loss of
$5 million during 2003. This improvementis primarily attributable to the segment's year-over-year increase in net sales, which resulted in higher
leverage on occupancy, depreciation and otherfixed costs.

Expansion ofthe Retail segment has required andwill continue to require a substantial investmentin fixed assets and related infrastructure, operating
lease commitments, personnel, and other operating expenses. Capital expenditures associated with the Retail segmentsinceits inception totaled
approximately $290 million through the endoffiscal 2003, $92 million of which wasincurred during 2003. As of September 27, 2003, the Retail
segment had approximately 1,300 employees and had outstanding operating lease commitments associated with retail store space and related
facilities of $354 million. The Company wouldincursubstantial costs should it choose to terminate its Retail segmentor close individual stores. Such
costs could adversely affect the Company's results of operations and financial condition. Investment in a new business model suchas the Retail
segmentis inherently risky, particularly in light of the significant investment involved, the current economic climate, and the fixed nature of a
substantial portion of the Retail segment's operating expenses.

Gross Margin

Gross margin for the three fiscal years ended September 27, 2003 are as follows(in millions, except gross margin percentages):

 
2003 2002 2001

Netsales $ 6,207 $ 5,742 $ 5,363
Cost of sales 4,499 4,139 4,128

Gross margin $ 1,708 $ 1,603 §$ 1,235

Gross margin percentage 27.5% 27.9% 23.0%

Gross margin decreased to 27.5% ofnet sales in 2003 from 27.9% ofnet sales in 2002. This decline in gross margin reflects relatively aggressive
pricing actions on several Macintosh modelsinstituted by the Company beginninginlate fiscal 2002 as a result of continued pricing pressure
throughout the personal computer industry, lowersales ofrelatively higher margin Power Macintosh systemsduring the first three fiscal quarters of
2003, and increased air freight and manufacturing costs associated with the production ramp-up of the new Power Mac G5 and 15-inch PowerBook,
both of which began shipping in volume during September 2003. This declineis also attributable to a rise in certain componentcosts as the year
progressed. The aforementioned negative factors affecting gross margins during 2003 werepartially offset by the increase in higher margin software
and direct sales.

The Companyanticipates that its gross margin and the gross margin ofthe overall personal computer industry will remain under pressure throughout
fiscal 2004 in light of weak economic conditions, price competition in the personal computer industry, and potential increases in componentpricing.
The Company also expects to continueto incurair freight charges on the Power Mac G5 andother products during 2004.

The foregoing statements regarding the Company's expected gross margin during 2004, general demandfor personal computers, anticipated industry
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componentpricing, anticipatedair freight charges, and future economic conditionsare forward-looking. There can be no assurance that current gross
margins will be maintained, targeted gross margin levels will be achieved, or current margins on existing individual products will be maintained. In
general, gross margins and marginson individual products will remain undersignificant downward pressure due to a variety of factors, including
continued industry wide global pricing pressures, increased competition, compressed productlife cycles, potential increases in the cost and
availability of raw material and outside manufacturing services, and potential changes to the Company's product mix, including higherunit sales of
consumer products with lower average selling prices and lower gross margins. In responseto these downwardpressures, the Company expectsit will
continueto take pricing actions with respectto its products. Gross margins could also be affected by the Company's ability to effectively manage
product quality and warranty costs and to stimulate demandfor certain ofits products. The Company's operating strategy andpricing take into’
account anticipated changes in foreign currency exchangerates over time; however, the Company's results of operations canbe significantly affected
in the short-term by fluctuations in exchangerates.

The Company orders componentsfor its products andbuilds inventory in advance of product shipments. Because the Company's markets are volatile
and subject to rapid technology andprice changes,thereis a risk the Company will forecast incorrectly and produce or order from third-parties
excess or insufficient inventoriesofparticular products or components. The Company's operating results and financial condition in the past have been
and mayin the future be materially adversely affected by the Company's ability to manage its inventory levels and outstanding purchase
commitments and to respondto short-term shifts in customer demandpatterns.

Gross margin increased to 27.9% ofnet sales in 2002 from 23.0% in 2001. Gross margin in 2001 was unusually low resulting from negative gross
margin of 2% experienced in the first quarter of 2001. As a
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percentageofnetsales, the Company's quarterly gross margins declined during fiscal 2002 from 31% in the first quarter down to 26% in the fourth
quarter. This decline resulted from several factors including a rise in componentcosts as the year progressed and aggressive pricing by the Company
acrossits productslinesinstituted as a result of continued pricing pressures in the personal computerindustry.

Operating Expenses

Operating expensesfor the three fiscal years ended September 27, 2003 are as follows (in millions, except for percentages):

2003 2002 2001

Research and development $ 471 $ 446 § 430
Percentage ofnetsales 8% 8% 8%

Selling, general, and administrative expenses $ 1,212 § 1,109 §$ 1,138
Percentageofnetsales 20% 19% 21%

Restructuring costs $ 26 $ 30 —_—
Purchased in-process research and development — § 1 $ 1]

Research and Development (R&D)

The Company recognizes that focused investments in R&Darecritical to its future growth and competitive position in the marketplace and are
directly related to timely developmentofnew and enhanced products that are central to the Company's core business strategy. The Company has
historically relied upon innovation to remain competitive. R&D expense amounted to approximately 8% oftotal net sales during 2003, 2002 and
2001, up substantially from approximately 5% oftotal net sales in fiscal year 2000 and recentearlier periods. The Company's managementbelieves
that maintaining orincreasing the pace of innovation and product developmentis the best way to respondto current economic and market conditions
and will continue to position the Company for future growth as conditions improve. R&D expense increased 6% or $25 million to $471 million in
2003 as compared to 2002, which follows a $16 million increase in 2002 as compared to 2001. The overall increase in R&D expenserelates
primarily to increased headcount and support for new product development activities. R&D spending also included capitalized software development
costs of approximately $14.7 million related to the development of Mac OS X Panther in 2003; approximately $13.3 million associated with the
development of Mac OS X Jaguar and approximately $6 million associated with the PowerSchool enterprise student information system in 2002; and
approximately $5.4 million associated with the developmentofthe original version of Mac OS X in 2001. Further information related to the
Company's capitalization of software development costs may be foundin PartII, Item 8 of this Form 10-K at Note 1 ofNotes to Consolidated
Financial Statements.

Selling, General, and Administrative Expense (SG&A)

SG&A increased $103 million or 9% during 2003 as compared to 2002 dueprimarily to the Company's continued expansion ofthe Retail segment
and increases in headcount. The overall increase waspartially offset by a decrease in current year discretionary spending on marketing and
advertising and by savings resulting from the 2003 and 2002 restructuring activities described below.

SG&A decreased $29 million or 3% during 2002 as compared to 2001. The decrease in SG&A in 2002 wasprimarily the result of lower
discretionary spending on marketing and advertising expenses, decreased spending related to information systems, and benefits directly related to the
Company's restructuring actions in 2002 and 2001. The decreases werepartially offset by higher sales expense in 2002resulting from increased
operating expenses associated with expansion of the Company's Retail segment.
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Restructuring Actions

During the second quarter of 2003, the Company's management approved andinitiated restructuring actions that resulted in recognition ofatotal
restructuring charge of $2.8 million. The primary focus of actions taken in the second quarter were for the most part supplementalto actions initiated
in the prior two quarters and focused on further headcount reductionsin various sales and marketing functions in the Company's Americas and
Europe operating segments and further reductions associated with PowerSchoolrelated activities in the Americas operating segment. The second
quarter actions resulted in recognition of severance costs of $2.4 million for termination of 93 employees, 92 of whom were terminated priorto the
end of 2003 at a cost of $2.2 million. During the second quarter of 2003, an additional $400,000 was accrued for asset write-offs and lease payments
on an abandonedfacility in the Americas operating segment. The Company estimates these restructuring actions will reduce quarterly operating
expenses by $1.5 million.

Duringthe first quarter of 2003, the Company's managementapproved andinitiated restructuring actions with a total cost of $24 million that resulted
in the termination of manufacturing operations at the Company-ownedfacility in Singapore, further reductions in headcount resulting from the shift
in PowerSchool productstrategy that took place at the end offiscal 2002, and termination of various sales and marketing activities in the United
States and Europe. These restructuring actionswill ultimately result in the elimination of 260 positions worldwide,all but one was eliminated by the
end of 2003. The Company estimates these restructuring actions will reduce quarterly operating expenses by $6 million.

During fiscal 2002, the Company recordedtotal restructuring charges of $30 million related to actions intended to eliminate certain activities and
better align the Company's operating expenses with existing general economic conditions and to partially offset the cost of continuing investments in
new product developmentand investments in the Company's Retail operating segment. The Company estimates these restructuring actionswill result
in reduced quarterly operating expenses of approximately $10 million. :

Ofthe $30 million restructuring chargefor fiscal 2002, $6 million was incurred in the fourth quarter of 2002 related to actions designed to reduce
headcountcosts in corporate operations andsales and to adjust its PowerSchool product strategy. Headcountactions, primarily in corporate
operations, sales, and PowerSchoolrelated research and development,resulted in the elimination of approximately 180 positions worldwide at a cost
of $1.8 million. The shift in productstrategy at PowerSchoolincluded discontinuing development and marketing of a PowerSchoolproduct that
resulted in the impairmentofpreviously capitalized development costs associated with the product in the amount of $4.5 million. The remaining
charge in 2002 of $24 million was incurred in the first quarter of 2002 and resulted in the elimination of approximately 425 positions worldwide,at a
cost of $8 million. Positions were eliminated primarily in the Company's operations, information systems, and administrative functions.In addition,
these restructuring actions also included significant changes in the Company's information systemsstrategy resulting in termination of equipment

" leases and cancellation of existing projects and activities. Related lease and contract cancellation charges totaled $12 million, and charges for asset
impairments totaled $4 million. Duringthefirst quarter of 2003, the Companyreversed the remaining unusedaccrual of $600,000.

Purchased In-Process Research and Development (IPR&D)

During the fourth quarter of 2002, the Company acquired Emagic GmbH,a providerofprofessional software solutions for computer based music
production, for approximately $30 million in cash; $551,000 of which was allocated to IPR&D. The amountof the purchaseprice allocated to
IPR&D was expensed upon acquisition, because the technological feasibility of products under developmenthad notbeenestablished and no
alternative future uses existed. The IPR&Drelates primarily to Emagic's Logic series technology and extensions. Atthe date of the acquisition, the
products under development were between 43%-83% complete, and it was expected that the remaining work would be completed during the
Company's fiscal 2003 at a cost of approximately $415,000. The remaining efforts, which were completed in 2003, included finalizing user interface
design and development, and testing. The fair value of the IPR&D was determined
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using the income approach, whichreflects the projected free cash flows that will be generated by the IPR&Dprojects andthat are attributable to the
acquired technology, and discounting the projected net cash flows back to their present value using a discount rate of 25%.

Tn May 2001, the Company acquired PowerSchool, Inc., a provider of web-based student information systems for K-12 schools and districts that
enables schools to record, access, report, and managetheir student data and performancein real-time, and gives parents real-time web access to track
their children's progress. Of total purchase consideration of $66.1 million, $10.8 million was allocated to IPR&D and was expensed uponacquisition
because the technological feasibility of products under development had not been established and noalternative future uses existed. The IPR&D
relates to technologies representing processes and expertise employedto design, develop, and deploy a functioning, scalable web-based student
information system for use by K-12 schools. At the date of the acquisition, the PowerSchool product under development was approximately 50%
complete, and it was expected that the remaining 50% would be completed during the Company's fiscal 2002 at a cost of approximately
$9.25 million, The remaining efforts, which were completed during 2002, included completion of coding, finalizing user interface design and
development, andtesting. The fair value of the IPR&D wasdeterminedusing the income approach, whichreflects the projected free cash flowsthat
will be generated by the IPR&D projects and thatare attributable to the acquired technology, and discounting the projected net cash flows back to
their present value using a discount rate of 25%.

Other Income and Expense
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Other income and expenseforthe three fiscal years ended September 27, 2003areas follows (in millions):

2003 2002 2001

Gains(losses) on non-current investments,net 5 10 $ (42) $ 88
Unrealized loss on convertible securities $ — § — $ (33)

Interest income $ 69 §$ 118 $ 218

Interest expense (8) (1) (16)
Gains on sales of short term investments, net 21 7 —_—
Other income (expense), net (5) (2) 15
Gain on forward purchase agreement 6 _ —_—

Interest and other income, net $ 83 $§$ 112 $ 217

Total other income and expense $ 93 $§ 70 $ 292

Gains and Losses on Non-current Investments

The Company hasheld investments in EarthLink Inc. (EarthLink), Akamai Technologies, Inc. (Akamai), ARM Holdings plc (ARM)andcertain
investments in private companies. These investments have beenreflected in the consolidated balance sheets as long term assets within other assets
and have been categorized as available-for-sale requiring that they be carried at fair value with unrealized gains andlosses, net of taxes, reported in
equity as a component of accumulated other comprehensive income. The Company recognizes an impairmentcharge to earningsin the event a
declinein fair value below thecost basis of one of these investments is determined to be other-than-temporary. The Company includes recognized
gains andlosses resulting from the sale or from other-than-temporary declines in fair value associated with these investments in other income and
expense. Further information related to the Company's non-current debt and equity investments may be found in Part II, Item 8 of this Form 10-K at
Note 2 of Notes to Consolidated Financial Statements.

During 2003, the Company sold 1,875,000 shares of Akamai stock for net proceeds of approximately $9 million, and a gain before taxes of
approximately $8 million. Additionally, the Company sold its remaining investment in ARM stock, 278,000 shares, for net proceeds of
approximately $295,000, and a
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gain before taxes of $270,000, and sold its remaining investment in EarthLink stock, 6,540,000 shares, for net proceeds of approximately
$37 million, and a gain before taxes of $2 million. The fair value.of the Company's remaining investment in Akamai as of September 27, 2003, was
approximately $5 million.

During 2002, the Company determined that declines in the fair value of certain of these investments were other-than-temporary. Asa result, the
Companyrecognized a $44 million charge to earnings to writedown the basis ofits investment in EarthLink, a $6 million charge to earnings to
writedownthe basis ofits investment in Akamai, and a $15 million charge to earnings to writedownthe basis ofits investment in a private company
investment. These losses in 2002 werepartially offset by the sale of 117,000 shares of EarthLink stock for net proceeds of $2 million and a gain
before taxes of $223,000, the sale of 250,000 shares of Akamai stock for net proceeds of $2 million and a gain before taxes of $710,000,andthe sale
of approximately 4.7 million shares of ARM stock for both net proceeds and a gain before taxes of $21 million.

During 2001, the Company sold a total of approximately 1 million shares of Akamai stock for net proceeds of $39 million and recorded a gain before
taxes of $36 million, and sold a total of approximately 29.8 million shares of ARM stock for net proceeds of $176 million and recorded a gain before
taxes of $174 million. These gains during 2001 werepartially offset by a $114 million charge to earnings that reflected an other-than-temporary
declinein the fair value of the Company's investment in EarthLink and an $8 million charge that reflected an other-than-temporary declinein the fair
value of certain private company investments.

Unrealized Loss on Convertible Securities

On October 1, 2000, the Company adopted Statement of Financia! Accounting Standard (SFAS) No. 133, Accountingfor Derivative Instruments and
Hedging Activities. SEAS No. 133 established accounting and reporting standards for derivative instruments, hedging activities, and exposure
definition. SFAS No. 133 required the Companyto adjust the carrying value of the derivative componentofits investment in Samsung to earnings
during thefirst quarter of 2001, the before tax effect of which was an unrealized loss of approximately $13 million.

Interest and Other Income, Net

Netinterest and other income decreased $29 million or 26% to $83 million during 2003. The decrease is primarily the result of declining investment
yields on the Company's cash and short-term investments resulting from substantially lower marketinterest rates. The weighted average interest rate
earned by the Company onits cash, cash equivalents and short-term investmentsfell to 1.89% in 2003 compared to 2.85% in 2002. The decreaseis
offset by the increase of $14 million from the gain on the sales of short term investments from the Company's fixed incomeportfolio, and the

http://www.sec.gov/Archives/edgar/data/320193/00010474690304 1 604/a2124888z10-k-htm 8/27/2010



Page 27 of 84

increase of $6 million from the gain on the forward purchase agreementduring the fourth quarter of 2003.

Netinterest and other income was $112 million in fiscal 2002, compared to $217 million in fiscal 2001. This $105 million or 48% decrease was
primarily the result of declining investment yields on the Company's cash andshort-term investments resulting from substantially lower market
interest rates. The weighted average interest rate earned by the Company onits cash, cash equivalents and short-term investments fell to 2.85% in
2002 compared to 5.38% in 2001.

Provision for Income Taxes

The Company's effective tax rate for 2003 was 26% compared to the higher statutory rate due primarily to research and developmentcredits, a non-
taxable gain on stock repurchase and certain undistributed foreign earnings for which no U.S. taxes were provided. As of September27, 2003, the
Company had deferred tax assets arising from deductible temporary differences, tax losses, and tax credits of $452 million before being offset against
certain deferred tax liabilities and a valuation allowancefor presentation on the Company's consolidated balancesheet. As of September27, 2003, a
valuation allowance of $30 million was
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recorded against the deferred tax asset for the benefits of tax losses that may not be realized. The valuation allowancerelates principally to the
operating loss carryforwards acquired from NeXT and other acquisitions,the utilization of which is subject to certain limitations imposed by the
Internal Revenue Code. Managementbelievesit is morelikely than not that forecasted income, including incomethat may be generated as a result of
certain tax planningstrategies, will be sufficient to fully recover the remaining net deferred tax assets. The Company will continue to evaluate the
realizability of the deferred tax assets quarterly by assessing the need for and amount of the valuation allowance. .

On April 10, 2003, the Internal Revenue Service (IRS) proposed adjustments to the Company's federal incometax returns for the years 1998 through
2000, and the Company has made certain prepayments thereon. Certain ofthese adjustments are being contested through the IRS Appeals Office.
Substantially all IRS audit issues for years prior to 1998 have been resolved. Managementbelieves that adequate provision has been made for any
adjustments that may result from tax examinations. However, the outcomeoftax audits cannotbe predicted with certainty. Should any issues
addressed in the Company's tax audits be resolved in a mannernot consistent with management's expectations, the Companycould be required to
adjust its provision for income tax in the period such resolution occurs.

Cumulative Effects of Accounting Changes

* Financial Instruments with Characteristics ofBoth Liabilities and Equity

On May 15, 2003, the Financial Accounting Standards Board (FASB)issued SFAS No.150, Accountingfor Certain F.inancial Instruments with
Characteristics ofBoth Liabilities and Equity. SEAS No. 150 requires issuers to classify asliabilities certain freestanding financial instruments that
embodyobligationsfor the issuer and have characteristics of both liabilities and equity. The Company adopted the provisions of SFAS No.150 on
June 29, 2003, which resulted in a favorable cumulative effect type adjustmentof approximately $3 million. This adjustment represented the mark-
to-market adjustmentto fair value for a forward purchase agreementthat allowed the Company to acquire 1.5 million shares of its common stock at a
price of $16.64 per share. The Companysettled this forward purchase agreement in August 2003. The settlement resulted in an additional gain of
approximately $6 million, which is includedin interest and other income,net.

Accountingfor Asset Retirement Obligations

On September 29, 2002, the Company adopted SFAS No.143, Accountingfor Asset Retirement Obligations, which addresses financial accounting
and reporting for obligations associated with the retirement of tangible long-lived assets and the associated asset retirementcosts. Net ofthe related
incometax effect of approximately $1 million, adoption of SFAS No.143 resulted in an unfavorable cumulative-effect type adjustmentto net income
during 2003 of approximately $2 million. This adjustment represents cumulative depreciation and accretion that would have been recognized through
the date of adoption of SFAS No. 143 had the statement been applied to the Company's existing asset retirement obligations at the time they were
initially incurred.

Accountingfor Derivatives

The adoption of SFAS 133 during 2001 resulted in a favorable cumulative-effect type adjustment of approximately $12 million, net of a related
incometax effect of approximately $5 million. :

Further information related to the adoption of SFAS Nos. 133, 143 and 150 and theresulting cumulative accounting effects may be foundin Part II,
Item 8 of this Form 10-K at Note | ofNotes to Consolidated Financial Statements.

Accounting for Stock-Based Compensation

The Company currently measures compensation expensefor its employee stock-based compensation plans using the intrinsic value method
prescribed by Accounting Principles Board (APB) Opinion No.25,
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Accountingfor Stock Issued to Employees and provides pro forma disclosuresofthe effect on net income and earningsper shareasif the fair value-
based method had been applied in measuring compensation expense. The Company haselected to follow APB Opinion No.25 because, as further
discussed in PartII, Item 8 of this Form 10-K at Note 1 of the Notes to Consolidated Financial Statements, the alternative fair value accounting
provided for under SFAS No. 123, Accountingfor Stock-Based Compensation, requires use of option valuation models that were not developed for
use in valuing employee stock options and employee stock purchase plan shares. Under APB Opinion No. 25, when the exercise price of the
Company's employee stock options equals the marketprice of the underlying stock on the date of the grant, no compensation expenseis recognized.

The FASB decided on April 22, 2003 to require all companies to expensethe value of employee stock options. Companies will be required to
measure the cost of employee stock options according to their fair value. The FASBhas indicated that it plans to issue in the first quarter of calendar
year 2004 an exposure draft of a new accounting standard addressing this matter. Prior to issuance of this exposure draft, the FASB has indicatedit
will be addressing several significant technical issues. Amongotherthings, the FASB must determine the extent to which the new accounting
standard will permit adjustments to recognized expense for actual option forfeitures and actual performance outcomes. This determination will affect
the timing and amountof compensation expense recognized. Also, a method to determinethe fair value of employee stock options must be
established. Current accounting standards require use of an option-pricing model, such as the Black-Scholes formula, to determinefair value and
provide guidance on adjusting someofthe input factors used in the model. This valuation approachhas received significantcriticism and may be
subject to changes that could havea significant impact on the calculated fair value of employee stock options under the new standard.

At the Company's annual shareholder's meeting on April 24, 2003, shareholders approved a proposal requesting that the Company's Board of
Directors (the Board)establish a policy of expensing the valueofall future employee stock options issued by the Company. The Board and
managementappreciate and take seriously the views expressed by the Company's shareholders. As discussed in the Company's Form 10-Q for the
period ended March 29, 2003, the Companyhad decided not to expense the value of employee stock options until the FASB finalizes its new
accounting standard on the matter. The Company based this decision on the FASB's announcedintention to soon require all companies to expensethe
value of employee stock options and the FASB's near-term review of technical issues that will play a significant role in determining the fair value of
and accounting for employee stock options. The Company monitors progress at the FASB and other developments with respect to the general issue of
employee stock compensation.In the future, should the Company expense the value of employeestock options, either out of choice or due to new
requirements issued by the FASB, the Company may haveto recognize substantially more compensation expense in future periods that could have a
material adverse impact on the Company's future results of operations.

Recent Accounting Pronouncements

In January 2003, the FASB issued Interpretation No. 46 (FIN 46), Consolidation of Variable Interest Entities. FIN 46 clarifies the application of
Accounting Research Bulletin No. 51 and applied immediately to any variable interest entities created after January 31, 2003 andto variable interest
entities in which an interest is obtainedafter that date. For variable interest entities created or acquired prior to February 1, 2003, the provisions of
FIN 46 mustbe applied for the-first interim or annual period beginning after December 15, 2003. The adoption ofthe provision of FIN 46 related to
variable interests created after January 31, 2003 did not have a material impact on the Company's results of operations or financial position. The
Companycontinues to evaluate the provisions of FIN 46, and doesnotbelieve that the adoption of the remaining provisions will have a material
impacton its results of operations or financial position.
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In May 2003, the FASB's Emerging Issues Task Force (EITF) reached consensus on EITF Issue No. 00-21, Revenue Arrangements with Multiple
Deliverables. EITF Issue No. 00-21 provides guidance on how to account for certain arrangementsthat involve the delivery or performance of
multiple products, services, and/or rights to use assets. The provisions of EITF Issue No. 00-21 apply to revenue transactions entered into in fiscal
periods beginning after June 15, 2003. Additionally, in August 2003, the EITF reached consensus on EITF Issue No. 03-5, Applicability ofAICPA
Statement ofPosition 97-2, "Software Revenue Recognition," to Non-Software Deliverables in an Arrangement Containing More-than-Incidental
Sofiware. EITF Issue No. 03-5 provides guidance on determining whether non-software deliverables are included within the scope of SOP 97-2, and
accordingly, whether multiple element arrangements are to be accountedfor in accordance with EITF Issue No. 00-21 or SOP 97-2, The Company
currently applies the requirements of SOP No. 97-2 when accounting for all multiple elementtransactions. The Company doesnot anticipate the
application of either EITF Issue Nos. 00-21 or 03-5 will have a significant impact on its results of operationsorfinancialposition.

Liquidity and Capital Resources

The following table presents selected financial information andstatistics for each ofthe last three fiscal years (dollars in millions):

2003 2002 2001

Cash, cash equivalents, and short-term investments $ 4,566 $ 4337 $3 4,336
Accounts receivable, net $ 766 § 565 $ 466
Inventory $ 56 $ 45 §$ it
Workingcapital $ 3,530 §$ 3,730 $ 3,625
Dayssales in accounts receivable (DSO)(a) 4) 36 29
Daysof supply in inventory (b) 4 4 1
Days payables outstanding (DPO)(c) 82 TI 73
Annual operating cash flow ‘ $ 289 $ 89 $ 185
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(a) DSO is based on endingnet trade receivables and most recent. quarterly net sales for each period.

(b) Days supply of inventory is based on ending inventory and mostrecent quarterly cost of sales for each period.

(c) DPOis based on ending accounts payable and most recent quarterly cost of sales adjusted for the changein inventory.

Asof September27, 2003, the Company's cash, cash equivalents, and short-term investments portfolio totaled $4.566 billion, an increase of
$229 million from the end offiscal 2002. The Company's short-term investment portfolio consists primarily of investments in U.S. Treasury and
Agency securities, U.S. corporate securities, and foreign securities. Foreign securities consist primarily of foreign commercial paper, certificates of
deposit and time deposits with foreign institutions, most of which are denominated in U.S.dollars. The Company's investments are generally liquid
and investment grade.

As a result of declining investmentyields on the Company's cash equivalents and short-term investments resulting from substantially lower market
interest rates during 2003, the Companyhaselected to reduce the average maturity ofits portfolio to maintain liquidity for future investment
opportunities when marketinterest rates increase. Accordingly, during 2003 the Companyincreasedits holdings in short-term investment grade
instruments, both in U.S. corporate and foreign securities, that are classified as cash equivalents and has reducedits holdings in longer-term U.S.
corporate securities classified as short-term investments.

Although the Company's cash, cash equivalents, and short-term investments increased in 2003, the Company's working capitalat September 27, 2003
decreased by $200 million as compared to the end of
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fiscal 2002 due primarily to the current yearreclassification of the Company's long-term debt as a current obligation resulting from its scheduled
maturity in February 2004.

The primary sourcesoftotal cash and cash equivalents in fiscal 2003 were $289 million in cash generated by operating activities and $53 million in
proceeds from the issuance of commonstock,partially offset by $164 million utilized for capital expenditures and $26 million for the repurchase of
common stock. ,

The Companybelievesits existing balances of cash, cash equivalents, and short-term investments will be sufficientto satisfy its working capital
needs, capital expenditures, debt obligations, stock repurchase activity, outstanding commitments, and other liquidity requirements associated withits
existing operations over the next 12 months.

Debt

The Company currently has debt outstanding in the form of $300 million of aggregate principal amount6.5% unsecured notes that were originally
issued in 1994. The notes, which pay interest semiannually, were sold at 99.925% ofpar, for an effective yield to maturity of 6.51%. The notes, along
with approximately $4 million of unamortized deferred gains on closed interest rate swaps, are due in February 2004 and therefore have been
classified as current debt as of September 27, 2003. The Company currently anticipates utilizing its existing cash balancesto settle these notes when
due.

Capital Expenditures

The Company's total capital expenditures were $164 million during fiscal 2003, $92 million of which were forretail store facilities and equipment
related to the Company's Retail segment and $72 million of which were primarily for corporate infrastructure, including information systems
enhancements and operating facilities enhancements and expansions. The Companycurrently anticipates it will utilize approximately $160 million
for capital expenditures during 2004, approximately $85 million of which is expected to be utilized for further expansion of the Company's Retail
segmentand the remainderutilized to support normal replacement of existing capital assets and enhancements to general information technology
infrastructure.

Stock Repurchase Plan

In July 1999, the Company's Board of Directors authorized a plan for the Companyto repurchase up to $500 million of its common stock. This
repurchaseplan does not obligate the Companyto acquire any specific numberof shares or acquire shares over any specified period of time.

During the fourth quarter of 2001, the Company entered into a forward purchase agreement to acquire 1.5 million shares of its commonstock in
Septemberof 2003 at an averageprice of $16.64 per share for a total cost of $25.5 million. In August 2003, the Companysettled this agreementprior
to its maturity, at which time the Company's commonstock had a fair value of $22.81. Other than this forward purchase transaction, the Company
has not engaged in any transactions to repurchase its common stock since fiscal 2000. Since inception of the stock repurchase plan, the Companyhad
repurchaseda total of 6.55 million shares at a cost of $217 million. The Companywasstill authorized to repurchase up to an additional $283 million
of its commonstock as of September 27, 2003.
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Off-Balance Sheet Arrangements

The Companyhasnot entered into any transactions with unconsolidated entities whereby the Company has financial guarantees, subordinated
retained interests, derivative instruments or other contingent arrangements that expose the Company to material continuingrisks, contingent
liabilities, or any other obligation undera variable interest in an unconsolidated entity that provides financing,liquidity, market nsk or credit risk
support to the Company.
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Lease Commitments

As of September27, 2003, the Company hadtotal outstanding commitments on noncancelable operating leases of approximately $600 million,
$354 million of which related to the lease ofretail space andrelated facilities. Remaining terms on the Company's existing operating leases range
from 1 to 12 years. Subsequentto September 27, 2003, the Company enteredinto additional operating lease commitmentsforretail space with future
lease commitmentstotaling $64 million for periods ranging from 10 to 12 years.

Purchase Commitments with Contract Manufacturers and Component Suppliers

The Companyutilizes several contract manufacturers to manufacture sub-assemblies for the Company's products and to perform final assembly and
test of finished products. These contract manufacturers acquire componentsandbuild product based on demandinformation supplied by the
Company, which typically covers periods ranging from 1 to 3 months. The Company also obtains individual componentsfor its products from a wide
variety of individual suppliers. Consistent with industry practice, the Company acquires components through a combination of purchase orders,
supplier contracts, and open orders based on projected demandinformation. Such purchase commitmentstypically cover the Company's forecasted
component and manufacturing requirements for periods ranging from 30 to 130 days. As of September 27, 2003, the Companyhad outstanding third-
party manufacturing commitments and component purchase commitments of approximately $848 million.

Indemnifications

The Company generally does not indemnify end-users ofits operating system and application software against legal claims that the software infringes
third-party intellectual property rights. Other licensing agreements entered into by the Company sometimesinclude indemnification provisions under
which the Company could be subject to costs and/or damagesin the event of an infringement claim against the Company or an indemnified third-
party. However, the Companyhasnot been required to make any significant payments resulting from such an infringement claim asserted against
itself or an indemnified third-party and, in the opinion of management, doesnot have a potential liability related to unresolved infringement claims
that would have a material adverse effect on its financial condition, liquidity or results of operations.

Factors That May Affect Future Results and Financial Condition

Because ofthe following factors, as wel! as other factors affecting the Company's operating results and financial condition, past financial
performance should not be considered to bea reliable indicator of future performance, and investors should notuse historical trends to anticipate
results or trends in future periods.

General economic conditions and current economic andpolitical uncertainty could adversely affect the demandfor the Company's products and the
financial health ofits suppliers, distributors, andresellers.

The Company's operating performance dependssignificantly on general economic conditions. For much ofthe past several years, demand for the
Company's products has been negatively impacted by difficult global economic conditions. Additionally, some of the Company's education
customers appearto be delaying technology purchases due to concerns about the overall impact of the weaker economy ontheir available funding.
Continued uncertainty about future economic conditions continues to makeit difficult to forecast future operating results. Should global and regional
economic conditions fail to improve or continue to deteriorate, demand for the Company's products could continue to be adversely affected, as could
the financial health of its suppliers, distributors, and resellers.

War, terrorism or public health issues could disrupt supply, delivery or demand ofproducts which could negatively affect the Company's operations
andperformance.

War,terrorism or public health issues, whether in the U.S. or abroad, have caused and could continue to cause damageor disruption to international
commerceby creating economic andpolitical uncertainties
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that may have a strong negative impact on the global economy, the Company, and the Company's suppliers or customers. Althoughit is impossible to
predict the occurrences or consequencesofany such events, such events could result in a decrease in demand for the Company's products, makeit
difficult or impossible to deliver products to its customers, or to receive components from its suppliers, and could create delays and inefficiencies in
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the Company's supply chain. The Company's operating results and financial condition have been, and in the future may continueto be, adversely
affected by these events.

The Company and some ofits manufacturing vendors and component suppliers have significant operations in various locations throughout Asia,
including locations in mainland China, the Hong Kong Special Administrative Region, and Singapore,all of which were subject to the World Health
Organization and Centers for Disease Control and Prevention severe acute respiratory syndrome (SARS)travel advisories at times during the second
and third quarters offiscal 2003. Similar travel advisories were issued for Taiwan, wherea significant amountof the Company's portable Macintosh
systems and the iPod are assembled. Should the severity of the SARs threat increase or other public health issues arise, the Company could be
negatively impacted by the need for more stringent employeetravelrestrictions, additional limitations in the availability of freight services,
governmentalactions limiting the movementofproducts between various regions, delays in production ramps of new products, and disruptionsin the
operations of the Company's manufacturing vendors and component suppliers.

The marketforpersonal computers and relatedperipherals and services is highly competitive. Ifthe Company is unable to effectively compete in
these markets, its results ofoperations could be adversely affected.

The personal computerindustry is highly competitive and is characterized by aggressive pricing practices, downward pressure on gross margins,
frequent introduction of new products, short productlife cycles, evolving industry standards, continual improvement in productprice/performance
characteristics, rapid adoption of technological and product advancements by competitors, price sensitivity on the part of consumers, and a large
number of competitors. Over the past several years, price competition in the market for personal computers and related peripherals has been
particularly intense. The Company's competitors whosell Windows-based personal computers have aggressively cut prices and lowered their product
margins in order to gain or maintain market share in response to the weakness in demand that began in the secondhalf of calendar 2000 for personal
computing products. The Company's results of operations and financial condition have been, and in the future may continueto be, adversely affected
by these and other industry-wide pricing pressures and downwardpressures on gross margins.

The personal computer industry has also been characterized by rapid technological advances in software functionality, hardware performance, and
features based on existing or emerging industry standards. Further, as the personal computerindustry and its customers place more reliance on the
Internet, an increasing numberofInternet devices that are smaller and simpler than traditional personal computers may compete for market share
with the Company's existing products. Several competitors of the Companyhaveeither targeted or announced their intention to target certain of the
Company's key market segments, including consumer, education, professional and consumerdigital video editing, and design and publishing. Several
of the Company's competitors have introduced or announcedplansto introduce digital music products that mimic manyof the unique design,
technical features, and solutions of the Company's products. The Companyhasa significant number of competitors, many of whom havegreater
financial, marketing, manufacturing, and technological resources, as well as broader product lines and larger installed customer bases than those of
the Company. Additionally, there hasbeen a trend towards consolidation in the personal computer industry that has resulted in larger and potentially
stronger competitors in the Company's markets.

The Companyis currently the only makerofhardware using the Mac OS. The Mac OShasa minority market share in the personal computer market,
which is dominated by makers of computersutilizing Microsoft's Windows operating systems. The Company's future operating results and financial
condition
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are substantially dependentonits ability to continue to develop improvements to the Macintosh platform in order to maintain perceived design and
functional advantages over competing platforms, including Windows.

The Companyis currently focused on market opportunities related to digital music distribution and related consumer electronic devices including
iPods. The Company faces increasing competition from other companies promoting their own digital music distribution services, free peer-to-peer
music services, emerging companies, and larger companies that may have greater resources, including technical and marketing resources, and
supplier relationships. There can be no assurance that the Companywill be able to provide products and services that effectively compete in these
markets. Failure to effectively compete could negatively affect the Company's operating results and financialposition.

The Company has higher research and development andselling, general and administrative costs, as a percentage ofrevenue, than many ofits
competitors. .

The Company's ability to compete successfully and maintain attractive gross margins is heavily dependentuponits ability to ensure a continuing and
timely flow of innovative and competitive products and technologies to the marketplace. As a result, the Company incurs higher research and
developmentcosts as a percentage of revenue than its competitors whosell personal computers based on other operating systems. Manyofthese
competitors seek to compete aggressively on price and maintain very low coststructures. Further, as a result of the expansion of the Company's
Retail segment and costs associated with marketing the Company's brand including its unique operating system, the Companyincurshigherselling
costs as a percentage of revenue than manyofits competitors. If the Companyis unable to continue to develop andsell innovative new products with
attractive gross margins,its results of operations may be materially adversely affected by its operating cost structure.

The Company must successfully managefrequent product introductions and transitions in order to remain competitive and effectively stimulate
customer demand.

Dueto the highly volatile nature of the personal computer industry, which is characterized by dynamic customer demand patterns and rapid
technological advances, the Company must continually introduce new products and technologies, enhance existing products in order to remain
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competitive, and effectively stimulate customer demand for new products and upgraded versions of the Company's existing products. The success of
new product introductions is dependent on a numberoffactors, including market acceptance; the Company's ability to manage the risks associated
with producttransitions, including production rampissues; the availability of application software for new products; the effective management of
inventory levels in line with anticipated product demand; the availability of products in appropriate quantities to meet anticipated demand; and the
risk that new products may have quality or other defects in the early stages ofintroduction. Accordingly, the Company cannot determine in advance
the ultimate effect that new products will have onits sales or results of operations.

During 2001, the Company introduced a new client operating system, Mac OS X,and delivered its first major upgrade, Mac OS X version 10.1.
Other major upgrades include Mac OS X Jaguar in 2002 and most recently Mac OS X Panther in October 2003. Inability of the Companyto provide
additional improvements in the performance and functionality of Mac OS X, advance customer acceptance of the new operating system andits
upgrades, obtain the continued commitmentof software developers to transition existing applications to run on Mac OSX,or create new applications
to run on Mac OS X, may have an adverse impact on the Company's operating results and financial condition.

Because ordersfor components, and in some cases commitments to purchase components, must be placed in advance ofcustomerorders, the
Companyfaces substantial inventory risk.

The Company records a write-down for inventories of components and products that have become obsolete or are in excess of anticipated demand or
net realizable value and accrues necessary reserves for cancellation fees of orders for inventories that have been cancelled. Although the Company
believes its
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inventory and related provisions are adequate, given the rapid and unpredictable pace of product obsolescence in the computer industry, no assurance
can be given that the Company will not incur additional inventory and related charges. In addition, such charges have had, and may have, a material
effect on the Company's financial position and results of operations.

The Company must order components for its products and build inventory in advance of product shipments. Because the Company's markets are
volatile and subject to rapid technology and price changes, there is a risk the Companywill forecast incorrectly and produce or order from third
parties excess or insufficient inventories of particular products. Consistent with industry practice, components are normally acquired through a
combination of formal purchase orders, supplier contracts, and open orders based on projected demand information. Such purchase commitments
typically cover the Company's forecasted component and manufacturing requirements for periods ranging from 30 to 130 days. The Company's
operating results and financial condition have been in the past and mayin the future be materially adversely affected by the Company's ability to
manageits inventory levels and respond to short-term shifts in customer demandpatterns.

Future operating results are dependent uponthe Company's ability to obtain a sufficient supply ofcomponents, some ofwhich are in short supply or
available onlyfromlimited sources.

Although most components essential to the Company's business are generally available from multiple sources, certain key components including
microprocessors and ASICsare currently obtained by the Companyfrom single or limited sources. Some key components (including without
limitation DRAM, TFT-LCDflat-panel displays, and optical and magnetic disk drives), while currently available to the Company from multiple
sources, are at times subject to industry-wide availability and pricing pressures. In addition, new products introduced by the Companyoften initially
utilize custom components obtained from only one source until the Company has evaluated whetherthere is a need for, and subsequently qualifies,
additional suppliers. In situations where a componentor productutilizes new technologies, initial capacity constraints may exist until such time as the
suppliers’ yields have matured. The Company and other producers in the personal computer industry also compete for various components with other
industries that have experienced increased demandfor their products. The Company uses some components that are not commonto the rest of the
personal computerindustry including certain microprocessors and ASICs. Continued availability of these components maybe affected if producers
were to decide to concentrate on the production of componentsother than those customized to meet the Company's requirements, If the supply of a
key component wereto be delayed or constrained on a new or existing product, the Company's results of operations and financial condition could be
adversely affected.

The Company's ability to produce and market competitive products is also dependenton the ability and desire of IBM and Motorola, the sole
suppliers of the PowerPC RISC-based microprocessor for the Company's Macintosh computers, to provide the Companywith a sufficient supply of
microprocessors with price/performance features that compare favorably to those supplied to the Company's competitors by Intel Corporation and
other developers and producers of microprocessors used by personal computers using other operating systems. Further, despite its efforts to educate
the marketplace to the contrary, the Company believes that many of its current and potential customers believe that the relatively slower MHzrating
or clock speed of the microprocessorsit utilizes in its Macintosh systems compares unfavorably to those utilized by other operating systems and
translates to slower overall system performance. There have been instances in recent years where the inability of the Company's suppliers to provide
advanced PowerPC G4 and G3 microprocessors with higher clock speeds in sufficient quantity has had significant adverse effects on the Company's
results of operations. In addition, currently IBM is the Company's sole supplier of the G5 processor used in current Power Macintosh products and
Motorola is the sole supplier of the G4 processors. The inability in the future of the Company to obtain microprocessors in sufficient quantities with
competitive price/performance features could have an adverse impact on the Company's results of operations and financial condition.
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The Company relies on third-party music content, which may not be available to the Company on commercially reasonable terms oratall.

The Companycontracts with third parties to offer their music content to customers through the Company's 1Tunes Music Store. The Company pays
substantial fees to obtain the rights to offer to its customers this third-party music. Many of the Company's licensing arrangements with these third-
party content providersare short-term in nature and do not guarantee the future renewal of these arrangements at commercially reasonable terms,if at
all. Certain parties in the music industry have announced their intent to consolidate their music distribution operations, which couldlimit the
availability and increase the fees required to offer music content to customers through the iTunes Music Store. If the Companyis unable to continue
to offer a wide variety of music content at reasonable prices with acceptable usage rules, or expand its geographic reach outside the United States,
then sales and gross margins of the Company's iTunes Music Store as well as related hardware and peripherals, including iPods, may be adversely
affected.

Third-party content providers andartists require that the Company provide certain digital rights management solutions and other security
mechanisms. If the requirements from content providersorartists change, then the Company may be required to further developor license
technology to address such new rights and requirements. There is no assurance that the Company will be able to develop or license such solutionsat a
reasonable cost and in a timely manner, ifat all, which could have a materially adverse affect on the Company's operating results and financial
position.

The Company is dependent on manufacturing andlogistics services provided by thirdparties, many ofwhom are locatedoutside ofthe United States.

Manyof the Company's products are manufactured in whole or in part by third-party manufacturers. In addition, the Company has outsourced much
ofits transportation andlogistics management. While outsourcing arrangements may lower the fixed cost of operations, they also reduce the
Company's direct control over production and distribution.It is uncertain what effect such diminished control will have on the quality or quantity of
the products manufactured,orthe flexibility of the Company to respond to changing market conditions. Moreover, although arrangements with such
manufacturers may contain provisions for warranty expense reimbursement, the Company may remain atleast initially responsible to the ultimate
consumerfor warranty service in the event of product defects. Any unanticipated product defect or warranty liability, whether pursuant to
arrangements with contract manufacturers or otherwise, could adversely affect the Company's future operating results and financial condition.

Final assembly of products sold by the Companyis conducted in the Company's manufacturing facilities in Sacramento, California, and Cork,
Ireland, and by external vendors in Fremont, California, Fullerton, California, Taiwan, Korea, the Netherlands, the People's Republic of China, and
the Czech Republic. Currently, manufacture of many of the components used in the Company's products and final assembly of substantially all of the
Company's portable products including PowerBooks, iBooks, and the iPod is performed by third-party vendors in Japan, Taiwan and China.If for
any reason manufacturingor logistics in any of these locations is disrupted by regional economic, business, environmental, medical, political, or
military conditions or events, the Company's results of operations and financial condition could be adversely affected.

The Company's products, fromtime to time, experience quality problems that can result in decreased net sales and operating profits.panySsp (P' q P pp IS P

The Companysells highly complex hardware and software products that can contain defects in design and manufacture. Sophisticated operating
system software and applications, such as those sold by the Company, often contain "bugs" that can unexpectedly interfere with the operation of the
software. Defects may also occur in components and products the Company purchases from third-parties that may be beyondits control. There can be
no assurance that the Companywill be able to detectandfix all defects in the hardware and softwareit sells. Failure to do so couldresultin lost
revenue,loss of reputation, and significant expense to remedy.
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The Company's retail initiative has required and will continue to require a substantial investment and commitment ofresources andis subject to
numerous risks and uncertainties.

Through November 2003, the Company has opened 74retail stores includingits first international store in Tokyo, Japan. The Company's retail
initiative has required substantial investment in equipmentand leasehold improvements,information systems, inventory, and personnel. The
Companyhasalso entered into substantial operating lease commitments for retail space with lease terms ranging from 5 to 15 years. The Company
could incur substantial costs should it choose to terminate this initiative or close individual stores. Such costs could adversely affect the Company's
results of operations and financial condition. Additionally, a relatively high proportion of the Retail segment's costs are fixed because of depreciation
on store construction costs and lease expense. As a result, significant losses would result should the Retail segment experience a decline in sales for
any reason.

Certain of the Company's stores have been designed and built to serve as high profile venuesthat function as vehicles for general corporate
marketing, corporate events, and brand awareness. Becauseof their unique design elements, locations and size, these stores require substantially
more investment in equipment and leasehold improvements than the Company's moretypicalretail stores. The Company has opened four such stores
and has one under construction. Becauseoftheir location andsize, these high profile stores also require the Companyto enter into substantially
larger operating lease commitments compared to those required for its more typical stores. Current leases on such locations have terms ranging from
10 to 15 years with total commitments per location over thelease terms ranging from $25 million to $50 million. Closure or poor performance of one
of these high profile stores could have a particularly significant negative impact on the Company's results of operations and financial condition.

Manyofthe generalrisks and uncertainties the Company faces could also have an adverse impacton its Retail segment. Also, many factors uniqueto
retail operations present risks and uncertainties, some of which are beyond the Company's control, that could adversely affect the Retail segment's
future results, cause its actual results to differ from those currently expected, and/or have an adverse effect on the Company's consolidatedresults of
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operations. Potential risks and uncertainties uniqueto retail operations that could have an adverse impacton the Retail segmentinclude, among other
things, macro-economic factors that have a negative impact on general retail activity; inability to managecosts associated with store construction and
operation; lack of consumeracceptanceofthe Company's retail approach;failure to attract new users to the Macintosh platform; inability to sell
third-party hardware and software products at adequate margins; failure to managerelationships with existing retail channel partners; lack of
experience in managingretail operations outside the United States; costs associated with unanticipated fluctuations in the value of Apple-branded and
third-party retail inventory; and inability to obtain quality retail locations at reasonablecost.

Unit sales ofthe Company's professionally oriented desktop systems have declined sharply over the past several years negatively impacting net sales
and gross margin.

Unit sales of Power Macintosh systemsfell 13% during 2003 as compared to 2002 and fell 18% in 2002 from 2001. Power Macintosh unit sales have
fallen as a percentage oftotal Macintosh unit sales from 30% in 2001 to 22% in 2003. The Companybelieves that weak economic conditions over
the past several years are having a pronounced negative impacton its professional and creative customers whoare the primary users of such systems.
Also,it is likely that many of the Company's currentand potential customers, particularly professional and creative customers who are mostlikely to
utilize the Company's Power Macintosh systems,believe that the relatively slower MHzrating or clock speed of the microprocessorsit utilizes in its
Macintosh systems compares unfavorably to those utilized by other operating systemsandtranslates to slower overall system performance. In
addition to the negative impact on netsales, declining sales of Power Macintosh systemsalso have a negative effect on the Company's overall gross
margin because Power Macintosh systems generally have higher individual gross margins than the Company's other Macintosh systems. Continued
deterioration in Power Macintosh unit sales could adversely affect the Company's future net sales and gross margin. If future unit sales of Power
Macintosh systemsfail to
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partially or fully recover, it will be difficult for the Companyto improveits overall profitability. While the Company has introduced faster Power
Macintosh systemsutilizing 64-bit PowerPC G5 processors during 2003, there can be no assurancethat introduction of such systemswill favorably
impactnet sales either in the short or long term.

The Companyfaces increasing competition in the U.S. education market.

Sales in the United States to both elementary and secondary schools, as well as for college and university customers, remain a core market for Apple.
Netsales in these markets fell to 18% of the Company's total net sales in 2003 from 21% and 26% in 2002 and 2001, respectively. The drop in 2003
reflects declines in both net sales and Macintosh unit sales in these markets of 4% and 6%,respectively,in fiscal 2003 comparedto 2002.
Additionally, several competitors of the Company have either targeted or announced their intention to target the education market for personal
computers, which could also negatively affect the Company's marketshare. In an effort to regain market share and remain competitive, the Company
has been andwill continue to pursue 1:1 learning solutions in education. These 1:1 solutions andotherstrategic sales are generally priced more
aggressively and could result in significantly less profitability or even in financial losses, particularly for larger deals. Although the Company
believes it has taken certain steps to strengthen its position in the education market, there can be no assurance that the Company will be able to
increase or maintain its share of the education market or execute profitably on large strategic arrangements. Failure to do so may have an adverse
impact on the Company's operating results and financial condition.

The Company'sfuture operatingperformance is dependent on the performanceofdistributors and otherresellers ofthe Company's products.

The Company distributes its products through wholesalers, resellers, national and regionalretailers and cataloguers, many of whom distribute
products from competing manufacturers. In addition, the Companyalso sells manyofits products andresells certain third-party products in most of
its major markets directly to end users, certain education customers, and certain resellers throughits online stores around the world. The Company
also sells its own products and certain third-party products throughits retail stores. Many of the Company's significant resellers operate on narrow
product margins and have been negatively affected by current economic conditions. Considerable trade receivables that are not covered by collateral
or credit insurance are outstanding with the Company's distribution and retail channel partners. The Company's business andfinancial results could
be adversely affected if the financial condition ofthese resellers weaken,if resellers within consumer channels wereto cease distribution ofthe
Company's products,or if uncertainty regarding demandfor the Company's products causedresellers to reduce their ordering and marketing of the
Company's products. The Companyhasinvested and will continue to invest in various programs to enhanceresellersales, includingstaffing selected
resellers’ stores with Company employees. These programscould require a substantial investment from the Company, while providing no assurance
of return or incremental! revenue to offset this investment.

Overthe past several years, an increasing proportion of the Company's net sales have been made by the Companydirectly to end-users throughits
online stores around the world and throughits retail stores in the United States. Some of the Company's resellers have perceived this expansion of the
Company's direct sales as conflicting with their own business and economic interests as distributors and resellers of the Company's products.
Perception of such a conflict could discourage the Company's resellers from investing additional resourcesin the distribution andsale of the
Company's products or lead them to limit or cease distribution of the Company's products. The Company's business and financial results could be
adversely affected if expansionofits direct sales to end-users causes someorallofits resellers to cease or limit distribution of the Company's
products.

Further information regarding risks associated with Marketing and Distribution may be found in Part I, Item 1 of this Form 10-K underthe heading
"Markets and Distribution," which information is hereby incorporated by reference.
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The Company's business is subjectto the risks ofinternational operations.

A large portion of the Company's revenueis derived from its international operations. As a result, the Company's operating results and financial
condition could be significantly affected by risks associated with international activities, including economic and laborconditions, political
instability, tax laws (including U.S. taxes on foreign subsidiaries), and changes in the value of the U.S. dollar versus the local currency in which the
products are sold and goods andservices are purchased. The Company's primary exposure to movements in foreign currency exchangeratesrelate to
non-dollar denominated sales in Europe, Japan, Australia, Canada, and certain parts of Asia and non-dollar denominated operating expenses incurred
throughout the world. Weaknessesin foreign currencies, particularly the Japanese Yen and the Euro, can adversely impact consumer demandfor the
Company's products and the U.S. dollar value of the Company's foreign currency denominated sales. Conversely, strengthening in these and other
foreign currencies can increase the cost to the Company of product components,negatively affecting the Company's results of operations.

Margins on sales of Apple products in foreign countries, and on sales of products that include components obtained from foreign suppliers, can be
adversely affected by foreign currency exchangerate fluctuations and by international trade regulations, inchidingtariffs and antidumping penalties.

Derivative instruments, such as foreign exchange forward and option positions, and interest rate swap and option positions have been utilized by the
Company to hedge exposuresto fluctuationsin interest rates and foreign currency exchangerates. The use of such hedging activities may not offset
more than a portion of the adverse financial impact resulting from unfavorable movements in either foreign exchangeor interest rates.

Further information related to the Company's global market risks may be foundin Part II, Item 7A of this Form 10-K under the subheading "Foreign
Currency Risk" and may be foundin Part IJ, Item 8 of this Form 10-K at Notes 1 and 2 of Notes to Consolidated Financial Statements, which
information is hereby incorporated by reference.

The Company's future performance is dependent upon supportfromthird-party software developers.Ifthird-party software applications cease to be
developedor availablefor the Company's hardware products, then customers may choosenot to buy the Company's products.

The Companybelieves that decisions by customers to purchase the Company's personal computers, as opposed to Windows-based systems, are often
based onthe availability of third-party software for particular applications such as Microsoft Office. The Company alsobelievesthe availability of
third-party application software for the Company's hardware products depends in part on third-party developers’ perception and analysis of the
relative benefits of developing, maintaining, and upgrading such software for the Company's products versus software for the larger Windows
market. This analysis is based on factors such as the perceived strength of the Companyandits products, the anticipated potential revenue that may
be generated, acceptance by customers of Mac OS X,and the costs of developing such software products. To the extent the Company's financial
losses in prior years and the minority market share held by the Companyin the personal computer market, as well as the Company's decision to end
its Mac OSlicensing program, have caused software developers to question the Company's prospects in the personal computer market, developers
could be less inclined to develop new application software or upgrade existing software for the Company's products and more inclined to devote their
resources to developing and upgrading software for the larger Windows market. Moreover, there can be no assurance software developers will
continue to develop software for Mac OS X, the Company's operating system, on a timely basisoratall.

In addition, past and future development by the Companyofits own software applications and solutions may negatively impact the decision of
software developers to develop, maintain, and upgrade similar or competitive software for the Company's products. The Company currently markets
and sells a variety of software applications for use by professionals, consumers, and education customers that could influence
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the decision ofthird-party software developers to develop or upgrade Macintosh-compatible software products. Software applications currently
marketed by the Company include software for professional film and videoediting, professional compositing and visual effects for large format film
and video productions, professional music production and music post production, professional and consumer DVD encoding and authoring,
consumerdigital video anddigital photo editing and management, digital music management, desktop-based database management, and high-quality
presentations. The Companyalso markets an integrated productivity application that incorporates word processing, page layout, image manipulation,
spreadsheets, databases, and presentations in a single application.

In August 1997, the Company and Microsoft Corporation entered into patent cross license and technology agreements. In addition, for a period of
five years through August 2002, and subject to certain limitations related to the number of Macintosh computerssold by the Company, Microsoft was
required to makeversionsofits Microsoft Office and Intemet Explorer products for the Mac OS. Although Microsoft has released Microsoft Office
and Internet Explorer for Mac OS X, Microsoft is not obligated to produce future versions of its products subsequent to August 2002. While the
Companybelievesits relationship with Microsoft has been and will continue to be beneficial to the Company andto its efforts to increase the
installed base for the Mac OS, the Company does competedirectly with Microsoft in a numberof key areas. Accordingly, Microsoft's interest in
producing application software for the Mac OS following expiration of the agreements may be influenced by Microsoft's perception ofits interests as
the vendor of the Windowsoperating system. Discontinuance of Microsoft Office and other Microsoft products for the Macintosh platform would
have an adverse effect on the Company's net sales and results of operations. In June of 2003, Microsoft stated that it would no longer develop new
versions of Internet Explorer for the Mac OS. Microsoft's decision to discontinue development of Internet Explorer for Mac OS X appears to have
been influenced in part by the Company's introduction during 2003 ofits own web browser, Safari. It is unclear what impact, if any, Microsoft's
decision to cease further development of Internet Explorer for Mac OS X will have on the Company. However,ifcustomers chose not to purchase
the Company's products because Internet Explorer is not available on the Macintosh platform or should websites fail to provide support for web
browsers other than Internet Explorer, the Company's net sales and results of operations could be materially adversely affected.
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The Company's business relies on access to patents andintellectual property obtainedfrom thirdparties, and the Company's future results could be
adversely affectedifit is alleged orfound to have infringed onthe intellectual property rights ofothers.

Manyofthe Company's products are designedto include intellectual property obtained from third parties. While it may be necessary in the future to
seek or renew licensesrelating to various aspects ofits products and business methods, the Companybelieves that based uponpast experience and
industry practice, such licenses generally could be obtained on commercially reasonable terms. However, there can be no assurance that the
necessary licenses would be available or available on acceptable terms.

Because of technological changes in the computerindustry, current extensive patent coverage, and the rapid rate of issuance of new patents,it is
possible certain components of the Company's products and business methods may unknowingly infringe existing patents of others. The Company
has from time to time been notified that it may be infringing certain patents or other intellectual property rights of others. Respondingto such claims,
regardless of their merit, can be time consuming,result in significant expenses, and cause the diversion of management and technical personnel.
Several pending claimsare in various stages of evaluation. The Company mayconsider the desirability of entering into licensing agreementsin
certain of these cases. However, no assurance can be giventhat such licenses can be obtained on acceptable termsorthatlitigation will not occur. In
the event there is a temporary or permanent injunction entered prohibiting the Company from marketing orselling certain ofits products or a
successful claim of infringementagainst the Companyrequiringit to pay royalties to a third-party, the Company's future operating results and
financial condition could be adversely affected. Information regarding claims andlitigation involving the Companyrelated to alleged patent
infringement and other matters is set forth in
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Part I, Item 3 of this Form 10-K.In the opinion of management, the Company does not have a potential liability for damagesor royalties from any
current legal proceedings orclaimsrelatedto the infringementof patent or otherintellectual property rights of others that would individually or in the
aggregate have a material adverse effect on its results of operations, or financial condition. However, the results of such legal proceedings cannot be
predicted with certainty. Should the Companyfail to prevail in any of the matters related to infringementofpatent or otherintellectual property rights
of others described in Part I, Item 3 of this Form 10-K or should several of these matters be resolved against the Company in the same reporting
period, the operating results of a particular reporting period could be materially adversely affected.

The Company expectsits quarterly revenue and operating results to fluctuatefor a variety ofreasons.

The Company's profit margins vary amongits products andits distribution channels. As a result, the overall profitability of the Company in any
given period will depend,in part, on the product, geographic, and channel mix reflected in that period's netsales.

The typical concentration ofnet sales in the third month ofthe Company's fiscal quarters can adversely affect the Company's business and operating
results.

The Companygenerally sells more products during the third month of each quarter than it does duringeither ofthe first two months, a pattern typical
in the personal computer industry. This sales pattern can produce pressure on the Company's internal infrastructure during the third month ofa
quarter and may adversely impact the Company's ability to predictits financial results accurately. Developmentslate in a quarter, such as lower-than-
anticipated demand for the Company's products, an internal systemsfailure, or failure of one of the Company's key logistics, components suppliers,
or manufacturing partners, can havesignificant adverse impacts on the Company andits results of operations and financial condition.

The Company's success depends largely onits ability to attract andretain key personnel.

Muchofthe future success of the Company dependson the continued service andavailability of skilled personnel, including its Chief Executive
Officer, membersofits executive team, andthose in technical, marketing and staff positions. Experienced personnel in the information technology
industry are in high demand and competition for their talents is intense, especially in the Silicon Valley, where the majority of the Company's
employees are located. The Companyhasrelied onits ability to grant stock options as one mechanism forrecruiting and retaining this highly skilled
talent. Potential accounting regulations requiring the expensing of stock options may impair the Company's future ability to provide these incentives
without incurring significant compensation costs. There can be no assurancethat the Company will continue to successfully attract and retain key
personnel.

The Companyis subject to risks associated with the availability and cost ofinsurance.

The Company has observed rapidly changing conditionsin the insurance markets relating to nearly all areas oftraditional corporate insurance. Such
conditions have resulted in higher premium costs, higher policy deductibles, and lower coverage limits. For some risks, because of cost and/or
availability, the Company doesnot have insurance coverage. For these reasons, the Companyis retaining a greater portion ofits insurable risks than
it has in the past at relatively greater cost.

Business interruptions could adversely affect the Company's future operating results.

The Company's major business operations are subject to interruption by earthquake,fire, power shortages, terrorist attacks and otherhostile acts,
labor disputes, medical conditions, and other events beyondits contro]. The majority of the Company's research and developmentactivities,its
corporate headquarters, information technology systems, and othercritical business operations, including certain component suppliers and
manufacturing vendors, are located near major seismic faults. The Company does not carry earthquakeinsurance for direct quake-related losses. The
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- Company's operating results and financial
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condition could be materially adversely affected in the event of a major earthquakeor other natural or manmadedisaster.

Failure ofthe Company's information technology systems and breaches in the security ofdata could adversely affect the Company's future operating
results.

Information technology system failures and breachesofdata security could disrupt the Company's ability to function in the normal course of business
by potentially causing delays or cancellation of customerorders, impeding the manufacture or shipment of products, or resulting in the unintentional
disclosure of customer or Company information. Managementhastaken steps to address these concernsby its implementation of sophisticated
network security and intemal control measures. However, there can be no assurance that a system failure or data security breach will not have a
material adverse effect on the Company's results of operations.

The Company is exposedto credit risk on its accounts receivables. This risk is heightened as economic conditions worsen.

The Companydistributes its products through third-party computerresellers and retailers and directly to certain educationalinstitutions and
commercial customers. A substantial majority of the Company's outstanding trade receivables are not covered by collateral or credit insurance. The
Company also has non-trade receivables from certain of its manufacturing vendors resulting from the sale by the Company of raw material
components to these manufacturing vendors who manufacture sub-assemblies or assemble final products for the Company. While the Company has
proceduresin place to monitor andlimit exposure to credit risk on its trade and non-trade receivables, there can be no assurance that such procedures
will be effective in limiting its credit risk and avoiding losses. Additionally, if the global economy and regional economiesfail to improve or
continue to deteriorate, it becomes more likely that the Company will incur a material loss or losses as a result of the weakening financial condition
of one or moreofits customers or manufacturing vendors.

The Companyis subject to risks associated with environmental regulations.

Production and marketing of products in certain states and countries may subject the Company to environmental and other regulationsincluding,in
someinstances, the requirement to provide customers the ability to return productat the endofits useful life, and place responsibility for
environmentally safe disposal or recycling with the Company. Such laws and regulations have recently been passed in several jurisdictions in which
the Companyoperates, including various European Union member countries, Japan and California. Although the Companydoesnotanticipate any
material adverse effects in the future based on the natureofits operations and the thrust of such laws, there is no assurance that such existing laws or
future lawswill not have a material adverse effect on the Company's results of operation and financial position.

Changes in accounting rules could adversely affect the Company'sfuture operating results.

Financial statements are prepared in accordance with U.S. generally accepted accounting principles. These principles are subject to interpretation by
various governing bodies, including the FASB and the SEC, whointerpret and create appropriate accounting regulations. A change from current
accounting regulations can have a significant effect on the Company's results of operations and could impact the manner in which the Company
conducts business.

Unanticipated changes in the Company's tax rates could affectits future results.Ip E' Ip

The Company's future effective tax rates could be favorably or unfavorably affected by unanticipated changes in the mix of earnings in countries with
differing statutory tax rates, changes in the valuation of the Company's deferred tax assets and liabilities, or by changes in tax laws or their
interpretation. In addition, the Companyis subject to the continuous examination of our income tax returns by the Internal Revenue Service and other
tax authorities. The Company regularly assesses the likelihood of adverse outcomes
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resulting from these examinations to determine the adequacyofour provision for income taxes. There can be no assurancethat the outcomes from
these continuous examinationswill not have an adverse effect on its operating results and financial condition.

The Company's stockprice may be volatile.

The Company's stock hasat times experienced substantial price volatility as a result of variations between its actual and anticipated financialresults
and as a result of announcements by the Companyandits competitors. In addition, the stock market has experienced extreme price and volume
fluctuations that have affected the market price of many technology companies in waysthat have been unrelated to the operating performance of
these companies. These factors, including lack of positive performance in the Company's stock price, as well as general economicandpolitical
conditions and investors’ concerns regarding the credibility of corporate financial reporting and integrity of financial markets, may materially
adversely affect the market price of the Company's stock in the future.
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The Company's acquisition activity could disrupt its ongoing business and may presentrisks not contemplatedat the timeof the transaction.ipany ”q 12 going ly p ip

The Company has acquired and may continue to acquire companiesthat have products, services, personnel and technologies that complementthe
Company's strategic direction and product roadmap. These acquisitions may involvesignificant risks and uncertainties, includingdifficulties in
incorporating the acquired companies’ operations and technologies; distraction of management's attention away from normal business operations;
insufficient revenue generation to offset liabilities assumed and expenses associated with acquisition; and unidentified issues not discovered in the
Company's duediligence process, including product quality issues and legal contingencies. Acquisitions are inherently risky, and no assurance can be
given that the Company's previous or future acquisitions will be successful and will not materially adversely affect business, operating results or
financial condition. The Companyhas generally paid cash for its acquisitions. Should the Company issue its commonstock or other equity related
purchaserights as consideration in an acquisition, current shareholders' percentage ownership and earnings per share may becomediluted.
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Item 7A. Quantitative and Qualitative Disclosures About Market Risk

Interest Rate and Foreign Currency Risk Management

To ensure the adequacy and effectiveness of the Company's foreign exchange andinterest rate hedge positions, as well as to monitorthe risks and
opportunities of the non-hedgeportfolios, the Company regularly reviewsits foreign exchange forward and option positions, andits interest rate
swap and option positions both on a stand-alonebasis and in conjunction with its underlying foreign currency andinterestrate related exposures,
respectively, from both an accounting and an economic perspective. However, given the effective horizons of the Company's risk management
activities and the anticipatory nature of the exposures intended to hedge, there can be no assurance the aforementioned programswill offset more
than a portion ofthe adverse financial impact resulting from unfavorable movementsin either foreign exchangeorinterestrates. In addition, the
timing of the accounting for recognition of gains and losses related to mark-to-market instruments for any given period may not coincide with the
timing of gains andlossesrelated to the underlying economic exposures and,therefore, may adversely affect the Company's operating results and
financial position. The Company adopted SFAS No. 133 as of October 1, 2000. SFAS No.133 established accounting and reporting standards for
derivative instruments, hedging activities, and exposure definition. Management doesnot believe that ongoing application of SFAS No. 133 will
significantly alter the Company's hedging strategies. However,its application may increase the volatility of other income and expenseandother
comprehensive income.

Interest Rate Risk

While the Companyis exposed to interest rate fluctuations in manyof the world's leading industrialized countries, the Company's interest income and
expense is mostsensitive to fluctuations in the general level of U.S. interest rates. In this regard, changesin U.S. interest rates affect the interest
earned on the Company's cash, cash equivalents, and short-term investments as well as costs associated with foreign currency hedges.

The Company's fixed incomeinvestment policy and strategy is to ensure the preservation of capital, meet liquidity requirements, and optimize return
in light of the current credit and interest rate environment. The Company benchmarksits performancebyutilizing external money managersto
managea small portion of the aggregate investmentportfolio. The external managers adhere to the Company's investmentpolicies and also provide
occasional research and market information that supplementsinternal research used to make credit decisions in the investment process.

During 1994, the Company issued $300 million aggregate principal amountof 6.5% unsecurednotes in a public offering registered with the SEC.
The notes were sold at 99.925% ofpar, for an effective yield to maturity of 6.51%. The notes pay interest semiannually and mature on February 15,
2004.

The Company's exposure to market risk for changesin interest rates relates primarily to the Company's investmentportfolio and debt obligations and
related derivative financial instruments. The Companyplacesits short-term investments in highly liquid securities issued by high credit quality
issuers and, by policy, limits the amountof credit exposure to any one issuer. The Company's general policy is to limit the risk of principal loss and
ensure the safety of invested funds by limiting market and credit risk. All highly liquid investments with maturities of three monthsorless are
classified as cash equivalents; highly liquid investments with maturities greater than three months are classified as short-term investments. As of
September 27, 2003, approximately $629 million of the Company's short-term investments had underlying maturities ranging from 1 and 5 years. As
of September28, 2002, $1.087 billion of the Company's investmentportfolio classified as short-term investments had maturities ranging from | to
5 years. The remainderall had underlying maturities between 3 and 12 months. Dueto liquidity needs, or in anticipation of credit deterioration, or for
the purpose of duration managementof the Company's investment portfolio, the Company maysell investmentspriorto their stated maturities. As a
result of such activity, the Company recognized net gains of $21 million in 2003 and $7 million in 2002.

52

 aUNREeaI SENSSE OEEEeNSESTIEEDSSLOOBESDLETEELSESTIESIPEUDELLERELETIEDEEAEIDEDT ETREISSEESSESEATS

In order to provide a meaningful assessmentofthe interest rate risk associated with the Company's investmentportfolio, the Company performed a
sensitivity analysis to determine the impact that a changein interest rates would have on the value ofthe investmentportfolio assuming a 100 basis
point parallel shift in the yield curve. Based on investment positions as of September 27, 2003, a hypothetical 100 basis point increase in interest
rates across all maturities would result in a $12.9 million decline in the fair market value of the portfolio. As of September 28, 2002, a similar 100
basis point shift in the yield curve would haveresulted in a $37.7 million decline in fair value. Such losses would only berealized if the Company
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sold the investments prior to maturity. Except in instances noted above, the Company's policy is to hold investments to maturity.

The Company sometimesenters into interest rate derivative transactions, including interest rate swaps, collars, and floors, with financial institutions
in order to better match the Company'sfloating-rate interest income on its cash equivalents and short-term investments withits fixed-rate interest
expense on its debt, and/or to diversify a portion of the Company's exposure away from fluctuationsin short-term U.S.interest rates. The Company
may also enter into interest rate contracts that are intended to reduce the cost of the interest rate risk management program. The Company entered
into no interest rate asset swaps during 2003 or 2002 and had no open interest rate asset swaps at September 27, 2003.

In prior years, the Company had entered into interest rate debt swaps with financial institutions. The interest rate debt swaps, which qualified as
accounting hedges, generally required the Companyto pay a floating interest rate based on the three- or six-month U.S. dollar LIBOR and receive a
fixed rate of interest without exchanges of the underlying notional amounts. These swaps effectively converted the Company'sfixed-rate 10-year
debt to floating-rate debt and convert a portion of the floating rate investmentsto fixed rate. Due to prevailing market interest rates, during 2002 the
Company entered into and then subsequently closed out debt swap positions realizing a gain of $6 million. During 2001 the Companyclosed outall
of its then existing debt swap positions realizing a gain of $17 million. Both the gains in 2002 and 2001 were deferred, recognized in long-term debt
and are being amortized to other income and expense over the remaininglife of the debt.

Foreign Currency Risk

Overall, the Companyis a net receiver of currencies other than the U.S. dollar and, as such, generally benefits from a weaker dollar and is adversely
affected by a strongerdollar relative to major currencies worldwide. Accordingly, changes in exchangerates, and in particular a strengthening ofthe
USS. dollar, may negatively affect the Company's net sales and gross marginsas expressed in U.S.dollars. There is also a risk that the Companywill
have to adjust local currency product pricing within the time frame of our hedged positions due to competitive pressures when there has been
significant volatility in foreign currency exchangerates. .

The Companyenters into foreign currency forward and option contracts with financial institutions primarily to protect against foreign exchangerisks
associated with existing assets and liabilities, certain firmly committed transactions, and probable but not firmly committed transactions. Generally,
the Company's practice is to hedge a majority of its existing material foreign exchange transaction exposures. However, the Company may not hedge
certain foreign exchange transaction exposures due to immateriality, prohibitive economic cost of hedging particular exposures, and limited
availability of appropriate hedging instruments. The Companyalso enters into foreign currency forward and option contracts to offset the foreign
exchange gains and losses generated by the re-measurement of certain recorded assets andliabilities denominated in non-functional currenciesofits
foreign subsidiaries.

In order to provide a meaningful assessmentof the foreign currency risk associated with certain of the Company's foreign currency derivative
positions, the Companyperformeda sensitivity analysis using a value-at-risk (VAR) model to assess the potential impactof fluctuations in exchange
rates. The VAR model consisted of using a Monte Carlo simulation to generate 3000 random market price paths. The VARis the maximum expected
loss in fair value, for a given confidence interval, to the Company's foreign
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exchangeportfolio due to adverse movements in rates. The VAR modelis not intended to represent actual losses but is used as a risk estimation and
management tool. The model assumes normal market conditions. Forecasted transactions, firm commitments, and assets andliabilities denominated
in foreign currencies were excluded from the model. Based on the results of the model, the Company estimates with 95% confidence a maximum
one-day loss in fair value of $7.5 million as of September 27, 2003 compared to a maximum one-day loss of $3.8 million as of September 28, 2002.
Because the Company uses foreign currency instruments for hedging purposes, losses incurred on those instruments are generally offset by increases
in the fair value of the underlying exposures.

Actual gainsand losses in the future associated with the Company's investment portfolio and derivative positions may differ materially from the
sensitivity analyses performed as of September 27, 2003 due to the inherentlimitations associated with predicting the changesin the timing and
amountof interest rates, foreign currency exchangesrates, and the Company's actual exposures and positions.
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All financial statement schedules have been omitted, since the required information is not present or is not present in amounts sufficient to require
submission of the schedule, or because the information required is included in the Consolidated Financial Statements and Notesthereto.
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CONSOLIDATED BALANCE SHEETS

(In millions, except share amounts)

ASSETS:

Currentassets:

Cash and cash equivalents
Short-term investments

Accounts receivable, less allowances of $49 and $51, respectively
Inventories

Deferred tax assets

Othercurrent assets

Total current assets

Property, plant, and equipment, net
Goodwill

Acquired intangible assets
Otherassets

Total assets

LIABILITIES AND SHAREHOLDERS' EQUITY:
Currentliabilities:

Accounts payable

Accrued expenses
Current debt

Total current liabilities

Long-term debt
Deferred tax liabilities and other non-current liabilities

Total liabilities

Commitments and contingencies

Shareholders' equity:
Commonstock, nopar value; 900,000,000 shares authorized; 366,726,584 and
358,958,989 shares issued and outstanding, respectively

Deferred stock compensation

Retained earnings

Accumulated other comprehensive income(loss)

Total shareholders’ equity

Total liabilities and shareholders' equity
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See accompanying notes to consolidated financial statements.
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CONSOLIDATED STATEMENTS OF OPERATIONS

(in millions, except share and per share amounts)

 

  

 

 

Three fiscal years ended September 27, 2003 2003 2002 2001

Netsales $ 6,207 $ 5,742 $ 5,363
Cost of sales 4,499 4,139 4,128

Gross margin 1,708 1,603 1,235

Operating expenses:
Research and development 471 446 430
Selling, general, and administrative 1,212 1,109 1,138
Restructuring costs 26 30 —
Purchased in-process research and development —_ j 1]

Total operating expenses 1,709 1,586 1,579

Operating income(loss) Q) 17 (344)

Other income and expense:

Gains (losses) on non-current investments, net 10 (42) 88
Unrealized loss on convertible securities — —_— (3)

Interest and other income,net 83 112 217

Total other income and expense’ 93 710 292

Income(loss) before provision for (benefit from) incometaxes 92 87 (52)
Provision for (benefit from) incometaxes 24 22 (15)

Income(loss) before accounting changes 68 65 (37)

Cumulative effects of accounting changes,net of income taxes 1 — 12

Net income(loss) $ 69 $ (25)za a CREEaR

Earnings(loss) per common share before accounting changes:
Basic $ 0.19 $ 0.18 $ (0.11)
Diluted $ 0.19 §$ 0.18 $§$ (0.11)

Earnings (loss) per common share:
Basic $ 0.19 $ 0.18 $ (0.07)

Diluted $ 0.19 $ 0.18 §$ (0.07)

Shares used in computing earnings(loss) per share (in thousands): :
Basic 360,631 355,022 345,613
Diluted 363,466 361,785 345,613

See accompanying notes to consolidated financial statements.
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CONSOLIDATED STATEMENTS OF SHAREHOLDERS' EQUITY
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(in millions, except share amounts which are in thousands)

Preferred Stock CommenSteck Accumulated
OEEETM TAIRAARRETRARLENERERTT OtherRetained Deferred Stock Comprehensive

Shares Amount Shares Amount Earnings Compensation Income (Loss)
AEC RRRKEE FERREROERIS ture es LRPESIERSOER _sremesmacrencerstco

Balancesas of September 30, 2000 76 $ 76 335,677 $ 1,502 $ 2,285 $ — $ 24¢

  

Components of comprehensiveloss:
Netloss — —_— —_ — (25) —_—

Changein foreign currencytranslation _— ~ — — ~~ — ¢
Changein unrealized gain on available-
for-sale securities, net of tax _ _ _ _ — _ (26;
Changein unrealized gain on derivative
investments,net of tax — — — — —_— — Z

Total comprehensive loss
Issuance of common stock and assumption of
stock options in connection with acquisition —_ — 2,403 66 _ (13)
Amortization of deferred stock compensation _ _ _ — _ 2
Commonstock issued under stock plans —_ —_— 3,660 42 —_— _—

Conversion ofSeries A preferred stock (76) (76) 9,182 16 _ _— _

Tax benefit related to stock options _ _ _— 7 _ _

Balances as of September 29, 2001 — $ —_— 350,922 $ 1,693 $ 2,260 $ (11) $ (22
Components of comprehensive income:

Net income _— _ — _ 65 —

Changein foreign currencytranslation _ _ _ ~ _ _ f
Changein unrealized gain on available-
for-sale securities, net of tax _ _ _— ~~ _ _— a
Changein unrealized gain on derivative
investments, net of tax —_— —_ — — — —_— qs

Total comprehensive income

Amortization of deferred stock compensation _ _ _ _ —_ 4

Commonstock issued under stock plans —_— — 8,037 105 _ —
Tax benefit related to stock options — _— — 28 — —SRYECTROOMEIT_REGNinALMANemeneceme ERECTOR TERUG KeRNReemeNey Bir

Balances as of September 28, 2002 — $ —_ 358,959 $ 1,826 $ 2,325 $

 DEORE frenNESTEHHAEMREPENS

$ (45 
Components of comprehensive income:

Net income . _ _— ee —_ 69 _ -

Changein foreign currency translation _ _ _ _ _ _ . 3}
Changein unrealized gain on available-
for-sale securities, net of tax _ _— _ — _— — a:
Changein unrealized gain on derivative
investments, net of tax _— _ _ _ _— _ ¢

Total comprehensive income

 

Amortization of deferred stock compensation —_ _ _ _ _ 15 _

Write-offof deferred stock compensation —_— —_— —_— —_ — 5 _

Commonstock issued under stock plans _— _— 9,299 128 —_ (75) —

Settlement of forward purchase agreement _ _— (1,531) (35) _— — —

Tax benefit related to stock options — _ _ 7 _— ~ ~~

Balances as of September 27, 2003 — $ _— 366,727 $ 1,926 $ 2,394 $ (62) $ GB:PRIMAERRERE DERE Ree El &   

See accompanying notes to consolidated financial statements.
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CONSOLIDATED STATEMENTSOF CASH FLOWS

(in millions)

Three fiscal years ended September 27, 2003 2003 2002 2001
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SORTER

$ 2,252

 

Cash and cash equivalents, beginning of the year $ 2,252 §$ 2,310 $ 1,191

Operating Activities:
Net income(loss) 69 65 (25)
Cumulative effects of accounting changes,net of taxes qd) ao (12)
Adjustments to reconcile net income(loss) to cash generated by operating activities: ,

Depreciation, amortization and accretion 113 114 100
Stock based compensation expense 16 5 2
Non-cash restructuring 12 8 —_
Benefit from deferred income taxes G1) G4) (36)

Loss on disposition of property, plant, and equipment 2 7 9
Gains on sales of short-term investments,net (21) (7) _

(Gains) losses on sales of non-current investments,net (10) 42 (88)
Gain on forward purchase agreement (6) — —
Unrealized loss on convertible securities — —_ 13

Purchased in-process research and development _ 1 il
Changesin operating assets and liabilities:

Accounts receivable (201) (99) 487

Inventories ah (34) 22

Other current assets (34) d14) 106

Otherassets (30) dai) 12

Accounts payable 243 110 (356)
Otherliabilities 159 36 (60)

Cash generated by operating activities 289 89 185

Investing Activities:
Purchases of short-term investments (2,648) (4,144) (4,268)
Proceeds from maturities of short-term investments 2,446 2,846 4,811
Proceeds from sales of short-term investments 1,116 1,254 278
Proceeds from sales of non-current investments 45 25 340
Purchases of property, plant, and equipment (164) (174) (232)
Cash used for business acquisitions —_ (52) (19)
Other 33 (7) (18)

Cash generated by (used for) investing activities 828 (252) 892

Financing Activities:
Proceeds from issuance of common stock 33 105 42

Cash used for repurchase of common stock (26) — —

Cash generated by financingactivities 27 105 42

Increase (decrease) in cash and cash equivalents 1,144 (58) 1,119

Cash and cash equivalents, end of the year
 

 

Cash paid during the year for interest $ 20 $ 20 $ 20
Cash paid for incometaxes,net $ 45 $ ll §$ 42
Noncashtransactions:

Issuance of commonstock for conversion of Series A preferred stock $ — $ — § 76
Issuance of commonstock in connection with acquisition $ — § — § 66

See accompanying notes to consolidated financial statements.
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Note 1—-Summaryof Significant Accounting Policies

Apple Computer,Inc. andits subsidiaries (the Company) designs, manufactures and markets personal computers and related software, peripherals
and personal computing and communicating solutions. The Company's products include the Macintosh line of desktop and notebook computers,the
Mac OS X operating system, the iPod digital music player, and a portfolio of software products and peripherals for education, creative, consumer and
business customers. The Companysells its products throughits online stores, direct sales force, third-party wholesalers and resellers, and its own
retail stores.

Basis of Presentation and Preparation

The accompanying consolidated financial statements include the accounts of the Company. Intercompany accounts and transactions have been
eliminated. The preparation of these consolidated financial statements in conformity with U.S. generally accepted accounting principles requires
management to make estimates and assumptionsthat affect the amounts reported in these consolidated financial statements and accompanying notes.
Actual results could differ materially from those estimates. Certain prior year amountsin the consolidated financial statements and notes thereto have
beenreclassified to conform to the current year presentation.

Typically, the Company's fiscal year ends on the last Saturday of September. Fiscal years 2003, 2002 and 2001 were each 52-week years. However,
approximately every six years, the Company reports a 53-weekfiscal yearto align its fiscal quarters with calendar quarters by adding a weektoits
first fiscal quarter. All information presented herein is based on the Company's fiscal calendar.

Financial Instruments

Cash Equivalents and Short-term Investments

The Company placesits short-term investments in highly liquid securities issued by high credit quality issuers. All highly liquid investments with
maturities of three months or less at the date of purchase are classified as cash equivalents; highly liquid investments with maturities greater than
three monthsare classified as short-term investments. Management determines the appropriate classification of its investments in debt and
marketable equity securities at the time of purchase and reevaluates such designation as of each balance sheet date. The Company's debt and
marketable equity securities have been classified and accounted for as available-for-sale. These securities are carried at fair value, with the unrealized ;
gains and losses, net of taxes, reported as a componentofshareholders’ equity. The cost of securities sold is based upon the specific identification
method.

Non-Current Debt and Equity Investments

The Company has madeinvestments in non-current debt and equity investments of public and privately held companiesthat have beenreflected in
the consolidated balance sheets as long-term assets within other assets. They are not categorized as currentassets either because, given their nature,
they are not readily convertible into cash or because they representpotentially longer-term investments by the Company. Further, the fair value of
these investments has been subjectto a high degree of volatility. The Company's non-current debt and equity investments have been categorized as
available-for-sale requiring that they be carried at fair value with unrealized gains and losses, net of taxes, reported in equity as a component of
accumulated other comprehensive income. However, the Company recognizes an impairment charge to earnings in the event a declinein fair value
below the cost basis of one of these investments is determined to be other-than-temporary. The Company includes recognized gainsandlosses
resulting from the sale or from other-than-temporary declines in fair value associated with these investments in other income and expense.
Occasionally, the Company uses short-term equity derivatives to ,

 

managepotential dispositions of non-current debt and equity investments. Any gains or losses associated with such derivatives are recognized
currently in other income and expense.

Financial Instruments with Characteristics ofBoth Liabilities and Equity

On May15, 2003, the Financial Accounting Standards Board (FASB)issued StatementofFinancial Accounting Standards (SFAS) No. 150,
Accountingfor Certain Financial Instruments with Characteristics ofBoth Liabilities and Equity. SFAS No. 150 requires issuers to classify as
liabilities (or assets in some circumstances) certain freestanding financial instruments that embody obligationsfor the issuer and have characteristics
of both liabilities and equity. The Company adopted the provisions of SFAS No. 150 on June 29, 2003, which resulted in a favorable cumulative-
effect type adjustment of approximately $3 million. This adjustmentrelated to a forward purchase agreementthat allowed the Company to acquire
1.5 million shares of its commonstock at an average price of $16.64 per share for a total cost of $25.5 million. The Companysettled this forward
purchase agreement in August 2003, which resulted in an additional gain of approximately $6 million representing the increase in fair value of the
agreement from June 29, 2003 through the settlementdate.

Derivative Financial Instruments

On October 1, 2000, the Company adopted SFAS No. 133, Accountingfor Derivative Instruments and HedgingActivities. SFAS No. 133 establishes
accounting and reporting standards for derivative instruments, hedgingactivities, and exposure definition. SFAS No. 133 requires thatall derivatives
be recognized aseither assets orliabilities at fair value. Derivatives that are not hedges must be adjusted to fair value through income.If the
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derivative is a hedge, depending on the nature of the hedge, changes in fair value will either be offset against the changein fair value of the hedged
assets, liabilities, or firm commitments through earnings, or recognized in other comprehensive incomeuntil the hedged item is recognized in’
earnings. Net of the related income tax effect of approximately $5 million, adoption of SFAS No. 133 resulted in a favorable cumulative-effect type
adjustmentto net income of approximately $12 million. Net of the related incometax effect of approximately $5 million, adoption of SFAS No. 133
resulted in a favorable cumulative-effect-type adjustmentto other comprehensive income of approximately $12 million, all of which wasreclassified
to earnings during 2001. Managementdoesnot believe that ongoing application of SFAS No. 133 will significantly alter the Company's hedging
strategies. However,its application may increase the volatility of other income and expense and other comprehensive income.

For derivative instruments that hedge the exposureto variability in expected future cash flows that are attributable to a particular risk and that are
designated as cash flow hedges,the net gain or loss on the derivative instrument is reported as a component of other comprehensive income in
shareholders’ equity and reclassified into earningsin the same period or periods during which the hedged transaction affects earnings. To receive
hedge accounting treatment, cash flow hedges mustbe highly effective in achieving offsetting changes to expected future cash flows on hedged
transactions. For derivative instruments that hedge the exposure to changes in the fair value of an asset ora liability or an identified portion thereof
that are attributable to a particular risk and that are designated as fair value hedges, the net gain or loss on the derivative instrument as well as the
offsetting gain or loss on the hedgeditem attributable to the hedged risk are recognized in earnings in the current period. The net gain or loss on the
effective portion ofa derivative instrumentthat is designated as an economic hedge of the foreign currency translation exposureof the net investment
in a foreign operation is reported in the same manneras a foreign currencytranslation adjustment. For forward contracts designated as net investment
hedges, the Company excludes changesin fair valuerelating to changes in the forward carry componentfrom its definition of effectiveness.
Accordingly, any gains orlossesrelated to this componentare recognized in current
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earnings. For derivative instruments not designated as hedging instruments, changes in fair value are recognized in earnings in the current period.

For foreign currency forward contracts designated as cash flow hedges, hedge effectiveness is measured based on changesin the fair value ofthe
contract attributable to changesin the forward exchange rate. Changes in the expected future cash flows on the forecasted hedged transaction and
changesin the fair value of the forward hedge are both measured from the contract rate to the forward exchange rate associated with the forward
contract's maturity date. For currency option contracts, hedge effectiveness is measured based on changesin thetotal fair value of the option contract.
Hedgeeffectiveness is assessed by comparing the present value of the cumulative change in expected future cash flows on the hedged transaction to
changes in expected cash flow of the option hedge at maturity. The net gains or losses on derivative instruments qualifying as cash flow hedges are
reported as components of other comprehensive incomein shareholders’ equity and reclassified into earnings in the same period or periods during
which the hedged transaction affects earnings. Any hedge ineffectiveness is recognized in current earnings in other income and expense.Forinterest
rate swap agreements qualifying as fair value hedges, the Company assumesnoineffectiveness because these swaps meet the criteria for accounting
under the short-cut method defined in SFAS No. 133.

Inventories

Inventories are stated at the lowerof cost (first-in, first-out) or market. If the cost of the inventories exceeds their market value, provisions are made
currently for the difference between the cost and the market value.

Property, Plant, and Equipment

Property, plant, and equipmentare stated at cost. Depreciation is computed by use of the declining balance and straight-line methods overthe
estimated useful lives of the assets, which are 30 years for buildings, from 2 to 5 years for equipment, andthe shorter of lease terms or 10 years for
leasehold improvements. The Companycapitalizes eligible costs to acquire or develop internal-use software that are incurred subsequentto the
preliminary project stage. Capitalized costs related to internal-use software are amortized using the straight-line method over the estimated useful
lives ofthe assets, which range from 3 to 5 years.

Asset Retirement Obligations

On September 29, 2002, the Company adopted SFAS No. 143, Accountingfor Asset Retirement Obligations, which addresses financial accounting
and reporting for obligations associated with the retirement of tangible long-lived assets and the associated asset retirement costs. The standard
applies to legal obligations associated with the retirement of long-lived assets that result from the acquisition, construction, development and/or
normaluseofthe assets. SFAS No. 143 requires that the fair value ofa liability for an asset retirement obligation be recognized in the periodin
whichit is incurred if a reasonable estimate of fair value can be made. Thefair value ofthe liability is added to the carrying amountofthe associated
asset and this additional carrying amountis depreciated overthe life of the asset. All of the Company's existing asset retirement obligations are
associated with commitments to return property subject to operating leases to original condition upon lease termination. The Companyestimatedthat
as of September 29, 2002, gross expected future cash flows of $9.5 million would be required to fulfill these obligations.
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Asofthe date of adoption, the Company recorded a $6 million long-term asset retirementliability and a corresponding increase in leasehold
improvements. This amountrepresents the present value of expected future cash flows associated with returning certain of the Company's leased
properties to original condition. The difference between the gross expected future cash flow of $9.5 million and its present value of $6 million at
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September 29, 2002, is being accreted overthelife of the related leases as an operating expense. Netofthe related incometax effect of
approximately $1 million, adoption of SFAS No. 143resulted in an unfavorable cumulative-effect type adjustmentto net income duringthefirst
quarter of 2003 of approximately $2 million. This adjustmentrepresents cumulative depreciation and accretion that would have been recognized
throughthe date of adoption of SFAS No. 143 hadthe statement been applied to the Company's existing asset retirement obligationsat the time they
were initially incurred.

The following table reconciles changes in the Company's asset retirementliability for fiscal 2003 (in millions):

Asset retirementliability recorded at September 29, 2002 $ 65.5
Additional asset retirement obligations recognized 0.5
Accretion recognized 1.2

Asset retirementliability as of September 27, 2003 $ 7.2REEeS

Long-Lived Assets Including Goodwill and Other Acquired Intangible Assets

The Company reviews property, plant, and equipmentandcertain identifiable intangibles, excluding goodwill, for impairment whenever events or
changesin circumstances indicate the carrying amountofan asset may not be recoverable. Recoverability of these assets is measured by comparison
ofits carrying amountto future undiscounted cash flowsthe assets are expected to generate.Ifproperty, plant, and equipment and certain identifiable
intangibles are considered to be impaired, the impairmentto be recognized equals the amount by whichthe carrying value of the assets exceedsits
fair market value. For the three years ended September 27, 2003, the Company has made no material adjustmentsto its long-lived assets, except
those made in connection with the restructuring actions described in Note 5.

The Company adopted SFAS No. 142, Goodwill and Other Intangible Assets, in the first quarter of fiscal 2002. SFAS No. 142 requires that goodwill
and intangible assets with indefinite useful lives no longer be amortized, but instead be tested for impairmentat least annually or sooner whenever
events or changes in circumstances indicate that they may be impaired. Prior to fiscal 2002, goodwill was amortized using the straight-line method
overits estimated useful life. The Company completedits transitional goodwill impairmenttest as of October1, 2001, and its annual goodwill
impairmenttests at August 30, 2003 and August 30, 2002,respectively, and found no impairment. The Companyestablished reporting units based on
its current reporting structure. For purposesoftesting goodwill for impairment, goodwill has been allocated to these reporting units to the extentit
relates to each reporting unit.

SFAS No. 142 also requires that intangible assets with definite lives be amortized over their estimated useful lives and reviewed for impairment in
accordance with SFAS No. 144, Accountingfor the Impairment ofLong-LivedAssets andfor Long-Lived Assets to Be Disposed Of. The Companyis
currently amortizing its acquired intangible assets with definite lives over periods ranging from 3 to 10 years.

Foreign Currency Translation

The Companytranslates the assets andliabilities of its international non-U_S.functional currency subsidiaries into U.S.dollars using exchangerates
in effect at the end of each period. Revenue and
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expenses for these subsidiaries are translated using rates that approximate those in effect during the period. Gains and losses from these translations
are credited or charged to foreign currency translation included in "accumulated other comprehensive income (loss)" in shareholders’ equity. The
Company's foreign manufacturing subsidiaries and certain other international subsidiaries that use the U.S. dollar as their functional currency
remeasure monetary assets andliabilities at exchangerates in effect at the end of each period, and inventories, property, and nonmonetary assets and
liabilities at historical rates. Gains and losses from these translations were insignificant and have been included in the Company's results of
operations.

Revenue Recognition

Netsales consist primarily of revenue from thesale of products (hardware, software, and peripherals), and extended warranty and support contracts.
The Company recognizes revenue pursuantto applicable accounting standards, including Statement of Position (SOP) No.97-2, Software Revenue
Recognition, as amended, and Securities and Exchange Commission (SEC) Staff Accounting Bulletin (SAB) No. 101, Revenue Recognition in
Financial Statements.

The Company recognizes revenue whenpersuasive evidence of an arrangementexists, delivery has occurred,the sales price is fixed or determinable,
and collection is probable. Product is considered delivered to the customer once it has been shipped andtitle and risk of loss have been transferred.
For most of the Company's productsales, these criteria are met at the time the productis shipped. For online sales to individuals, for some sales to
education customers in the United States, and for certain other sales, the Company defers revenue until the customerreceives the product because the
Companylegally retains a portion ofthe risk of loss on these sales during transit. If at the outset of an arrangement the Company determinesthe
arrangementfee is not, or is presumedto notbe, fixed and determinable, revenue is deferred and subsequently recognized as amounts become due
and payable.
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Revenue from extended warranty and support contracts is deferred and recognized ratably over the warranty and support periods. These contracts
typically include extended phone support, certain repairs, web-based support resources, diagnostic tools, and extend the Company's one-yearbasic
limited parts and labor warranty.

The Companysells software and peripheral products obtained from other companies. The Companyestablishes its own pricing andretains related
inventory risk, is the primary obligorin sales transactions with its customers, and assumesthecredit risk for amounts billed to its customers.
Accordingly, the Company recognizes revenueforthe sale of products obtained from other companiesat the gross amountbilled.

Revenue on arrangements that include multiple elements such as hardware, software, and services is allocated to each element based on vendor
specific objective evidence (VSOE)ofthe fair value of each element. Allocated revenue for each element is recognized when revenue recognition
criteria have been met for each element. VSOEis determined based on the price charged when each elementis sold separately.

The Companyrecords reductions to revenue for estimated commitmentsrelated to price protection and for customerincentive programs, including
reseller and enduser rebates, and other sales programs and volume-basedincentives. The estimated cost of these programs is accrued as a reduction
to revenue in the period the Companyhassold the product and committed to a plan. The Companyalso records reductions to revenue for expected
future product returns based on the Company's historical experience.
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Generally, the Company doesnotoffer specified or unspecified upgraderights to its customers in connection with softwaresales or the sale of
extended warranty and support contracts. However, a limited numberof the Company's software products are available with maintenance agreements
that grant customers rights to unspecified future upgrades over the maintenance term on a when andif available basis. Revenue associated with such
maintenance is recognized ratably over the maintenance term.

Shipping Costs

The Company's shipping and handling costs are included in cost of sales for all periods presented.

Warranty Expense

The Companyprovides currently for the estimated cost for product warranties at the time the related revenueis recognized.

Research and Development

Research and developmentcosts are expensed as incurred. Development costs of computer softwareto be sold, leased or otherwise marketed are
subject to capitalization beginning when a product's technological feasibility has been established and ending when a productis available for general
release to customers pursuant to SFAS No. 86, Computer Software to be Sold, Leased, or Otherwise Marketed. In most instances, the Company's
products are released soon after technological feasibility has been established. Therefore, costs incurred subsequent to achievementof technological
feasibility are usually not significant, and generally all software development costs have been expensed.

During the third and fourth quarters of 2003, the Company incurred substantial developmentcosts associated with the development of Mac OS X
version 10.3 (code-named "Panther"), which enhances the features and functionality of the previous version of Mac OS X, subsequent to
achievementof technological feasibility as evidenced by public demonstration and release of a developer beta in June 2003, and priorto release of
the final version of the productin the first quarter of 2004. Therefore, during 2003 the Companycapitalized approximately $14.7 million of
developmentcosts associated with the development of Panther. Amortization of this asset began in the first quarter of 2004 when Panther was
shipped and is being recognized ona straight-line basis in accordance with SFAS No. 86 over a 3 year estimated usefullife.

During the third and fourth quarters of 2002, the Company incurred substantial developmentcosts associated with the development of Mac OS X
version 10.2 (code-named "Jaguar") subsequent to achievementof technologicalfeasibility as evidenced by public demonstration and release of a
developer beta in May 2002,and priorto release ofthe final version of the productin the fourth quarter of 2002. As such, the Companycapitalized
approximately $13.3 million of developmentcosts associated with development of Jaguar. Amortization of this asset began in the fourth quarter of
2002 when Jaguar was shipped and is being recognized on a straight-line basis in accordance with SFAS No. 86 over a3 year estimated usefullife. In
addition, during 2002, the Company also began capitalizing certain costs related to developmentof its new PowerSchoolenterprise student
information system. Capitalization of approximately $6 million began upon achievement of technologicalfeasibility in the first quarter of 2002. The
final version of the enterprise student information system wasreleased in July 2002.

During 2001 the Companyincurred substantial development costs associated with the development of the original version of Mac OS X, subsequent
to release of a public beta version ofthe product and priorto release ofthe final product version. As a result, the Company capitalized approximately
$5.4 million of developmentcosts during 2001 associated with development ofMac OS X. Related amortization is
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computed byuseofthestraight-line method in accordance with SFAS No. 86 over a 8 year estimated usefullife.

Total amortization related to capitalized software development costs was $5.8 million, $1.2 million and $350,000 in 2003, 2002 and 2001,
respectively.

Advertising Costs

Advertising costs are expensed as incurred. Advertising expense was $193 million, $209 million, and $261 million for 2003, 2002, and 2001,
respectively.

Restructuring Charges

In June 2002, the FASB issued SFAS No. 146, Accountingfor Costs Associated with Exit or Disposal Activities. SFAS No. 146 supersedes Emerging
Issues Task Force (EITF)Issue No. 94-3, Liability Recognitionfor Certain Employee Termination Benefits and Other Costs To Exit an Activity
(Including Certain Costs Associated with a Restructuring) and requires that a liability for a cost associated with an exit or disposal activity be
recognized whentheliability is incurred, as opposed to when management commits to an exit plan. SFAS No. 146 also establishesthat the liability
should initially be measured and recorded at fair value. This Statement was effective for exit or disposal activities initiated after December 31, 2002.
The provisions of SFAS No. 146 were required to be applied prospectively after the adoption date to newly initiated exit activities.

Stock-Based Compensation

The Company measures compensation expensefor its employee stock-based compensation plans using the intrinsic value method prescribed by
Accounting Principles Board (APB) Opinion No. 25, Accountingfor Stock Issued to Employees. The Company applies the disclosure provisionsof
SFAS No. 123, Accountingfor Stock-based Compensation, as amended by SFAS No. 148, Accountingfor Stock-based Compensation—Transition
and Disclosure as if the fair value-based method had been applied in measuring compensation expense. The Companyhaselected to follow APB
Opinion No. 25 because, as discussed below,the alternative fair value accounting provided for under SFAS No. 123 requires use of option valuation
models that were not developed for use in valuing employee stock options and employee stock purchase plan shares. Under APB Opinion No.25,
when the exercise price of the Company's employee stock options equals the marketprice of the underlying stock on the date of the grant, no
compensation expenseis recognized.

Asrequired under SFAS No. 123, the pro forma effects of stock-based compensation on net income and eamings per common share for employee
stock options granted and employee stock purchase plan purchases have been estimated at the date of grant and beginning ofthe period, respectively,
using a Black-Scholes option pricing model. For purposes ofpro formadisclosures, the estimated fair value of the options and shares is amortized to
pro forma net incomeoverthe options' vesting period and the shares’ plan period.

The Black-Scholes option valuation model was developedfor use in estimating the fair value offreely traded options that have no vesting restrictions
andare fully transferable. In addition, option valuation models require the input of highly subjective assumptions including the expectedlife of
options and the Company's expected stock price volatility. Because the Company's employee stock options and employee stock purchase plan shares
have characteristics significantly different from those offreely traded options, and because changes in the subjective input assumptions can
materially affect the fair value estimate, in
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management's opinion, the existing models do not provide a reliable measureof the fair value of the Company's employeestock options and
employee stock purchase plan shares.

For purposesofpro formadisclosures,the estimated fair value.of the options and shares is amortized to pro forma net income(loss) over the options’
vesting period and the shares’ plan period. The Company's pro forma information for each ofthe last three fiscal years follows (in millions, except
per share amounts):

2003 2002 2001

Net income (loss)—as reported $ 69=§$ 65 §$ (25)

Add: Stock-based employee compensation expense included in reported
net income(loss), net of tax 15 5 2
Deduct: Stock-based employee compensation expense determined under
the fair value based methodforall awards,net of tax (181) (234) (373)euemmernmentremenomeaace ‘RUANORNRE, PATSARNRIANR

Net loss—pro forma $ (164) $ (396) 

Net income(loss) per common share—asreported .
Basic $ 0.19=$ 0.18 $ (0.07)
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Diluted $ 0.19 § 0.18 $ (0.07)

Net loss per common share—pro forma
Basic $ (0.27) $ (046) $ (1.15)

Diluted $ (027) $ (046) $ (1.15)

Earnings Per Common Share

Basic earnings per commonshare is computed by dividing incomeavailable to commonshareholders by the weighted-average numberof shares of
commonstock outstanding during the period. Diluted earnings per commonshare is computed by dividing income available to common shareholders
by the weighted-average numberof shares of commonstock outstanding during the period increasedto include the numberof additional shares of
commonstock that would have been outstanding if the dilutive potential shares of common stock had been issued. The dilutive effect of outstanding
optionsand restricted stock is reflected in diluted earnings per share by application of the treasury stock method. Dilutive potential shares of common
stock related to stock options were excluded from the calculation ofdiluted loss per commonsharefor fiscal 2001 because their effect would have
been antidilutive.
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The following table sets forth the computation of basic and diluted earnings per share:

 

September 27, September28, September 29,
For the Years Ended 2003 2002 2001

Numerator(in millions):

Income(loss) before accounting changes $ 68 $ 65 $ (37)
Cumulative effects of accounting changes, net of income taxes $ 1 $ — $ 12

Net income(loss) $ 69 § 65 §$ (25)LS IAerEeS Sees

Denominator (in thousands):

Weighted-average shares outstanding 360,631 355,022 345,613
Effect of dilutive options and dilutive restricted stock 2,835 6,763 —

Denominator for diluted earnings (loss) per share 363,466 361,785 345,613  

Basic earnings(loss) per share before accounting changes $ 0.19 §$ 0.18 §$ (0.11)
Cumulative effects of accounting changes, net of tax — — §$ 0.04

Basic earnings (loss) per share after accounting changes $ 0.19 $ 0.18 § (0.07)

Diluted earnings (loss) per share before accounting changes
Cumulative effects of accounting changes, net of tax

Diluted earnings (Joss) per share after accounting changes

 

$ (0.11)
$ 0.04
 

$ (0.07)
 

Options to purchase 50.8 million and 58.0 million shares of common stock were outstanding at the end of 2003 and 2002, respectively, that were not
included in the computation ofdiluted earnings per share for that year because the options’ exercise price was greater than the average market price of
the Company's commonsharesfor that year and, therefore, the effect would be antidilutive. At September 29, 2001, the Company hadoptionsto
purchase 97.2 million shares of its common stock outstanding, all of which were excluded from the computation of diluted loss per share for 2001
because the effect would have been antidilutive.

Comprehensive Income

Comprehensive incomeconsists of two components,net income and other comprehensive income. Other comprehensive incomerefers to revenue,
expenses, gains andlosses that under generally accepted accountingprinciples are recorded as an elementof shareholders’ equity but are excluded
from net income. The Company's other comprehensive income is comprised of foreign currency translation adjustments from those subsidiaries not
using the U.S. dollar as their functional currency, unrealized gains and losses on marketable securities categorized as available-for-sale, and net
deferred gains and losses on certain derivative instruments accounted for as cash flow hedges.

Segment Information
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The Company reports segment information based on the "management" approach. The management approachdesignates the internal reporting used
by management for making decisions and assessing performanceas the source of the Company's reportable segments. Information about the
Company's products, major customers, and geographic areas on a company-wide basisis also disclosed.
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Note 2—-Financial Instruments

The carrying amounts of cash and cash equivalents, accounts receivable, accounts payable, and accruedliabilities approximate their fair value due to
the short maturities of those instruments.

Cash, Cash Equivalents and Short-Term Investments

The following table summarizesthe fair value of the Company's cash and available-for-sale securities held in its short-term investment portfolio,
recordedas cash and cash equivalents or short-term investments as of September 27, 2003, and September 28, 2002 (in millions):

September 28, 2002

   
 

  

Cash

U.S. Treasury and Agencysecurities 87 47
U.S. corporate securities 2,368 1,828
Foreign securities 783 216

Total cash equivalents 3,238 2,091

U.S. Treasury and Agencysecurities 454 674
U.S. corporate securities 623 1,330
Foreign securities 93 81

Total short-term investments 1,170 2,085

Total cash, cash equivalents, and short-term investments $ 4,566 $ 4,337SIRESeeSENNEENIE 

The Company's short-term investmentportfolio consists of investments in U.S. Treasury and Agency securities, U.S. corporate securities, and foreign
securities. The Company's U.S.corporate securities consist primarily of commercial paper, certificates of deposit, time deposits and corporate debt
securities. Foreign securities consist primarily of foreign commercial paper, certificates of deposit and time deposits with foreign institutions, most of
which are denominated in U.S. dollars. The Company had net unrealized losses totaling $1 million on its investment portfolio, primarily related to
investments with stated maturities greater than 1 year as of September 27, 2003 and net unrealized gains of $20 million onits investmentportfolio,
primarily related to investments with stated maturities greater than 1 year, as of September 28, 2002. The Companyoccasionally sells short-term
investments prior to their stated maturities. As a result of such sales, the Company recognized net gains of $21 million in 2003 and $7 million in
2002. These net gains were included in interest and other income, net.

As of September 27, 2003, approximately $629 million of the Company's short-term investments had underlying maturities ranging from | to
5 years. The remaining short-term investments as of September 27, 2003 had maturities of 3 to 12 months. As of September 28, 2002, approximately
$1.087 billion of the Company's short-term investments had underlying maturities ranging from | to 5 years. The remaining short-term investments
as of September 28, 2002 had maturities of 3 to 12 months.

Accounts Receivable

Trade Receivables

The Company distributes its products through third-party resellers and directly to certain education, consumer, and commercial customers. The
Companygenerally does not require collateral from its customers. However, when possible the Company does attemptto limit credit risk on trade
receivables with credit insurance for certain customers in Latin America, Europe and Asia and by arranging with third-
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party financing companies to provide flooring arrangements and other loan and lease programs to the Company's direct customers. These credit
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financing arrangementsare directly between the third-party financing company and the end customer. As such, the Company does not assume any
recourse or credit risk sharing related to any of these arrangements. However, considerable trade receivables that are not coveredbycollateral, third-
party flooring arrangements, or credit insurance are outstanding with the Company's distribution and retail channel partners. Trade receivables from a
single customer, Ingram Micro,Inc., accounted for approximately 10.3% and 10.8% of net accounts receivable as of September 27, 2003, and
September 28, 2002, respectively.

The following table summarizes the activity in the allowance for doubtful accounts (in millions):

 
2003 2002 2001

Beginning allowance balance $ 51 $ 51 §$ 64
Charged to costs and expenses 4 10 7
Deductions(a) , (6) (10) (20)

Ending allowance balance $ 49 $ 51 $ 51
 

aawraanate 

(a) Represents amounts written off against the allowance, net of recoveries.

Non-Trade Receivables

The Company has non-trade receivables from certain of its manufacturing vendorsresulting from the sale of raw material components to these
manufacturing vendors who manufacture sub-assemblies or assemble final products for the Company. The Company purchases these raw material
components directly from suppliers. These non-trade receivables, which are includedin the consolidated balance sheets in other currentassets,
totaled $184 million and $142 million as of September 27, 2003, and September 28, 2002, respectively. The Company does not recognize any profits
on thesesales or reflect the sale of these componentsinits net sales.

Inventory Prepayment

In April 2002, the Company made a $100 million prepaymentto an Asian supplier for the purchase of components over the following nine months.
In return for this deposit, the supplier agreed to supply the Company with a specified level of components during the three consecutive fiscal quarters
ended December 28, 2002. Approximately $53 million of this deposit remained unused as of September 28, 2002 and wasreflected in the
consolidated balance sheets in other current assets. During the first six months of 2003, the remainder of the deposit balance wasfully utilized for the
purchase of components. The deposit was unsecured and had nostated interest component. The Company imputed an amountto cost of sales and
interest income during eachperiod the deposit was outstanding at a 3.25% interest rate to reflect the economicsofthis transaction.

Derivative Financial Instruments

The Companyuses derivatives to partially offset its business exposure to foreign exchange andinterest rate risk. Foreign currency forward and option
contracts are used to offset the foreign exchangerisk on certain existing assets and liabilities and to hedge the foreign exchangerisk on expected
future cash flows on certain forecasted revenues andcostof sales. From time to time, the Company enters into interest rate swap agreements to
modify the interest rate profile of certain investments and debt. The Company's
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accounting policies for these instruments are based on whether the instruments are designated as hedge or non-hedgeinstruments. The Company
records all derivatives on the balance sheet at fair value.

The following table showsthe notional principal, net fair value, and credit risk amounts of the Company's foreign currency instruments as of
September 27, 2003 and September 28, 2002 (in millions):

  

 

September 27, 2003 September 28, 2002

Notional Fair Credit Risk Notional Fair Credit Risk

Principal Value Amounts Principal Value Amounts

Foreign exchange instruments qualifying as accounting
hedges:

Spot/Forward contracts $ 464 §$ (21)$ — $§$ 462 $ 1$ 1
Purchased options $ 512 $ 3 $ 3 $ 196 $ —$ —_
Sold options $ 645 $ (8) $ — $ 392 $ (4)$ —

Foreign exchange instruments other than accounting
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hedges:

Spot/Forward contracts $ 445 § 3 $ 3 $ 302 $ — $ —
Purchased options $ 8 $ — $ — $ —$ —$ —
Sold options $ 5 $ — $ — $ — $ — §$ —_—

The notional principal amountsfor derivative instruments provide one measureof the transaction volume outstanding as of year-end, and do not
represent the amount of the Company's exposureto credit or market loss. The credit risk amount shownin the table above represents the Company's
gross exposure to potential accounting loss on these transactions if all counterparties failed to perform according to the termsof the contract, based
on then-current currency exchangerates at each respective date. The Company's exposure to credit loss and market risk will vary over time as a
function of currency exchangerates.

The estimates offair value are based on applicable and commonly used pricing models using prevailing financial market information as of
September 27, 2003 and September 28, 2002. In certain instances where judgmentis required in estimating fair value, price quotes were obtained
from several of the Company's counterparty financial institutions. Although the table abovereflects the notional principal, fair value, and credit risk
amounts of the Company's foreign exchange instruments, it does not reflect the gains or losses associated with the exposures and transactionsthat the
foreign exchange instruments are intended to hedge. The amounts ultimately realized upon settlementof these financial instruments, together with
the gains and losses on the underlying exposures, will depend on actual market conditions during the remaininglife of the instruments.

Foreign Exchange Risk Management

The Companyenters into foreign currency forward and option contracts with financial institutions primarily to protect against foreign exchangerisk
associated with existing assets andliabilities, certain firmly committed transactions and certain probable but not firmly committed transactions.
Generally, the Company's practice is to hedge a majority ofits existing material foreign exchange transaction exposures. However, the Company may
not hedge certain foreign exchange transaction exposures due to immateriality, prohibitive economic cost of hedging particular exposures, or limited
availability of appropriate hedging instruments.

71

naENRURESSANIEETIESELEOSEEESIAB SESIEESLLELOSEBELOSLORSATESACC 2 TEISSSIRUSEISLESTEEAPNESAINI 

In accordance with SFAS No. 133, hedges related to probable but not firmly committed transactions of an anticipatory nature are designated and
documented at hedge inception as cash flow hedges and evaluated for hedge effectiveness quarterly. For currency forward contracts, hedge
effectiveness is measured based on changesin thetotal fair value of the contractattributable to changes in the forward exchange rate. Changes in the
expected future cash flows on the forecasted hedged transaction and changesin the fair value of the forward hedge are both measured from the
contract raté to the forward exchange rate associated with the forward contract's maturity date.

For currency option contracts, hedge effectiveness is measured based on changesin thetotal fair value of the option contract. Hedge effectivenessis
assessed by comparing the present value of the cumulative change in expected future cash flows on the hedged transaction to changes in expected
cash flow of the option hedge at maturity. The net gains or losses on derivative instruments qualifying as cash flow hedges are reported as
components of other comprehensive income in shareholders' equity and reclassified into earnings in the same period or periods during which the
hedged transaction affects earnings. Any hedge ineffectiveness is recognized in current earnings in other income and expense.

To protect gross margins from fluctuations in foreign currency exchange rates, the Company's U.S. dollar functional subsidiaries hedge a portion of
forecasted foreign currency revenues, and the Company's non-U.S. dollar functional subsidiaries selling in local currencies hedge a portion of
forecasted inventory purchases not denominated in the subsidiaries’ functional currency. Other comprehensive income associated with hedges of
foreign currency revenues is recognized as a component ofnet sales in the same period asthe related sales are recognized, and other comprehensive
incomerelated to inventory purchases is recognized as a componentof cost ofsales in the same period as the related costs are recognized. Typically,
the Company hedges portionsof its forecasted foreign currency exposure associated with revenues and inventory purchases over a time horizon of 3
to 9 months.

The Companyalso enters into foreign currency forward and option contracts to offset the foreign exchange gains and losses generatedby the re-
measurementofcertain recorded assets andliabilities in non-functional currencies. Changes in the fair value of these derivatives are recognized in
current earnings in other income and expenseas offsets to the changesin the fair value of the related assetsor liabilities.

The Company mayenterinto foreign currency forward contracts to offset the translation and economic exposure ofa net investment position in a
foreign subsidiary. Hedge effectiveness on forwards designated as net investment hedges is measured based on changesin the fair value ofthe
contractattributable to changesin the spot exchangerate. The effective portion of the net gain or loss on a derivative instrument designated as:a
hedgeofthe net investmentposition in a foreign subsidiary is reported in the same manneras a foreign currency translation adjustment. Any residual
changesin fair value of the forward contract, including changesin fair value based on the differential between the spot and forward exchangerates,
are recognized in current earnings in other income and expense.

As discussed above, the Companyenters into foreign currency option contracts as items that provide an offset to the re-measurementofcertain
recorded assets and liabilities denominated in non-functional currencies. All changes in the fair value of these derivative contracts based on changes
in option time value are recorded in current earnings in other income and expense. Due to market movements, changesin option time value can lead
to increased volatility in other income and expense.

Derivative instruments designated as cash flow hedges must be de-designated as hedges when it is probable that the forecasted hedged transaction
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will not occurin theinitially identified time period or within a subsequent 2 monthtimeperiod. Deferred gains and losses in other comprehensive
incomeassociated with
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such derivative instruments are immediately reclassified into earnings in other income and expense. Any subsequent changesin fair value of such
derivative instruments are also reflected in current earnings unless they are re-designated as hedgesof othertransactions. During 2002, the Company
recorded net gains of $2.5 million in other income and expenserelated to the loss of hedge designation on discontinued cash flow hedges dueto
changesin the Company's forecast of future net sales and cost of sales and dueto prevailing market conditions. During 2001, the Companyrecorded
anet gain of $5.1 million in other income and expenserelated to the loss of hedge designation on discontinued cash flow hedges due to changes in
the Company's forecast of future net sales and costof sales. No net gains,or losses, of a similar nature were recorded in 2003.

Interest Rate Risk Management

The Company sometimes enters into interest rate derivative transactions, including interest rate swaps, collars, and floors, with financialinstitutions
in order to better match the Company's floating-rate interest incomeon its cash equivalents and short-term investments with its fixed-rate interest
expense on its long-term debt, and/orto diversify a portion of the Company's exposure away from fluctuationsin short-term U.S. interestrates.

As of September 30, 2000, the Company hadenteredinto interest rate swaps with financial institutions in order to better match the Company's
floating-rate interest incomeon its cash equivalents and short-term investments with its fixed-rate interest expense on its long-term debt, and to
diversify a portion of the Company's exposure away from fluctuations in short-term U.S. interest rates. The interest rate swaps generally required the
Companyto paya floating interest rate based on the three- or six-month U.S. dollar LIBOR andreceivea fixed rate of interest without exchanges of
the underlying notional amounts. These swapseffectively converted the Company's fixed-rate 10-year debt to floating-rate debt and converted a
portion ofthe floating rate investments to fixed rate. The Company assumed noineffectiveness with regard to the debt interest swaps as each debt
interest rate swap metthe criteria for accounting underthe short-cut method defined in SFAS No. 133 for fair value hedgesofdebt instruments.
Accordingly, no net gains or losses were recorded in incomerelative to the Company's underlying debt interest rate swaps. During fiscal 2001, the
Company closed outall ofits existing debt interest rate swap positions dueto prevailing marketinterest rates realizing a gain of $17 million. This
gain was deferred, recognized in long-term debt and is being amortized to other income and expense over the remaininglife of the debt.

The unrealized loss on the asset swaps as of September 30, 2000, of $5.7 million was deferred and then recognized in incomein 2001 aspart of the
SFASNo.133 transition adjustment effective on October 1, 2000. The Company closedoutall ofits existing interest rate asset swaps during 2001
realizing a gain of $1.1 million.

As of September 27, 2003 and September28, 2002, the Companyhad nointerest rate derivatives outstanding. Due to perceived marketrisk, the
Company entered into interest rate swaps in early 2002. Theinterest rate swaps required the Companyto paya floating interest rate based on six-
month U.S. dollar LIBOR and receive a fixed rate of interest without exchangesof the underlying notional amounts. These swapseffectively
converted the Company's fixed-rate 10-year debtto floating-rate debt. The Company assumed no ineffectiveness with regard to the debt interest
swaps as each debt interest rate swap metthe criteria for accounting underthe short-cut method defined in SFAS No.133for fair value hedges of
debt instruments. Accordingly, no net gains or losses were recorded in incomerelative to the Company's underlying debt interest rate swaps during
fiscal 2002 until the Company closed outthe positions in late 2002 due to prevailing marketinterest rates. Closing the debt interest rate swaps
resulted in a realized gain

 

of $6 million. This gain was deferred, recognized in long-term debt and is being amortized to other income and expense over the remaininglife of the
debt.

Debt

The Compaiiy currently has debt outstanding in the form of $300 million of aggregate principal amount 6.5% unsecured notes that were originally
issued in 1994. The notes, which pay interest semiannually, were sold at 99.925% ofpar, for an effective yield to maturity of 6.51%. The notes, along
with approximately $4 million of related unamortized deferred gains on closed interest rate swaps, are due in February of 2004 andtherefore have
been classified as current debt as of September 27, 2003. As of September 27, 2003 and September 28, 2002, the carrying amountof these notes,
including unamortized deferred gains associated with closed debtinterest rate swaps, was $304 million and $316 million, respectively, while the fair
value was $302 million and $299 million, respectively. The fair value ofthe notes is based on their listed market values as of September 27, 2003 and
September 28, 2002.

Non-Current Debt and Equity Investments and Related Gains and Losses

The Company hasheld investments in EarthLink, Inc. (EarthLink), Akamai Technologies, Inc. (Akamai), ARM Holdings ple (ARM), and Samsung
Electronics Co., Ltd (Samsung). These investments have beenreflected in the consolidated balance sheets as long term assets within other assets and
have been categorized as available-for-sale requiring that they be carried at fair value with unrealized gains andlosses, net of taxes, reported in equity
as a component of accumulated other comprehensive income.All realized gainson the sale of these investments have been included in total other
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income and expense. The combinedfair value ofthese investments held by the Company was $5 million and $39 million as of September 27, 2003
and September 28, 2002, respectively.

EarthLink

In January 2000, the Company invested $200 million in EarthLink, an Internet service provider (ISP). The investment was in EarthLink's Series C
Convertible Preferred Stock, which was convertible by the Companyafter January 4, 2001, into approximately 7.1 million shares of EarthLink
common stock. Concurrent with this investment, EarthLink and the Company entered into a multi-year agreementto deliver ISP service to Macintosh
users in the United States. Underthe terms of the agreement, the Companyprofits from each new Mac customerthat subscribes to EarthLink's ISP
service for a specified period of time, and EarthLink is the default ISP in the Company's Internet Setup Software included with all Macintosh
computers sold in the United States.

During the first quarter of 2003, the Company sold 2,580,000 shares of EarthLink stock for net proceeds of approximately $13.7 million, an amount
that approximated the Company's carrying value ofthe shares. During the third quarter of 2003, the Company sold all of its remaining holdingsin
EarthLink, consisting of 3,960,000 shares of stock for net proceeds of approximately $23 million, and a gain before taxes of $2 million.

Duringthe first quarter of 2002, the Company sold 117,000 shares of EarthLink stock for net proceeds of $2 million and a gain before taxes of
$223,000. No sales of EarthLink were made in any of the subsequent quartersoffiscal 2002. However, during the fourth quarter of 2002, the
Company determinedthat the then current decline in the fair value of its investment in EarthLink was other-than-temporary. As a result, the
Company recognized a $44 million charge to earnings to write-down the basis of its investment in EarthLink to $35 million. This charge was
included in gains (losses) on non-current investments, net. As of September 28, 2002, the Company held 6.5 million shares of EarthLink stock valued
at $35 million.
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During the second quarter of 2001, the Company determined that the decline in the fair valueofits investment in EarthLink was other-than-
temporary requiring thatits cost basis be written downto fair value as a new cost basis and the amountof the write-down be included in earnings. As
a result, the Company recognized a $114 million charge to earnings to write-downthe basis ofits investment in EarthLink to $86 million. This
charge was included in gains(losses) on non-current investments, net. During the fourth quarter of 2001, the Company sold a total of approximately
425,000 shares of EarthLink stock for net proceeds of approximately $6 million, recorded a gain before taxes of approximately $800,000, and
recognized related income tax of approximately $200,000.

Akamai

In June 1999, the Company invested $12.5 million in Akamai, a global Internet content delivery service. The investment wasin the form of
convertible preferred stock that converted into 4.1 million shares of Akamai commonstock (adjusted for subsequentstocksplits) at the time of
Akamai's initial public offering in October 1999. Beginning in the first quarter of 2000, the Company categorized its shares in Akamaias available-
for-sale.

During the fourth quarter of 2003, the Companysold 1,875,000 shares of Akamai stock for net proceeds of $9 million anda gain before taxes of
$8 million. As of September 27, 2003, the Company's remaining investment in Akamai consists of 986,000 shares of Akamai stock valuedat
$5 million.

Duringthefirst quarter of 2002, the Company sold 250,000 shares of Akamai stock for net proceeds of $2 million and a gain before taxes of
$710,000. No sales of Akamai were made in any of the subsequent quarters of fiscal 2002. However, during the fourth quarter of 2002, the Company
determined thatthe decline in the fair valueofits investment in Akamai was other-than-temporary. As a result, the Company recognized a $6 million
charge to earnings to write-down the basisofits investment in Akamai to $3 million. This charge was includedin gains (losses) on non-current
investments, net. As of September 28, 2002, the Companyheld 2.9 million shares of Akamai stock valued at $3 million.

During 2001, the Companysold a total of approximately 1 million shares of Akamai stock for net proceeds of approximately $39 million and
recorded a gain before taxes of approximately $36 million.

ARM

ARM isapublicly held company in the United Kingdom involvedin the design andlicensing of high performance microprocessors and related
technology.

Duringthe third quarter of 2003, the Company soldall ofits remaining holdings in ARM stock, consisting of 278,000 shares for net proceeds of
approximately $295,000, and a gain before taxes of $270,000.

Dufingthe first quarter of 2002, the Companysold 4.7 million shares of ARM stock for both net proceeds and a gain before taxes of $21 million. No
sales of ARM were made in any of the subsequent quarters of fiscal 2002. As of September 28, 2002, the Company held 278,000 shares of ARM
stock valued at $578,000.

During 2001, the Companysold a total of approximately 29.8 million shares of ARM stock for net proceeds of approximately $176 million, recorded
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a gain before taxes of approximately $174 million, and recognized related income tax expense of approximately $52 million.
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Samsung

During the fourth quarter of 1999, the Company invested $100 million in Samsungto assist in the further expansion of Samsung's TFT-LCDflat-
panel display production capacity. The investment wasin the form of three year unsecured bonds, which were convertible into approximately
550,000 shares of Samsung commonstock beginning in July 2000. The bonds carried an annual coupon rate of 2% and paidatotal yield to maturity
of 5% if redeemed at maturity.

Prior to its sale, the Company had categorizedits investment in Samsung asavailable-for-sale requiring that it be carried at fair value with unrealized
gainsandlosses, net oftaxes, reported in equity as a component of accumulated other comprehensive income. The fair value of the Company's
investment in Samsung was approximately $123 million as of September 30, 2000. With the adoption of SFAS No. 133 on October 1, 2000,the
Company was required to accountfor the conversion option embedded in the Samsung bondsseparately from the related debt. The conversion
feature was carried at fair value with any changesin fair value recognized in earnings in the period in which they occur. Included in the $17 million
gross SFAS No. 133 transition adjustment recorded in earnings during the first quarter of fiscal 2001 was a $23 million favorable adjustmentforthe
restatement to fair value as of October 1, 2000, of the derivative component of the Company's investment in Samsung. To adjustthe carrying value of
the derivative componentofits investment in Samsung to fair value as of December 30, 2000, the Company recognized an unrealized loss of
approximately $13 million during the first quarter of 2001. During the second quarter of 2001, the Company sold this investment for bookvalue,
including accrued interest, and received net proceeds of approximately $117 million.

Other Strategic Investments

The Company has made additional minority debt and equity investments in several privately held technology companies, which werereflectedin the
consolidated balance sheets in other assets. These investments were inherently risky because the products and/or markets of these companies were
typically not fully developed. During 2002 and 2001, the Company determined that the decline in fair value of certain of these investments was
other-than-temporary and, accordingly, recognized a charge to earnings of $15 million and $8 million, respectively. These charges were included in
gains(losses) on non-current investments, net. As of September 27, 2003 and September 28, 2002, the Company had noprivate debtor equity
investments reflected in its consolidated balance sheets.

Note 3—Consolidated Financia] Statement Details (in millions)

Inventories

2003 2002

Purchased parts 3 2 $ 9
Work in process 4 —
Finished goods 50 36

Total inventories $ 56 § 45
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Other Current Assets

 
2003 2002

Vendor non-trade receivables $ 184 $ 142
Other current assets ‘ 125 133

Total other currentassets , $ 309 $ 275eS Besars

Property, Plant, and Equipment

2003 2002

Land and buildings $ 350=$ 342
Machinery, equipment, and internal-use software 393 367
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Office furniture and equipment 74 67
Leasehold improvements 357 281

1,174 1,057
Accumulated depreciation and amortization (505) (436)

Net property, plant, and equipment $ 669 $ 621TE EE

Other Assets

2003 2002

Non-current deferred tax assets $ 60 § 70

Non-current debt and equity investments 5 39
Capitalized software development costs, net 28 19
Otherassets 57 42

Total other assets $ 150) $ 170

Accrued Expenses |

2003 2002

Deferred revenue $ 368=$ 240

Accrued marketing anddistribution 124 136
Accrued compensation and employee benefits 101 93
Accrued warranty andrelated costs 67 69
Other current abilities 239 209

Total accrued expenses $ 899 $ 747REE RO
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Interest and Other Income, Net

2003 2002 2001

Interest income $ 69=§ 118 § 218

Interest expense (8) (il) (16)
Gains on sales of short term investments 21 7 —

Other income (expense) net (5) (2) 15
Gain on forward purchase agreement 6 —_ —

Total interest and other income, net $ 83==6§ 112. $ 217
 

Note 4—Acquisitions

Goodwill and Other Intangible Assets

The Companyis currently amortizing its acquired intangible assets with definite lives over periods ranging from 3 to 10 years. The Company ceased
amortization of goodwill at the beginning of fiscal 2002 when it adopted SFAS No. 142.

The following table summarizes the components of gross and net intangible asset balances (in millions):

   September 27, 2003 September 28, 2002URSPSPSTED PRL SE LOSERCESE urement

Net Net
Gross Carrying Accumulated Carrying Gross Carrying Accumulated Carrying

Amount Amortization Amount Amount Amortization AmountBIASiVRARRURRMOPREEaNeRE gyerm meet EREREORREUDRGIS ALGIERSNERCSRN SNACERRE ReRITIN  ThRanneResemamas
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Goodwill (a) $ 85 — $ 85 $ 85 — $ 85
Other acquired intangible assets 5 (5) —_ 5 (5) —
Acquired technology » 42 (18) 24 42 (8) 34

Total acquired intangible assets $ 132 $ (23) $ 109 $ 132 $ (13) $ 119EEE=| 
PRR tan

(a)|Accumulated amortization related to goodwill of $55 million arising prior to the adoption of SFAS No. 142 has been reflected in the gross
carrying amount of goodwill as of September 27, 2003 and September 28, 2002.

Expected annual amortization expense related to acquired technologyis as follows (in millions):

Fiscal Years:
2004 $ 7
2005 5

2006 3

2007 2

Thereafter 7

Total expected annual amortization expense  
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Amortization expense related to acquired intangible assets is as follows (in millions):

2003 2002 2001

Goodwill amortization $ 16

Other acquired intangible assets amortization 3
Acquired technology amortization 2

Total amortization  
Net loss and net loss per share adjusted to exclude amortization of goodwill in fiscal periods prior to the adoption of SFAS No. 142 in fiscal 2002
follows (in millions, except per share amounts):

 

2001

Netloss, as reported $ (25)
Add: goodwill amortization $ 16

Netloss, as adjusted $ (9)

Basic loss per share, as reported , $ (0.07)
Add: goodwill amortization $ 0.04

Basic loss per share, as adjusted $ (0.03)

Diluted loss per share, as reported $ (0.07)
Add: goodwill amortization $ 0.04

Diluted loss per share, as adjusted $ (0.03)

Acquisition of Emagic GmbH

During the fourth quarter of 2002, the Company acquired Emagic GmbH (Emagic), a providerofprofessional software solutions for computer based
music production, for approximately $30 million m cash; $26 million of which was paid immediately uponclosing ofthe deal and $4 million of
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which was held-back for future payment contingent on continued employmentby certain employeesthat will be allocated to future compensation
expense in the appropriate periods over the next 3 years. During fiscal 2003, contingent consideration totaling $1.3 million was paid. The acquisition
has been accounted for as a purchase. Theportionof the purchase price allocated to purchased in-process research and development (IPR&D) was
expensed immediately, and the portion of the purchase price allocated to acquired technology and to tradename will be amortized over their estimated
useful lives of 3 years. Goodwill associated with the acquisition of Emagic is not subject to amortization pursuant to the provisions of SFAS No. 142.
Total consideration was allocated as follows (in millions):

Nettangible assets acquired $ 2.3
Acquired technology : 3.8
Tradename 0.8

In-process research and development 0.5
Goodwill 18.6

Total consideration $ 26.0
 

 

The amountof the purchaseprice allocated to IPR&D was expensed upon acquisition, because the technologicalfeasibility of products under
developmenthadnot been established and noalternative future uses existed. The IPR&D relates primarily to Emagic's Logic series technology and
extensions. At the date of the acquisition, the products under development were between 43%-83% complete, and it was expected that the remaining
work would be completed during the Company's fiscal 2003 at a cost of approximately $415,000. The remaining efforts, which were completedin
2003, included finalizing user interface design and development, and testing. The fair value of the IPR&D was determined using an income
approach, whichreflects the projected free cash flowsthat will be generated by the IPR&D projects andthatare attributable to the acquired
technology, and discounting the projected net cash flowsback to their present value using a discountrate of 25%.

Acquisition of certain assets of Zayante, Inc., Prismo Graphics, and Silicon Grail

During fiscal 2002 the Companyacquiredcertain technology and patent rights of Zayante, Inc., Prismo Graphics, and Silicon Grail Corporation for a
total of $20 million in cash. These transactions have been accounted for as asset acquisitions. The purchase price for these asset acquisitions, except
for $1 million identified as contingent consideration which will be allocated to compensation expense over the next 3 years, has been allocated to
acquired technology and will be amortized on a straight-line basis over 3 years, except for certain assets acquired from Zayante associated with
patent royalty streams that will be amortized over 10 years.

Acquisition of Nothing Real, LLC

Duringthe second quarter of 2002, the Company acquired certain assets of Nothing Real, LLC (Nothing Real), a privately-held company that
develops and markets high performancetools designed for the digital image creation market. Of the $15 million purchase price, the Company has
allocated $7 million to acquired technology, whichwill be amortized overits estimated life of 5 years. The remaining $8 million, which has been
identified as contingent consideration, rather than recorded as an additional componentofthe cost of the acquired assets, will be allocated to future
compensation expense in the appropriate periods over the next 3 years.

Acquisition of Spruce Technologies, Inc.

In July 2001, the Company acquired Spruce Technologies, Inc. (Spruce), a privately-held company that develops and markets DVD authoring
products, for $14.9 million in cash. Goodwill associated with the acquisition of Spruce is not subject to amortization pursuantto the transition
provisions of SFAS No. 142. The consolidated financial statements include the operating results of Spruce from the date of acquisition. Total
consideration wasallocated as follows (in millions):

Net tangible liabilities assumed $ (0.7)
Identifiable intangible assets 5.9
Goodwill 9.7

Total consideration . $ 14.9

Acquisition of PowerSchool, Inc.

In May 2001, the Company acquired PowerSchool, Inc. (PowerSchool), a provider of web-based student information systems for K-12 schools and
districts that enable schools to record, access, report, and manage their student data and performancein real-time, and gives parents real-time web
access to track
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their children's progress. The consolidated financial statements include the operating results of PowerSchool from the date of acquisition.

The purchaseprice of approximately $66.1 million consisted of the issuance of approximately 2.4 million shares of the Company's common stock
with a fair value of $61.2 million, the issuance of stock options with a fair value of $4.5 million, and $300,000 ofdirect transaction costs. The fair
value of the commonstock options issued was determined using a Black-Scholes option pricing model with the following assumptions:volatility of
67%, expected life of 4 years, dividend rate of 0%, and risk-free rate of 4.73%.

Total consideration was allocated as follows (in millions):

Net tangible assets acquired $ 0.2
Deferred stock compensation / 12.8
Identifiable intangible assets 2.6
In-process research and development 10.8
Goodwill 39.7

Total consideration $ 66.1
 

The amountof the purchaseprice allocated to IPR&D was expensed upon acquisition, because the technological feasibility of products under
development had not been established and no alternative future uses existed. The IPR&D relates to technologies representing processes and expertise
employedto design, develop, and deploy a functioning, scalable web-based student information system for use by K-12 schools. At the date of the
acquisition, the product under development was approximately 50% complete, and it was expected that the remaining 50% would be completed
during the Company's fiscal 2002 at a cost of approximately $9.25 million. The remaining efforts, which were completed in 2002, included
completion of coding, finalizing user interface design and development, and testing. The fair value of the IPR&D was determined using an income
approach, whichreflects the projected free cash flows that will be generated by the IPR&Dprojects and that are attributable to the acquired
technology, and discounting the projected net cash flows back to their present value using a discount rate of 25%. The acquired intangibles are being
amortized over their estimated useful lives of 3 years. Deferred stock compensation associated with restricted stock and options is being amortized
overthe required future vesting period of 3 years. :

In the fourth quarter of 2001, an adjustment was madeto increase goodwill associated with the acquisition of PowerSchool by $5.9 million dueto the
identification of previously unidentified loss contingencies that were in existence prior to consummation of the acquisition.

The Company allocated $12.8 million of its purchase consideration for PowerSchool to deferred stock compensation within shareholders’ equity.
This amount represented the intrinsic value of stock options assumed that vest as future services are provided by employees and related to 445,000
common shares issued contingent on continued employmentof certain PowerSchool employee stockholders. Certain PowerSchool employee
stockholders were terminatedin the first quarter of 2003 resulting in the $5 million recognition of previously deferred stock compensation as part of
the Company's first quarter restructuring action. Unamortized PowerSchool related deferred stock compensation of approximately $294,000 remains
as of September 27, 2003.

Pro Forma Financial Information

The unaudited pro forma financial information below presents the condensed consolidated financial results of the Company assuming that
PowerSchool and Spruce, acquired in 2001, had been acquired at the

 

beginning of 2001 andincludesthe effect of amortization of goodwill and other acquired identifiable intangible assets from that date. The impact of
the charge for IPR&D associated with the acquisition of PowerSchool has been excluded. This pro forma financial information is presented for
informational purposes only and is not necessarily indicative ofthe results of future operations that would have been achieved had the acquisitions
taken place at the beginning of 2001. Pro forma information follows (in millions, except per share amounts):

2001

Net sales $ 5,370
Netloss $ (44)
Basic loss per common share $ (0.13)
Diluted loss per common share $ (0.13)

Note 5—Restructuring Charges

Fiscal 2003 Restructuring Actions
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The Companyrecordedtotal restructuring charges of approximately $26.8 million during the year ended September 27, 2003, including
approximately $7.4 million in severance costs, a $5.0 million charge to write-off deferred compensation, $7.1 million in asset impairments and a
$7.3 million charge for lease cancellations. Of the $26.8 million, nearly all had been spent by the end of 2003, except for approximately $400,000 of
severance costs and approximately $4.5 million related to operating lease costs on abandonedfacilities. During the third quarter of 2003,
approximately $500,000 of the amountoriginally accrued for lease cancellations was determined to be in excess due to the sublease of a property
sooner than originally estimated and an approximately $500,000 shortfall was identified in the severance accrual due to higher than expected
severancecosts related to the closure of the Company's Singapore manufacturing operations. These adjustments had no net effect on reported
operating expense.

During the second quarter of 2003, the Company's management approved andinitiated restructuring actions that resulted in recognition ofa total
restructuring charge of $2.8 million, including $2.4 million in severance costs and $400,000 for asset write-offs and lease payments on an abandoned
facility. Actions taken in the second quarter were for the most part supplementalto actionsinitiated in the prior two quarters and focused on further
headcount reductions in various sales and marketing functions in the Company's Americas and Europe operating segments and further reductions
associated with PowerSchool-related activities in the Americas operating segment, including an accrualfor asset write-offs and lease payments on an
abandoned facility. The second quarter actions resulted in the termination of 93 employees, 92 were terminatedpriorto the end of 2003.

During thefirst quarter of 2003, the Company's management approved andinitiated restructuring actions with a total cost of $24 million that resulted
in the termination of manufacturing operations at the Company-ownedfacility in Singapore, further reductions in headcountresulting from the shift
in PowerSchool productstrategy that took placeat the end offiscal 2002, and termination of various sales and marketing activities in the United
States and Europe. Theserestructuring actions will ultimately result in the elimination of 260 positions worldwide,all but one of which were
eliminated by the end of 2003.

Closure of the Company's Singapore manufacturing operations resulted in severance costs of $1.8 million and costs of $6.7 million to write-off
manufacturing related fixed assets, whose use ceased duringthe first quarter. PowerSchool related costs included severance of approximately
$550,000 and recognition of $5 million of previously deferred stock compensation that arose when PowerSchool wasacquired by the

82

_SAEEEESSAESEREARENSISNETSISONeCCSSEIECEENOSEOSTTEETETEEESTISEESEAEESETBESEEEPEDDLETELEDEAIEELTEESELELEN,

Companyin 2001related to certain PowerSchool employee stockholders who were terminatedin the first quarter of 2003. Termination ofsales and
marketing activities and employees, principally in the United States and Europe, resulted in severancecosts of $2.8 million and accrualof costs
associated with operating leases on closed facilities of $6.7 million. The total net restructuring charge of $23 million recognized during thefirst
quarter of 2003 alsoreflects the reversal of $600,000 of unused restructuring accrual originally made during thefirst quarter of 2002.

Except for certain costs associated with operating leases on closedfacilities, the Company currently anticipatesthatall of the remaining accrual for
severancecosts of approximately $400,000 will be spent by the endofthe first quarter of fiscal 2004.

The following table summarizes activity associated with restructuring actions initiated during fiscal 2003 (in millions):

  

 

Employee Deferred
Severance Compensation Asset Lease
Benefits Write-off Impairments Cancellations Totals

Total charge $ 714° $ 5.0 $ 71° $ 73° $ 26.8
Total spending through September 27, :
2003 (7.5) — — (2.3) (9.8)
Total non-cash items / — (5.0) (7.1) — (12.1)
Adjustments 0.5 _ —_— (0.5) —

Accrual at September 27, 2003 $ 04 §$ — $ — $ 4.5: RA sa a EEeS  
Fiscal 2002 Restructuring Actions

Duringfiscal 2002, the Company recordedtotal restructuring charges of approximately $30 million related to actions intendedto eliminate certain
activities and better align the Company's operating expenses with existing general economic conditions and to partially offset the cost of continuing
investments in new product development and investments in the Company's Retail operating segment.

During the fourth quarter of 2002, the Company's management approved andinitiated restructuring actions with a total cost of approximately
$6 million designed to reduce headcountcosts in corporate operations and sales andto adjust its PowerSchoolproductstrategy. These restructuring
actions resulted in the elimination of approximately 180 positions worldwideat a cost of $1.8 million, all of which were eliminated by September 27,
2003. Eliminatedpositions were primarily in corporate operations, sales, and PowerSchool related research and development in the Americas
operating segment. The shift in product strategy at PowerSchool included discontinuing development and marketing of PowerSchool's PSE product.
This shift resulted in the impairmentofpreviously capitalized developmentcosts associated with the PSE product in the amountof $4.5 million.

During the first quarter of 2002, the Company's management approved andinitiated restructuring actions with a total cost of approximately
$24 million. These restructuring actions resulted in the elimination of approximately 425 positions worldwide at a cost of $8 million. Positions were
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eliminated primarily in the Company's operations, information systems, and administrative functions. In addition, these restructuring actions also
includedsignificant changes in the Company's information systems strategy resulting in termination of equipment leases and cancellation of existing
projects and activities. The Company ceased using the assets associated with first quarter 2002 restructuring actions during that same quarter. Related
lease and contract cancellation charges totaled $12 million, and charges for asset impairments totaled
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$4 million. The firstquarter 2002 restructuring actions were primarily related to corporate activity not allocated to operating segments. During the
first quarter of 2003, the Company reversed the remaining unused accrual of $600,000.

The following table summarizesactivity associated with restructuring actions initiated during fiscal 2002 (in millions):

 

 

 

Employee Lease andSeverance Asset Contract

Benefits Impairments Cancellations Totals

Total charge $ 10. $ 8 $ 12 $ 30
Total spending through September 27, 2003 (10) — : : ay (21)
Total non-cash items —_ (8) —_— (8)
Adjustments — —_ (1) d)

Accrual at September 27, 2003 $ — § —_

Note 6—Income Taxes

The provision for income taxes consisted of the following (in millions):

2003 2002 2001

Federal:

Current $ i8 §$ 12 $ (20)

Deferred (7) (32) (8)

11 (20) (28)

State:
Current 4 3 —

Deferred qd) 6 (10)

(7) 9 (10)

Foreign:
Current 21 29 21

Deferred (i) 4 2

20 33 23

Provision for income taxes $ 24° $ 22 $ (15)
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The foreign provision for incometaxesis based on foreign pretax earnings of approximately $250 million, $284 million and $363 million in 2003,
2002, and 2001, respectively. As of September 27, 2003, approximately $2.5 billion of the Company's cash, cash equivalents, and short-term
investments are held by foreign subsidiaries and are generally based in U.S. dollar-denominated holdings. Amounts held by foreign subsidiaries
would be:subject to U.S. incometaxation on repatriation to the United States. The Company's consolidated financial statements fully provide for any
related tax liability on amounts that may be repatriated, aside from undistributed earnings of certain of the Company's foreign subsidiaries that are
intended to be indefinitely reinvested in operations outside the United States. U.S. incometaxes have not been provided on a cumulativetotal of
$822 million of such earnings.It is not practicable to determine the incometaxliability that might be incurred if these earnings were to be
distributed.
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Deferred tax assets and liabilities reflect the effects of tax losses, credits, and the future incometax effects of temporary differences between the
consolidated financial statement carrying amounts ofexisting assets and liabilities and their respective tax bases and are measured using enacted tax
rates that apply to taxable incomein the years in which those temporary differences are expected to be recovered orsettled.

As of September 27, 2003 and September28, 2002, the significant components of the Company's deferred tax assets and liabilities were (in millions):

 
  

2003 2002

Deferred tax assets:

Accounts receivable and inventory reserves $ 35 $ 32
Accruedliabilities and other reserves 155 126

Basis of capital assets and investments 47 34
Tax losses and credits 204 125

Other 11 i]

Total deferred tax assets 452

Less valuation allowance 30

Net deferred tax assets 422 298

Deferred taxliabilities:

Unremitted earnings of subsidiaries 398 293
Available-for-sale securities , —_— 1

Total deferred tax liabilities 398

Net deferred tax asset , $ 24SeaERN  
As of September 27, 2003, the Company had operating loss carryforwards for federal tax purposes of approximately $189 million, which expire from
2011 through 2023. A portion of these carryforwards was acquired from NeXTandother acquisitions, the utilization of which is subject to certain
limitations imposed by the Internal Revenue Code. The Companyalso has Federal credit carryforwards and variousstate and foreign tax loss and
credit carryforwards, the tax effect of which is approximately $117 million and which expire between 2004 and 2023. The remaining benefits from
tax losses and credits do not expire. As of September 27, 2003, a valuation allowance of $30 million was recorded against the deferred tax asset for
the benefits of tax losses that may not be realized. The valuation allowancerelates primarily to the operating loss carryforwards acquired from NeXT
and other acquisitions. Management believesit is more likely than not that forecasted income, including income that may be generated as a result of
certain tax
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planningstrategies, together with the tax effects of the deferredtax liabilities, will be sufficient to fully recover the remaining deferred tax assets.

A reconciliation of the provision for income taxes, with the amount computed by applying the statutory federal incometax rate (35% in 2003, 2002,
and 2001) to income(loss) before provision for (benefit from) incometaxes, is as follows (in millions):

 

  

2003 2002 2001

Computed expected tax (benefit) $ 32 $ 30 $ (18)
State taxes, net of federal effect (4) 7 (7)
Indefinitely invested earnings of foreign subsidiaries (13) —_— —
Nondeductible executive compensation 5 qd) —
Stock repurchase / (2) — —
Purchase accounting and asset acquisitions 4 3 10
Changein valuation allowance —_ (16) —
Research & developmentcredit, net (7) (8) (5)
Nondeductible expenses , : 6 4 3
Otheritems 3 3 2

Provision for (benefit from) income taxes $ 24 $ 22 $ (15)Ease aeG aae SE

Effective tax rate 26% 25% 30%

On April 10, 2003, the Internal Revenue Service (TRS) completedits audit of the Company's federal incometax returns for the years 1998 through
2000 and proposedcertain adjustments. Certain of these adjustments are being contested through the IRS Appeals Office. Substantially all IRS audit
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issues for years prior to 1998 have been resolved. Managementbelieves that adequate provision has been madefor any adjustments that mayresult
from tax examinations. However, the outcome of tax audits cannot be predicted with certainty. Should any issues addressed in the Company's tax
audits be resolved in a mannernot consistent with management's expectations, the Company could be requiredto adjust its provision for income tax
in the period such resolution occurs. ,

Note 7—Shareholders' Equity

CEORestricted Stock Award

On March 19, 2003, the Company entered into an Option Cancellation and Restricted Stock Award Agreement(the Agreement) with Steven P. Jobs,
its Chief Executive Officer (CEO). The Agreement cancelled stock option awards for the purchase of 27.5 million shares of the Company's common
stock previously granted to Mr. Jobs in 2000 and 2001. Mr. Jobs retained options to purchase 60,000 shares of the Company's commonstock granted
in August of 1997 in his capacity as a memberof the Company's Board ofDirectors, prior to becoming the Company's CEO. The Agreement
replaced the cancelled options with a restricted stock award of5 million shares of the Company's commonstock. Therestricted stock award generally
vests three years from date of grant. Vesting of someorall of the restricted shares will be accelerated in the event Mr.Jobs is terminated without
cause, dies, or has hismanagementrole reduced following a change in control of the Company.

The Companyhasrecorded the valueofthe restricted stock award of $74.75 million as a component of shareholders’ equity and is amortizing that
amount ona straight-line basis over the 3-year service/vesting period. The valueofthe restricted stock award was based on the closing market price
of the Company's
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commonstock on the date of the award. Total amortization of approximately $13 million has been included in selling, general, and administrative
expense in 2003 and will continue to be included at approximately $6.2 million per quarter through March 2006. The 5 million restricted shares have
been included in the calculation of diluted earningsper shareutilizing the treasury stock method.

Stock Repurchase Plan

In July 1999, the Company's Board of Directors authorized a plan for the Company to repurchase up to $500 million of its commonstock. This
repurchase plan doesnot obligate the Company to acquire any specific numberof shares or acquire shares over any specified periodoftime.

During the fourth quarter of 2001, the Companyentered into a forward purchase agreement to acquire 1.5 million shares of its commonstock in
September of 2003 at an average price of $16.64 per share for a total cost of $25.5 million. In August 2003, the Companysettled this agreementprior
to its maturity, at which time the Company's common stock had a fair value of $22.81. Other than this forward purchase transaction, the Company
has not engaged in any transactions to repurchase its common stock since fiscal 2000. Since inception of the stock repurchase plan, the Company had
repurchased a total of 6.55 million shares at a cost of $217 million. The Company was authorized to repurchase up to an additional $283 millionofits
common stock as of September 27, 2003.

Preferred Stock

In August 1997, the Company and Microsoft Corporation (Microsoft) entered into patent cross license and technology agreements. In addition,
Microsoft purchased 150,000 shares of Apple Series A nonvoting convertible preferred stock ("preferred stock") for $150 million. These shares were
convertible by Microsoft after August 5, 2000, into shares of the Company's commonstock at a conversion price of $8.25 per share. During 2000,
74,250 shares of preferred stock were converted to 9 million shares of the Company's common stock. During 2001, the remaining 75,750 preferred
shares were converted into 9.2 million shares of the Company's commonstock.

Comprehensive Income

Comprehensive income consists of two components, net income and other comprehensive income. Other comprehensive incomerefers to revenue,
expenses, gains and losses that under generally accepted accounting principles are recorded as an element of shareholders’ equity but are excluded
from net income. The Company's other comprehensive income consists of foreign currency translation adjustments from thosesubsidiaries not using
the U.S.dollaras their functional currency, unrealized gains and losses on marketable securities categorized as available-for-sale, and net deferred
gains and losses on certain derivative instruments accounted for as cash flow hedges.

The following table summarizes the components of accumulated other comprehensive income(loss), net of taxes (in millions):

 
2003 2002 2001

Unrealized gains on available-for-sale securities $ " 7 $ 13. § 30
Unrealized gains (losses) on derivative investments (16) (11) 4
Cumulative foreign currency translation (20) 61) (56)iotecnnenmrenaumnonetmarse  asain Soke aateneonesmanmmeeninmere

Accumulated other comprehensive income(loss) $ (35) $ (49) $ (22)  
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The following table summarizesactivity in other comprehensive incomerelated to available-for-sale securities, net of taxes (in millions):

 

2003 2002 2001

Changein fair value ofavailable-for-sale securities $ 11 $ (49) $ (183)
Adjustment for net (gains) losses realized and included in net income(loss) (23) 32 (84)

Changein unrealized gain on available-for-sale securities $ (12) $ (267)PERERARDRAreaeTES 
The tax effect related to the change in unrealized gain on available-for-sale securities was $6 million, $10 million, $157 million for fiscal 2003, 2002,
and 2001, respectively. The tax effect on the reclassification adjustmentfor net gains (losses) included in net income (loss) was $(8) million,
$10 million and $35 million for fiscal 2003, 2002, and 2001, respectively.

The following table summarizesactivity in other comprehensive incomerelated to derivatives, net of taxes, held by the Company(in millions):

2003 2002 2001

Changesin fair value of derivatives $ (24) $ 4 $ 45
Adjustment for net gains realized and included in net income(loss) 19 (19) (53)
Cumulative effect of adopting SFAS No. 133 — — 12

Change in unrealized gain on derivative instruments $ (5) $ (15) $ 4ELS ERISRS=SRESURERAS

The tax effect related to the cumulative effect of adopting SFAS No. 133 was $(5) as of September 29, 2001. Thetax effect related to the changesin
fair value of derivatives was $11 million, $(2) million and $(19) million for fiscal 2003, 2002, and 2001, respectively. The tax effect related to
derivative gains (losses) reclassified from other comprehensive income was $(7) million, $8 million and $23 million for fiscal 2003, 2002, and 2001,
respectively.

Note 8—Employee Benefit Plans

2003 Employee Stock Option Plan

At the Annual Meeting of Shareholders held on April 24, 2003, the shareholders approved an amendmentto the 1998 Executive Officer Stock Plan to
change the nameofthe plan to the 2003 Employee Stock Option Plan (the 2003 Plan), to provide for broad-based grants to all employees in addition
to executive officers and other key employees andto prohibit future "repricings" of employee stock options, including 6-months-plus-1-day option
exchange programs, without shareholder approval. Based on the terms of individual option grants, options granted under the 2003 Plan generally
expire 7 to 10 years after the grant date and generally become exercisable overa period of 4 years, based on continued employment, with either
annualor quarterly vesting. The 2003 Plan permits the granting of incentive stock options, nonstatutory stock options, restricted stock, stock
appreciation rights, and stock purchaserights.

1997 Employee Stock Option Plan

In August 1997, the Company's Board of Directors approved the 1997 Employee Stock Option Plan (the 1997 Plan), a non-shareholder approved
plan for grants of stock options to employees whoare not officers of the Company. Options may be granted under the 1997 Plan to employeesatnot
less than the fair market value on the date of grant. Based on the terms of individual option grants, options granted under the 1997
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Plan generally expire 7 to 10 years after the grant date and generally become exercisable over a period of 4 years, based on continued employment,
with either annual or quarterly vesting. As a result of shareholder approval of amendmentsto the 1998 Executive Officer Stock Plan in April 2003,
the Company terminated the 1997 Employee Stock Option Plan and cancelled all remaining unissued shares, following the completion of an
employee stock option exchange program in October 2003.

Employee Stock Option Exchange Program

On March 20, 2003, the Company announced a voluntary employee stock option exchange program (the Exchange Program) wherebyeligible
employees, other than executive officers and members ofthe Board of Directors, had an opportunity to exchange outstanding options with exercise
prices at or above $25.00 per share for a predetermined smaller number of new stock options issued with exercise prices equalto the fair market
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value of one share of the Company's commonstock on the day the new awardsare issued, which would be atleast six months plus one dayafter the
exchange options are cancelled. On April 17, 2003, in accordance with the Exchange Program, the Company accepted and cancelled options to
purchase 16,569,193 shares of its common stock. On October 22, 2003, new stock options totaling 6,697,368 shares were issued to employeesat an
exercise price of $22.76 per share, which is equivalent to the closing price of the Company's stock on that date. No financial or accounting impact to
the Company's financial position, results of operations or cash flow was associated with this transaction,

1997 Director Stock Option Plan

In August 1997, the Company's Board of Directors adopted a shareholder approved Director Stock Option Plan (DSOP) for non-employee directors
of the Company. Initial grants of 30,000 options under the DSOP vest in three equal installments on each ofthe first through third anniversaries of
the date of grant, and subsequent annual grants of 10,000 options are fully vested at grant.

Rule 1065-1 Trading Plans

Certain of the Company's executive officers, including Mr. Timothy D. Cook and Mr. Fred D. Anderson, have entered into trading plans pursuant to
Rule 10b5-1(c)(1) of the Securities Exchange Act of 1934, as amended. A trading plan is a written documentthat pre-establishes the amounts, prices
and dates (or formula for determining the amounts, prices and dates) of future purchases or sales of Apple stock including the exercise and sale of
employee stock options and shares acquired pursuant to the Company's Employee Stock Purchase Plan.

Employee Stock Purchase Plan

The Company has a shareholder approved employee stock purchase plan (the Purchase Plan), under which substantially all employees may purchase
common stock through payroll deductionsat a price equal to 85% ofthe lower of the fair market values as of the beginning and end ofsix-month
offering periods. Stock purchases under the Purchase Plan are limited to 10% of an employee's compensation, up to a maximum of $25,000 in any
calendar year. In the third quarter of 2003, the Company's shareholders also approved an amendmentto the Employee Stock Purchase Plan to
increase the numberof shares authorized for issuance by 4 million shares. Beginning with the six-month offering period that started on June 30,
2003, the number of shares authorized for issuanceis limited to a total of 1 million shares per offering period. During 2003, 2002, and 2001,
2.1 million, 1.8 million and 1.8 million shares, respectively, were issued under the Purchase Plan. As of September 27, 2003, approximately
4.0 million shares were reserved for future issuance under the Purchase Plan.
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Employee Savings Plan

The Company has an employee savings plan (the Savings Plan) qualifying as a deferred salary arrangement under Section 401(k) of the Internal
Revenue Code. Under the Savings Plan,participating U.S. employees may defer a portion oftheir pre-tax earnings, up to the Internal Revenue
Service annual contribution limit ($12,000 for calendar year 2003). The Company matches 50% to 100% of each employee's contributions,
depending on length of service, up to a maximum 6% of the employee's earnings. The Company's matching contributions to the Savings Plan were
approximately $21 million, $19 million, and $17 million in 2003, 2002, and 2001, respectively.

Stock Option Activity

A summary of the Company's stock option activity and related information for the years ended September 27, 2003, September 28, 2002 and
September 29, 2001 follows (option amounts are presented in thousands):

Outstanding Options SCDRELOILEEEC

 

Shares
Available Numberof Weighted Average
for Grant Shares Exercise Price

Balance at 9/30/00 11,530 70,758=§ 34.01
Additional Options Authorized 27,000 — —

Options Granted (34,857) 34,857 $ "18.58
Options Cancelled 6,605 (6,605) $ 29.32
Options Exercised _ (1,831) $ 10.05
Plan Shares Expired (203) — —

Balance at 9/29/01 10,075 97,179 §$ 29.24
Additional Options Authorized 15,000 — —
Options Granted , (23,239) 23,239 § 19.89
Options Cancelled 4,737 (4,737) $ 30.98
Options Exercised — (6,251) $ 11.99
Plan Shares Expired (2) — —
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Balance at 9/28/02 6,571 109,430 $ 28.17
Restricted Stock Granted (5,000) — $ 14.95

Options Granted (4,179) 4,179 §$ 16.38
Options Cancelled 48,443 (48,443) $ 39.61
Options Exercised — (2,154) $ 14.04:
Plan Shares Expired _—

Balance at 9/27/03 19.08 
Total options outstanding at September 27, 2003 to purchase approximately 63 million shares do not include options to purchase approximately
6.7 million shares that were issued in October 2003 pursuant to the Exchange Program described above.
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- The options outstanding as of September 27, 2003 have been segregatedinto six ranges for additional disclosure as follows (option amounts are
presented in thousands):

    

 

Options Outstanding Options Exercisable

Weighted-
Options Average Weighted Options Weighted

Outstanding as of Remaining Average Exercisable as of Average
September 27, Contractual Exercise September27, Exercise

2003 Life in Years Price 2003 Price

$0.83-$15.59 11,216 5.49 $§$ 11.83 8,237 §$ 10.83
$15.60-$17.31 11,936 6.41 $ 17.00 7,022 $ 17.07
$17.32-$18.50 17,843 7.04 $ 18.43 11,903 $ 18.43
$18.51-$22.21 14,416 7.88 §$ 20.31 6,886 § 20.27
$22.22-$38.81 5,006 749 $ 24.03 2,844 §$ 24,29
$38.82-$69.78 2,595 6.28 § 48.08 1,864 $§$ 48.11

$0.83-$69.78 63,012 6.84 $§ 19.08 38,756 $ 18.75
 

As of September 28, 2002, the Company had exercisable options to purchase 57.9 million shares outstanding with a weighted average exercise price
of $30.85 per share. As of September 29, 2001, the Companyhad exercisable options to purchase 42.1 million shares outstanding with a weighted
average exercise price of $32.15.

Note 9—Stock-Based Compensation

The Company has provided pro forma disclosures in Note 1 of these Notes to Consolidated Financial Statementsof the effect on net income(loss)
and earnings(loss) per share as if the fair value method of accounting for stock compensation had beenused for its employee stock option grants and
employee stock purchase plan purchases. These pro forma effects have been estimated at the date of grant and beginning ofthe period, respectively,
using the Black-Scholes option pricing model.

For purposes ofthe pro forma disclosures provided pursuant to SFAS No. 123, the option awards issued in October 2003 and the awards cancelled as
part of the Exchange Program have been accounted for using modification accounting. In accordance with SFAS No.123, the grant date of the
awardsissued is the date of acceptance of the exchangeoffer by participating employees. The cancellation of certain of the Company's Chief
Executive Officer's options and replacement with restricted shares in March 2003 is also being accounted for using modification accounting for
purposesof the pro forma disclosures provided pursuant to SFAS No. 123.
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The assumptions used for each ofthe last three fiscal years and the resulting estimate of weighted-average fair value per share of options granted
during those years are as follows:

2003 2002 2001
SURVARRESTRRS. EET serasceasSacoREE

Expectedlife of stock options 3.5-4 years 4 years _ 4 years
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Expectedlife of stock purchases 6 months 6 months 6 months
Interest rate—stock options 2.14%-2.45% 2.90% 4.90%
Interest rate—stock purchases 1.10%-1.77% 2.71% 5.97%
Volatility—stock options 40%-63% 64% 66%
Volatility—stock purchases 35%-44% 51% 90%
Dividend yields 0 0 0

Weighted-averagefair value of options granted during the year $ 6.63 §$ 10.11. $ 10.15
Weighted-averagefair value of stock purchases during the year $ 424 $- 6.73 §$ 11.15

For purposesof the pro forma disclosures provided pursuant to SFAS No.123, the expected volatility assumptions used by the Companypriorto the
third quarter of 2003 have been basedsolely on thehistorical volatility of the Company's common stock over the most recent period commensurate
with the estimated expected life of the Company's stock options. Beginning in the third quarter of 2003, the Company has modified this approachto
considerother relevant factors including implied volatility in market traded options on the Company's common stock and the impact ofunusual
fluctuations not reasonably expected to recur on the historical volatility of the Company's common stock. The Companywill continue to monitor
these and other relevant factors in developing the expected volatility assumption used to value future awards.

Beginningin the third quarter of 2003, the Company shortenedits estimate of the expected life of new optionsgranted to its employees from 4 years
to 3.5 years. The Companybasesits expected life assumption onits historical experience and on the terms and conditions of the stock optionsit
grants to employees. The changein the expected life assumption made during the third quarter of 2003 wasthe result of the expected impact of
shortening the contractuallife of new options granted to employees from 10 years to 7 years and changing the vesting provisions of new options
granted to employees from 4 yearstraight-line annual vesting to 4 yearstraight-line quarterly vesting.

Note 10-—-Commitments and Contingencies

Lease Commitments

The Company leases various equipmentandfacilities, including retail space, under noncancelable operating lease arrangements. The Company does
not currently utilize any other off-balance-sheet financing arrangements. The majorfacility leases are for terms of 5 to 10 years and generally provide
renewal options for termsof 3 to 5 additional years. Leasesforretail space are for terms of 5 to 15 years and often contain multi-year renewal
options. As of September 27, 2003, the Company's total future minimum lease payments under noncancelable operating leases were $600 million, of
which $354 million related to leases for retail space.

Rent expense underall operating leases, including both cancelable and noncancelable leases, was $97 million, $92 million, and $80 million in 2003,
2002, and 2001, respectively. Future minimum lease
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payments under noncancelable operating leases having remaining terms in excess of one year as of September 27, 2003, are as follows(in millions):

 
Fiscal Years

2004 $ 100
2005 100
2006 83
2007 64
2008 51

Later years 202

Total minimum lease payments $ 600
 

Accrued Warranty and Indemnifications

The Companyoffers a basic limited parts and labor warranty on its hardware products. The basic warranty period for hardware productsis typically
one year from the date of purchase by the end-user. The Companyalso offers a 90-day basic warranty for Apple software and for Apple service parts
used to repair Apple hardware products. The Company providescurrently for the estimated cost that may be incurred underits basic limited product
warranties at the time related revenue is recognized. Factors considered in determining appropriate accruals for product warranty obligations include
the size of the installed base of products subject to warranty protection, historical warranty claim rates, historical and projected cost-per-claim, and
knowledgeof specific productfailures that are outside of the Company's typical experience. The Company assesses the adequacyofits preexisting
warranty liabilities and adjusts the amounts as necessary based on actual experience and changes in future expectations.

The following table reconciles changes in the Company's accrued warranties and related costs (in millions):

2003 2002 2001
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Beginning accrued warranty andrelated costs $ 69 $ 87 6$ 108
Cost of warranty claims (71) (79) (92)
Accruals for product warranties 69 61 71

Ending accrued warranty and related costs $ 67 $ 69 $ 87

The Companygenerally does not indemnify end-users ofits operating system and application software against legal claimsthat the software infringes
third-party intellectual property rights. Other licensing agreements entered into by the Company sometimes include indemnification provisions under
which the Company couldbe subject to costs and/or damagesin the event of an infringement claim against the Company or an indemnified third-
party. However, the Companyhasnot been required to make anysignificant payments resulting from such an infringementclaim asserted against
itself or an indemnified third-party and, in the opinion of management, doesnot have a potentialliability related to unresolved infringement claims
that would have a material adverse effect on its financial condition, liquidity or results of operations. Therefore, the Companydid not record a
liability for infringementcosts as of either September 27, 2003 or September 28, 2002.
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Concentrations in the Available Sources of Supply of Materials and Product

Although certain components essential to the Company's business are generally available from multiple sources, other key components (including
microprocessors and application-specific integrated circuits, or ("ASICs")) are currently obtained by the Company from single or limited sources.
Someother key components, while currently available to the Company from multiple sources, are at times subject to industry-wide availability and
pricing pressures. In addition, the Company uses some componentsthat are not commonto the rest of the personal computer industry, and new
products introduced by the Companyofteninitially utilize custom components obtained from only one sourceuntil the Company has evaluated
whether there is a need for and subsequently qualifies additional suppliers. If the supply of a key single-sourced componentto the Company were to
be delayed or curtailed or in the event a key manufacturing vendor delays shipments of completed products to the Company, the Company's ability to
ship related products in desired quantities and in a timely mannercould be adversely affected. The Company's business and financial performance
could also be adversely affected depending on the time requiredto obtain sufficient quantities from the original source, or to identify and obtain
sufficient quantities from an alternative source. Continued availability of these components may be affected if producers were to decide to
concentrate on the production of common componentsinstead of components customized to meet the Company's requirements. Finally, significant
portions of the Company's CPUs, logic boards, and assembled products are now manufactured by outsourcing partners, the majority of which occurs
in various parts of Asia. Although the Company worksclosely with its outsourcing partners on manufacturing schedules, the Company's operating
results could be adversely affectedif its outsourcing partners were unable to meettheir production obligations.

Contingencies

Beginning on September 27, 2001, three shareholder class action lawsuits were filed in the United States District Court for the Northern District of
California against the Company and its Chief Executive Officer. These lawsuits are substantially identical, and purport to bring suit on behalf of
persons who purchased the Company's publicly traded commonstock between July 19, 2000, and September 28, 2000. The complaints allege
violations of the 1934 Securities Exchange Act and seek unspecified compensatory damages and otherrelief. The Company believes these claims are
without merit and intends to defend them vigorously. The Companyfiled a motion to dismiss on June 4, 2002, which was heard by the Court on
September 13, 2002. On December 11, 2002, the Court granted the Company's motionto dismiss for failure to state a cause of action, with leave to
Plaintiffs to amend their complaint within thirty days. Plaintiffs filed their amended complaint on January 31, 2003, and on March 17, 2003, the.
Companyfiled a motion to dismiss the amended complaint. The Court heard the Company's motion on July 11, 2003 and dismissed Plaintiff's claims
with prejudice on August 12, 2003. Plaintiffs have appealed the ruling.

The Companyis subjectto certain other legal proceedings andclaims that have arisen in the ordinary course of business and havenotbeen fully
adjudicated. In the opinion of management, the Company doesnot havea potentialliability related to any current legal proceedings and claims that
would individually or in the aggregate have a material adverse effect on its financial condition, liquidity or results of operations. However, the results
of legal proceedings cannotbe predicted with certainty. Should the Companyfail to prevail in any of these legal matters or should several of these
legal matters be resolved against the Companyin the samereporting period, the operating results of a particular reporting period could be materially
adversely affected.

Production and marketing of products in certain states and countries may subject the Company to environmental and other regulations including,in
some instances, the requirement to provide customers
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the ability to return productat the endofits useful life, and place responsibility for environmentally safe disposal or recycling with the Company.
Such laws and regulations have recently been passed in several jurisdictions that the Company operates including various European Union member
countries, Japan and California. Although the Company doesnot anticipate any material adverse affects in the future based on the nature ofits
operations andthe thrust of such laws,there is no assurance that such existing laws or future laws will not have a material adverseeffect on the
Company's results of operations and financial position.
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Note 11—Segment Information and Geographic Data

The Company managesits business primarily on a geographic basis. The Company's reportable segments are comprised of the Americas, Europe,
Japan, and Retail. The Americas segment includes both North and South America, except for the activities of the Company's Retail segment. The
Europe segmentinchides European countries as well as the Middle East and Africa. The Japan segment includes only Japan. As of September 27,
2003, the Retail segment currently operates Apple-ownedretail stores in the United States. Other operating segments include Asia-Pacific, which
includes Australia and Asia except for Japan, and the Company's subsidiary, Filemaker, Inc. Each reportable operating segment provides similar
hardware and software products and similar services, and the accounting policies of the various segments are the sameas those described in the
Summary of Significant Accounting Policies in Note 1, except as described below for the Retail segment.

The Company evaluates the performanceofits operating segments based on net sales. The Retail segment's performanceis also evaluated based on
operating income. Net sales for geographic segments are based on the location of the customers. Operating income for each segment includes net
‘sales to third parties, related cost of sales, and operating expenses directly attributable to the segment. Operating income for each segment excludes
other income and expense and certain expenses that are managed outside the operating segments. Costs excluded from segment operating income
include various corporate expenses, manufacturing costs not included in standard costs, income taxes, and various nonrecurring charges. Corporate
expenses include research and development, corporate marketing expenses, and other separately managed general and administrative expenses
including certain corporate expenses associated with support of the Retail segment. The Company doesnot include intercompany transfers between
segments for management reporting purposes. Segment assets exclude corporate assets. Corporate assets include cash, short-term and long-term
investments, manufacturing facilities, miscellaneous corporate infrastructure, goodwill and other acquired intangible assets, andretail store
construction-in-progress that is not subject to depreciation. Except for the Retail segment, capital expenditures for long-lived assets are not reported
to management by segment. Capital expenditures by the Retail segment were $92 million, $106 million, and $92 million in 2003, 2002, and 2001,
respectively.

Operating incomefor all segments except Retail includes cost of sales at standard cost. Certain manufacturing expenses and related adjustments not
included in segmentcost of sales, including variances between standard and actual manufacturing costs and the mark-up above standard costfor
product supplied to the Retail segment, are included in corporate expenses.

To assess the operating performanceof the Retail segment several significant items are includedin its results for internal management reporting that
are not included in results of the Company's other segments. First, cost of sales for the Retail segment includes a mark-up above the Company's
standard cost to approximate the price normally charged to the Company's major channel partners in the United States. For the years ended
September 27, 2003, September 28, 2002, and September 29, 2001 this resulted in the
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recognition of additional cost of sales above standard cost by the Retail segment and an offsetting benefit to corporate expenses of approximately
$106 million, $52 million, and $4 million, respectively,

Second, the Retail segment includesin its net sales proceeds from sales of the Company's extended warranty and support contracts and also
recognizes related cost of sales based on the amount at which such contracts are normally sold to the Company's resellers operating retail stores in the
United States. This treatment is consistent with how the Company's majorresellers account for the sales and cost of the Company's extended
warranty and support contracts. Because the Companyhas not yet earned the revenue or incurred the costs associated with the sale of these contracts,
an offset to these amounts is recognized in the Americas segment's net sales and costof sales. For the year ended September 27, 2003, this resulted in
the recognition ofnet sales and cost of sales by the Retail segment, with corresponding offsets in the Americas segment, of $30 million and
$20 million, respectively. For the year ended September 28, 2002, this resulted in the recognition of net sales and cost of sales by the Retail segment,
with corresponding offsets in the Americas segment, of $8 million and $6 million, respectively. These amounts were insignificant in fiscal 2001.

Third, a portion of the operating expenses associated with certain high profile retail stores are allocated from the Retail segment to corporate
marketing expense. Allocation of these expenses reflects the unique nature of these stores which, given their larger size and extraordinary design
elements, function as vehicles for general corporate marketing, corporate sales and marketing events, and brand awareness. Allocated operating costs
are those in excess of operating costs incurred by one of the Company's moretypical retail locations. Stores were open in three suchhigh profile
locations in New York, Los Angeles, and Chicago as of September 27, 2003. Expenses allocated to corporate marketing resulting from the operations
of these three stores were $6 million and $1 million in fiscal 2003 and 2002,respectively.
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Summary information by operating segment follows (in millions):

2003 2002 . 2001

Americas:

Net sales $ 3,181 §$ 3,131 $ 3,037

Operating income $ 323 $ 278=$ 128

Depreciation, amortization and accretion $ 5 $ 4 §$ 4
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Segmentassets(a) , $ 494 § 395 $ 334

Europe:
Net sales $ 1,309 $ 1,251 §$ 1,249

Operating income $ 130 $ 122 $ 68
Depreciation and amortization $ 4 $ 4 $ 6
Segmentassets $ 252 $ 165 §$ 137

Japan:
Netsales $ 698 §$ 710 $ 713

Operating income $ 121. $ 140 §$ 98
Depreciation, amortization and accretion $ 3. § 2 $ 2
Segmentassets $ 130 $ 50. $ 44

Retail:
Net sales $ 621 $§$ 283 § 19

Operating loss $ (5) $ (22) $ (21)
Depreciation, amortization and accretion(b) $ 25 $ 16 $ 2
Segmentassets(b) $ 243 «§$ 141 §$ 46

Other Segments(c):
Netsales $ 398 §$ 367 $ 345

Operating income $ SI $ 44 § 24
Depreciation, amortization and accretion $ 2 $ 2 $ 2
Segmentassets $ 78 $ 67 $ 70pemerenmsmmscemen ACERT

(a) The Americasasset figures do not include fixed assets held in the United States. Such fixed assets are not allocated specifically to the
Americas segmentand are includedin the corporate assets figures below.

(b) Retail segment depreciation and assetfigures reflect the cost and related depreciation ofits retail stores and related infrastructure.
Retail store construction-in-progress, which is not subject to depreciation, is reflected in corporate assets.

(c) Other Segments consists of Asia-Pacific and FileMaker. Certain amounts in prior fiscal periods related to recent acquisitions and
Internet services have been reclassified from Other Segments to the Americas segment to conform to the 2003 presentation.
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A reconciliation of the Company's segment operating incomeand assets to the consolidated financial statements follows (in millions):

2003 2002 2001

Segment operating income $ 620 $ 562 $ 297
Corporate expenses, net (595) (514) (630)
Purchased in-process research and development — qd) day
Restructuring costs (26) (30) —_

Consolidated operating income(loss) $ i7 $ (344)
 aees

Segmentassets $ 1,197 §$ 818=$ 631
Corporate assets $ 5,618 §$ 5,480 $ 5,390

Consolidated assets $ 6,298 §$ 6,021

Segment depreciation, amortization and accretion

 aE

$ 39 $ 28 $ 16

Corporate depreciation, amortization and accretion 74 86 8
Consolidated depreciation, amortization and accretion $ 113. $ 114 § 100
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A large portion of the Company's netsales is derived from its international operations. Also, a majority of the raw materials used in the Company's
products is obtained from sourcesoutside of the United States, and a majority of the products sold by the Company is assembled internationally in
the Company's facility in Cork, Ireland or by third-party vendors in Taiwan, Korea, the Netherlands, the People's Republic of China, and the Czech
Republic. As a result, the Company is subjectto risks associated with foreign operations, such as obtaining governmental permits and approvals,
currency exchange fluctuations, currencyrestrictions, political instability, labor problems,traderestrictions, and changesin tariff and freight charges.
Nosingle customer accounted for more than 10% ofnet sales in 2003, 2002 or 2001.

Net sales and long-lived assets related to operations in the United States, Japan, and other foreign countries are as follows (in millions):

Net Sales:
United States

Japan
Other Foreign Countries

Total Net Sales

Long-Lived Assets:
United States

Japan
Other Foreign Countries

Total Long-Lived Assets
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2003
‘panmuvonisernmmearnaramtonnanee

$ 3,627

 

$ 635
19
60

$ 714

 
$ 498

$ 578
PA

Information regarding net sales by productis as follows (in millions):

Net Sales:

Power Macintosh(a)
PowerBook
iMac
iBook

Total Macintosh Net Sales

Peripherals and other hardware(b)
Software(c)
Service and other Net Sales

Total Net Sales

  a si,

(a) Power Macintosh figures include serversales.

2003
SEETETERRte

$ 1,237
1,299
1,238

717

$ 4,491‘enema

1,058
362
296

2002

§ 3,272
710

1,760

§ 5,742
EEG?

§ 561
2

69

$ 632
eaternemeronneray

2002

$ 1,380
831

1,448
875

$ 4,534

674
307
227

$ 5,742

2001
tesemsraneanaes

$ 1,664
813

1,117
809

$ 4,403

387

 

(b) Net sales of peripherals and other hardware include sales of iPod, Apple-branded and third-party displays, and other hardware
accessories.

(c) Netsales of software include sales of Apple-branded operating system and application software andsales of third-party software.

Note 12—-Related Party Transactions and Certain Other Transactions

Duringthe first quarter of 2000, the Company's Board of Directors approveda special executive bonusfor the Company's Chief Executive Officer
for past services in the form ofan aircraft with a total cost to the Company of approximately $90 million, the majority of which was not tax
deductible. Approximately half of the total charge wasfor the costof the aircraft. The other half represented all other costs and taxes associated with
the bonus. In the fourth quarter of 2002,all significant work and payments associated with the aircraft were completed. Ofthe original $90 million
accrual, $2.4 million remained unspent at the end of fiscal 2002 and was reversed.
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In March 2002, the Company entered into a Reimbursement Agreement with its Chief Executive Officer, Mr. Steven P. Jobs, for the reimbursement
of expenses incurred by Mr. Jobs in the operation of his private plane when used for Apple business. The Reimbursement Agreementis effective for
expenses incurred by Mr. Jobs for Apple business purposessincehe took delivery of the plane in May 2001. The Company recognizedatotal of
$404,000 in expenses pursuant to the Reimbursement Agreement during fiscal 2003. For fiscal 2002, the Company recognized a total of $1,168,000
in expenses pursuant to the Reimbursement Agreementrelated to expenses incurred by Mr. Jobs during 2001 and 2002. All expenses recognized
pursuant to the Reimbursement Agreement have been included by the Companyin selling, general, and administrative expenses.

In connection with a relocation assistance package, the Company loaned Mr. Ronald B. Johnson, Senior Vice President, Retail, $1.5 million for the
purchaseofhis principal residence. The loan is secured by a deedof trust and is due and payable in May 2004. Underthe termsof the loan,
Mr. Johnson agreedthat should he exercise any of his stock options prior to the due date of the loan, he would pay the Company an amount equalto
the lesser of (1) an amount equal to 50% of the total net gain realized from the exercise
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of the options; or (2) $375,000 multiplied by the numberofyears between the exercise date and the date of the loan. Mr. Johnson repaid $750,000 of
this loan in fiscal 2003. The remaining $750,000 is due and payable in May 2004.

Mr. Jerome York, a memberofthe Board of Directors of the Company, is a member of an investment group that purchased MicroWarehouse,Inc.
(MicroWarehouse) in January 2000. Until September 7, 2003, he also served as its Chairman, President and Chief Executive Officer.
MicroWarehouseis a reseller of computer hardware, software and peripheral products, including products made by the Company. On September8,
2003, CDW Corporation (CDW), acquired selected North American assets of MicroWarehouse. MicroWarehouse subsequently filed for Chapter 11
bankruptcy protection in the United States. MicroWarehouse accounted for 2.4%, 3.3%, and 2.9% of the Company's net sales in fiscal 2003, 2002
and 2001, respectively. Trade receivables from MicroWarehouse were $9.9 million and $20.9 million as of September 27, 2003, and September 28,
2002, respectively. The Company has provided whatit believes to be an adequate allowance on the outstanding receivable based on the Company's
secured interest position in selected MicroWarehouseassets and the expected payments to unsecured creditors. Sales to MicroWarehouse andrelated
trade receivables were generally subject to the same terms and conditions as those with the Company's otherresellers. In addition, the Company
purchases miscellaneous equipmentand supplies from MicroWarehouse. Total purchases amounted to approximately $2.3 million, $2.9 million, and
$3.4 million in fiscal 2003, 2002, and 2001, respectively.

Note 13—Selected Quarterly Financial Information (Unaudited)

Fourth Quarter Third Quarter Second Quarter First QuarterERTeRRROE ReGeneasRE ‘eran oanMEN ‘Tematamammenraemacesl

(Tabular amounts in millions, except per share amounts)

2003

Net sales $ 1,715 § 1545 $ 1475 $ 1,472
Gross margin $ 456 $ 428=$ 418 §$ 406
Net income(loss) $ 44 $ 19 §$ 14 §$ (8)
Earnings (loss) per commonshare:

Basic $ 0.12 §$ 0.05 § 0.04 § (0.02)
Diluted $ 0.12 $ 0.05=§ 0.04=§ (0.02)

2002

Netsales $ 1,443 $ 1429 $ 1,495 §$ 1,375
Gross margin $ 381 $ 391 $ 409 § 422
Net income(loss) $ (45) $ 32 $ 40 $ 38
Earnings (loss) per commonshare:

Basic $ (0.13) § 0.09 §$ 0.11 $ 0.11
Diluted $ (0.13) $ 0.09=§ 0.11 $ 0.11

Basic and diluted earnings (loss) per share are computed independently for each of the quarters presented. Therefore, the sum of quarterly basic and
diluted per share information may not equal annual basic and diluted earnings(loss) per share.

Net incomeduring the fourth and third quarters of 2003 includedafter-tax net gains related to non-current investments of $5 million and $1 million,
respectively. Net income for the fourth quarter also includedsettlement of the Company's forward purchase agreementresulting in a gain of
$6 million and a favorable cumulative-effect type adjustment related to the adoption of SFAS 150 of $3 million. Net income(loss)
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during the second andfirst quarters of 2003 included restructuring charges, net of tax, of $2 million and $18 million, respectively. Net loss for the
first quarter of 2003 includedan after-tax unfavorable cumulative-effect type adjustment for the adoption of SFAS No.143 of $2 million.
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Netloss for the fourth quarter of 2002 included the followingitems, net of tax: the write-down ofcertain equity investments totaling $49 million, a
restructuring charge of $4 million; an in-process research and development charge of approximately $1 million; and the reversal of a portion of a
previous executive compensation expense resulting in a favorable impactof $2 million. Net incomeforthe first quarter of 2002 included a
restructuring charge, net of tax, of $18 million. Net income during thefirst quarter of 2002 also includedgains, net of tax, of $17 million related to
non-current investments.

 

REPORT OF INDEPENDENT AUDITORS

The Board of Directors and Shareholders

Apple Computer, Inc.:

Wehave audited the accompanying consolidated balance sheets of Apple Computer, Inc. and subsidiaries as of September 27, 2003 and
September 28, 2002, and the related consolidated statements of operations, shareholders’ equity, and cash flows for each ofthe yearsin the three-year
period ended September 27, 2003. These consolidated financial statements are the responsibility of the Company's management. Our responsibility is
to express an opinion on these consolidated financial statements based on our audits.

Weconducted our audits in accordance with auditing standards generally accepted in the United States of America. Those standards require that we
plan 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 well as evaluating the overall financial statementpresentation. We
believe that our audits provide a reasonable basis for our opinion.

In our opinion, the consolidated financial statements referred to abovepresentfairly, in all material respects, the financial position of Apple
Computer, Inc. and subsidiaries as of September 27, 2003 and September 28, 2002, and the results of their operations and their cash flows for each of
the years in the three-year period ended September27, 2003, in conformity with accounting principles generally accepted in the United States of
America.

Asdiscussed in Note 1 to the consolidated financial statements, the Company changed its method of accounting for asset retirement obligations and
for financial instruments with characteristics of both liabilities and equity in 2003, changed its method of accounting for goodwill in 2002, and
changedits method of accounting for hedging activities in 2001.

/s/ KPMG LLP

Mountain View, California
October 14, 2003
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Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

Notapplicable.

Item 9A. Controls and Procedures

Based on an evaluation under the supervision and with the participation of the Company's management, the Company's principal executiveofficer
and principal financial officer have concluded that the Company's disclosure controls and procedures(as defined in Rules 13a-14(c) and 15d-14(c)
under the Securities Exchange Act of 1934, as amended (Exchange Act)) were effective as of September 27, 2003 to ensure that information required
to be disclosed by the Company in reports thatit files or submits under the Exchange Act is recorded, processed, summarized and reported within the
time periods specified in Securities and Exchange Commission rules and forms.

There were no significant changes in the Company's internal control over financial reporting identified in management's evaluation during the fourth
quarter offiscal 2003 that have materially affected or are reasonably likely to materially affect the Company's internal control over financial
reporting.
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PART Wil

Item 10. Directors and Executive Officers of the Registrant

Directors

Listed below are the Company's six directors whose terms expire at the next annual meeting of shareholders.

   Name Position With the Company Age Director Since

William V. Campbell Director 63 1997
Millard S. Drexler Director 59 1999

Albert Gore, Jr. Director 56 2003
Steven P. Jobs Director and Chief Executive Officer 48 1997
Arthur D. Levinson Director $3 2000
Jerome B. York Director 65 1997

William V. Campbell has been Chairmanofthe Board ofDirectorsof Intuit, Inc. (“Intuit”) since August 1998. From September 1999 to
January 2000, Mr. Campbell acted as Chief Executive Officer of Intuit. From April 1994 to August 1998, Mr. Campbell was President and Chief
Executive Officer and a director of Intuit. From January 1991 to December 1993, Mr. Campbell was President and Chief Executive Officer of GO
Corporation. Mr. Campbellalso serves on the board ofdirectors of Opsware,Inc.

Albert Gore, Jr. has served as a Senior Advisor to Google, Inc. and Vice Chairman of Metropolitan West Financial LLC since 2001. Heis a visiting
professor at the University of California Los Angeles, Fisk University and Middle Tennessee State University. Mr. Gore was inauguratedas the 45th
Vice President of the United States in 1993. He was re-elected in 1996 and served fora total of eight years as President of the Senate, a member of
the cabinet and the National Security Council, and as the leader of a wide range of Administration initiatives including environmentalpolicy,
technology, science, communications and governmentcost reduction.

Millard S. Drexler has been Chairman and Chief Executive Officer of J. Crew Group,Inc. since March 2003. Previously, Mr. Drexler was Chief
Executive Officer of Gap Inc. from 1995 and President from 1987 until September 2002. Mr. Drexler was also a memberof the Board of Directors of
Gap Inc. from November 1983 until October 2002.

Steven P. Jobs is one of the Company's co-founders and currently serves as its Chief Executive Officer. Mr. Jobs is also the Chairman and Chief
Executive Officer of Pixar Animation Studios. In addition, Mr. Jobs co-founded NeXT Software,Inc. ("NeX7") and served as the Chairman and
Chief Executive Officer of NeXT from 1985 until 1997 when NeXT was acquired by the Company.

Arthur D. Levinson, Ph.D. has been President, Chief Executive Officer and a director of Genentech Inc. ("Genentech") since July 1995.
Dr. Levinson has been Chairmanofthe Board of Directors of Genentech since September 1999. He joined Genentech in 1980 and served in a number
of executive positions, including Senior Vice President of R&D from 1993 to 1995.

Jerome B. York has been Chief Executive Officer of Harwinton Capital Corporation, a private investment company which hecontrols, since
September 2003. From January 2000 until September 2003, Mr. York was Chairman and Chief Executive Officer of MicroWarehouse,Inc., a reseller
of computer hardware, software and peripheral products. From September 1995 to October 1999, he was Vice Chairman of Tracinda Corporation.
From May 1993 to September 1995 he was Senior Vice President and Chief Financial Officer of IBM Corporation, and served as a member of IBM's
Board of Directors from January 1995 to August 1995. Previously his career was in the automotive industry, with his last position being Executive
Vice President-Finance and Chief Financial Officer and a memberof the Board ofDirectors of Chrysler Corporation. Mr. York is also a director of
Tyco International Ltd. and Metro-Goldwyn-Mayer,Inc.
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Role of the Board; Corporate Governance Matters

It is the paramountduty of the Board of Directors to oversee the Chief Executive Officer and other senior management in the competentand ethical
operation of the Company on a day-to-day basis andto assure that the long-term interests of the shareholders are being served. Tosatisfy this duty,
the directors take a proactive, focused approach to their position, and set standards to ensure that the Company is committed to business success
through maintenance of the highest standards of responsibility and ethics.

Membersof the Board bring to the Company a wide range of experience, knowledge and judgment. These varied skills mean that good governance
depends on far more than a "check the box" approach to standards or procedures. The governance structure in the Companyis designed to be a
workingstructure for principled actions, effective decision-making and appropriate monitoring of both compliance and performance. The key
practices and procedures ofthe Board are outlined in the Corporate Governance Guidelines available on the Company's website at
www.apple.com/investor.

Board Committees
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The Board has a standing Compensation Committee, a Nominating and Corporate Governance Committee ("Nominating Committee") and an Audit
and Finance Committee ("Audit Committee").

The Compensation Committee is primarily responsible for reviewing the compensation arrangements for the Company's executive officers, including
the Chief Executive Officer, and for administering the Company's stock option plans. Members of the Compensation Committee are
Messrs. Campbell, Drexler, Gore and Dr. Levinson.

The Nominating Committee assists the Board in identifying qualified individuals to becomedirectors, determines the composition of the Board and
its committees, monitors the process to assess Board effectiveness and helps develop and implement the Company's corporate governance guidelines.
Members of the Nominating Committee are Messrs. Campbell, Drexler,Gore and Dr. Levinson.

The Audit Committee is primarily responsible for overseeing the services performed by the Company's independent auditors and internal audit
department, evaluating the Company's accounting policies and its system of internal controls and reviewing significantfinancial transactions.
Consistent with the Nasdaq audit committee structure and membership requirements, the Audit Committee is comprised of three members:
Messrs. Campbell, York and Dr. Levinson. Because ofMr. York's affiliation with MicroWarehouse,(see Item 13. Certain Relationships and Related
Transactions), he is deemed to be a "non-independent"director. As permitted under the Nasdaq requirements, the Board carefully considered
Mr. York's affiliation with MicroWarehouseas well as his accounting and financial expertise and determinedthatit is in the best interest of the
Companyandits shareholders that he continue to serve as a memberof the Audit Committee. Both Mr. Campbell and Dr. Levinson are independent
directors.

The Audit, Compensation and Nominating Committees operate under written charters adopted by the Board. These charters are available on the
Company's website at www.apple.com/investor.

Audit Committee Financial Expert

While more than one memberof the Company's Audit Committee qualifies as an "audit committee financial expert" under Item 401(h) of
Regulation S-K, Mr. William V. Campbell, the Committee chairperson,is the designated audit committee financial expert. Mr. Campbell is
considered "independent"as the term is used in Item 7(d)(3)(iv) of Schedule 14A under the Exchange Act.

Code of Ethics

The Companyhasa codeofethics that applies to all of the Company's employees, includingits principal executive officer, principal financialofficer
and principal accountingofficer. A copy of this code, "Ethics: The Way We Do Business Worldwide"is available on the Company's website at
www.apple.com/investor and is filed as an exhibit to this annual report on Form 10-K. The Companyintends to disclose any
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changesin or waivers from its code of ethics by posting such information on its website or by filing a Form 8-K.

Executive Officers

The following sets forth certain information regarding executive officers of the Company. Information pertaining to Mr. Jobs, who is both a director
and an executive officer of the Company, may be found in the section entitled "Directors."

Fred D. Anderson, Executive Vice President and ChiefFinancial Officer (age 59), joined the Company in April 1996. Prior to joining the Company,
Mr. Anderson was Corporate Vice President and Chief Financial Officer of Automatic Data Processing, Inc., a position he held from August 1992 to
March 1996. Mr. Anderson also serves as a director of eBay Inc. and E.piphany,Inc.

Timothy D. Cook, Executive Vice President, Worldwide Sales and Operations (age 43), joined the Company in February 1998. Priorto joining the
Company, Mr. Cook held the position ofVice President, Corporate Materials for Compaq Computer Corporation ("Compaq"). Previous to his work
at Compaq, Mr. Cook was the Chief Operating Officer of the Reseller Division at Intelligent Electronics. Mr. Cook also spent 12 years with IBM,
most recently as Director of North American Fulfillment.

Nancy R. Heinen, Senior Vice President, General Counsel and Secretary (age 47), joined the Company in September 1997.Priorto joining the
Company, Ms. Heinen heldthe position of Vice Presidént, General Counsel and Secretary of the Board of Directors at NeXT from February 1994
until the acquisition ofNeXT by the Company in February 1997.

Ronald B. Johnson, Senior Vice President, Retail (age 45), joined the Company in January 2000. Priorto joining the Company, Mr. Johnson spent
16 years with Target Stores, most recently as Senior Merchandising Executive.

Peter Oppenheimer, Senior Vice President of Finance and Corporate Controller (age 41), joined the Company in July 1996. Mr. Oppenheimeralso
served with the Companyin the position of Vice President and Corporate Controller and as Senior Director of Finance for the Americas. Priorto
joining the Company, Mr. Oppenheimer was CFOofone of the four business units for Automatic Data Processing, Inc. ("ADP"). Prior to joining
ADP,Mr. Oppenheimerspent six years in the Information Technology Consulting Practice with Coopers and Lybrand.
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Jonathan Rubinstein, Senior Vice President, Hardware Engineering (age 47), joined the Company in February 1997. Before joining the Company,
Mr. Rubinstein was Executive Vice President and Chief Operating Officer of FirePower Systems Incorporated, from May 1993 to August 1996.
Mr. Rubinstein also serves as a memberofthe Board of Directors of Immersion Corporation.

Philip W.Schiller, Senior Vice President, Worldwide Product Marketing (age 43), rejoined the Companyin 1997. Prior to rejoining the Company,
Mr. Schiller was Vice President of Product Marketing at Macromedia, Inc. from December 1995 to March 1997 and was Director of Product
Marketing at FirePower Systems, Inc. from 1993 to December 1995. Prior to that, Mr. Schiller spent six years at the Companyin various marketing
positions.

Bertrand Serlet, Ph.D., Senior Vice President, Software Engineering (age 42), joined the Company in February 1997 upon the Company's
acquisition ofNeXT. At NeXT, Dr. Serlet held several engineering and managerial positions, including Director of Web Engineering. Prior to NeXT,
from 1985 to 1989, Dr. Serlet worked as a research engineer at Xerox PARC.

Sina Tamaddon,Senior Vice President, Applications (age 46), joined the Company in September 1997. Mr. Tamaddon hasalso served with the
Companyin the position of Senior Vice President Worldwide Service and Support, and Vice President and General Manager, Newton Group. Before
joining the Company, Mr. Tamaddonheldthe position of Vice President, Europe with NeXT from September 1996
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through March 1997. From August 1994 to August 1996, Mr. Tamaddon held the position of Vice President, Professional Services with NeXT.

Avadis Tevanian, Jr., Ph.D., Senior Vice President, Chief Software Technology Officer (age 42), joined the Company in February 1997 upon the
Company's acquisition ofNeXT. Dr. Tevanian served with the Companyin the position of Senior Vice President, Software Engineering from 1997 to
July 2003. With NeXT,Dr. Tevanian held several positions, including Vice President, Engineering, from Apri! 1995 to February 1997. Prior to
April 1995, Dr. Tevanian worked as an engineer with NeXT and held several managementpositions.

Item 11. Executive Compensation

Information Regarding Executive Compensation

The following table summarizes compensation information for the last three fiscal years for (i) Mr. Jobs, Chief Executive Officer and(ii) the four
most highly compensated executive officers other than the Chief Executive Officer who were serving as executive officers of the Companyatthe end
ofthe fiscal year (collectively, the "Named Executive Officers").

SUMMARY COMPENSATION TABLE

    

 

 
   

Long-Term

Annual Compensation Compensation

Securities
Restricted Underlying All Other

Fiscal Salary Bonus Stock Award Options* Compensation
Nameand PrincipalPosition Year (3) (8) 8) @) (8)

Steven P. Jobs 2003 1 —_ 74,750,000(1) —_— —
Chief Executive Officer 2002 1 2,268,698(2) 7,500,000(1) 1,302,795(2)

2001 1 43,511,534(2) —_— 40,;484,594(2)

Fred D. Anderson 2003 656,631 — — _ 11,450)
Executive Vice President and Chief 2002 656,631 —_ — — 11,000)

* Financial Officer 2001 657,039 — ~— 1,000,000 7,312)

Timothy D. Cook 2003 617,673 — — — 9,929(3)
Executive Vice President, Worldwide 2002 563,829 — — —_— 8,025(3)
Sales and Operations 2001 452,219 500,000 —_ 1,000,000 7,875)

Ronald B. Johnson 2003 452,404 1,500,000 — — —
Senior Vice President, Retail 2002 452,404 — — 300,000 —

2001 452,429 — — 300,000 —

Avadis Tevanian,Jr. Ph.D 2003 456,731 — —_ —_— 11,962(3)
Senior Vice President, Chief Software 2002 492,212 — — —_— 10,700(3)
Technology Officer 2001 460,873 500 — 1,000,000 10,2003)SeasRL ecomenacesernate
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Q) In March 2003, Mr. Jobs voluntarily cancelled all of his outstanding options, excluding those granted to him in his capacity as a director. In
March 2003, the Board awarded Mr. Jobsfive million restricted shares of the Company's Common Stock which generally vest in full on the
third anniversary of the grant date.

(2) In December 1999, Mr. Jobs was given a special executive bonus for past services as the Company's interim Chief Executive Officer, in the
form ofan aircraft with a total cost to the Company of approximately $90,000,000. Because the aircraft was transferred to Mr. Jobs in 2001,
the amount of approximately $43.5 million paid by the Company duringfiscal year 2001 towards the purchase ofthe plane and the related tax
assistance of approximately $40.5 million was reported as income to Mr. Jobs.In fiscal 2002, approximately $2.27 million paid by the
Company towards the purchase of the plane and approximately $1.3 million in related tax assistance was reported as incometo Mr.Jobs.

(3) Consists of matching contributions made by the Companyin accordance with the terms of the 401(k)plan.
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Option Grants in Last Fiscal Year

There were no options granted to the Named Executive Officers during fiscal year 2003.

Options Exercised and Year-End Option Holdings

The following table provides information about stock option exercises by the Named Executive Officers during fiscal year 2003 and stock options
held by each of them at fiscal year-end.

AGGREGATEDOPTION EXERCISES IN THE LAST FISCAL YEAR
AND FISCAL YEAR-END OPTION VALUES

 

Numberof Securities Underlying Value of Unexercised
Unexercised Options at Fiscal In-the-Money Optionsat Fiscal Year-End ($)

Year-End (#) qd)

Shares seAESERIESeteasseteect
Acquired Valueon Exercise Realized

Name @ ($) Exercisable Unexercisable Exercisable Unexercisable

Steven P. Jobs —_ — 60,000(2) — §$ 551,400 —
Fred D. Anderson — — 1,150,000 800,000 $ 4,134,125 § 2,952,000
Timothy D. Cook —_ — 800,000 800,000 $ 2,952,000 $§ 2,952,000
Ronald B. Johnson —_ — 1,181,250 618,750 $ 451,687 $ 205,312
Avadis Tevanian,Jr. —_ — 1,600,000 800,000 $ 9,636,522 $ 2,952,000 

Gg) Market value of securities underlying in-the-money options atthe endoffiscal year 2003 (based on $20.69per share, the closing price of
CommonStock on the Nasdaq National Market on September 27, 2003), minus the exercise price.

(2) Includes 60,000 options granted to Mr. Jobs in his capacity as a director pursuant to the 1997 Director Stock Option Plan. In March 2003,
Mr.Jobs voluntarily cancelledall of his outstanding options, excluding those granted to him in his capacity as a director.

Director Compensation

The form and amountofdirector compensation is determined by the Board after a review of recommendations made by the Nominating Committee.
The current practice of the Boardis that a substantial portion of a director's annual retainer be equity-based. In 1998, shareholders approved the 1997
Director Stock Option Plan (the "Director Plan") and 800,000 shares were reserved for issuance thereunder. Pursuant to the Director Plan, the

’ Company's non-employeedirectors are granted an option to acquire 30,000 shares of Common Stock upon their initial election to the Board ("Jnitial
Options"). The Initial Options vest and becomeexercisable in three equal annual installments on each ofthe first through third anniversariesofthe
grant date. On the fourth anniversary of a non-employeedirector's initial election to the Board and on each subsequent anniversary thereafter, the
director will be entitled to receive an option to acquire 10,000 shares of Common Stock ("Annual Options"). Annual Optionsare fully vested and
immediately exercisable on their date of grant. As of the end ofthe fiscal year, there were options for 370,000 shares outstanding under the Director
Plan. Since accepting the position of CEO, Mr. Jobs is no longer eligible for grants under the Director Plan. Directors also receive a $50,000 annual
retainer paid in quarterly increments. Directors do not receive any additional consideration for serving on committees or as committee chairperson.

Compensation Committee Interlocks and Insider Participation

The current members of the Compensation Committee are Messrs. William V. Campbell, Millard S. Drexler, Albert Gore, Jr. and Dr. Arthur B.
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Levinson, none of whom are employees of the Companyandall of whom are considered "independent" directors under the applicable NASDAQ
rules. At the beginning ofthe fiscal year, Mr. Jerome B. York served on the Committee until his resignation in November 2002 at which time
Mr. Drexler was appointed as a memberof the Committee. No person who
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was an employee of the Companyin fiscal year 2003 served on the Compensation Committee. No executive officer of the Company (i) served as a
memberof the compensation committee (or other board committee performingsimilar functionsor, in the absence of any such committee, the board
of directors) of another entity, one of whose executiveofficers served on the Company's Compensation Committee,(ii) served as a director of
anotherentity, one of whose executive officers served on the Company's Compensation Committee,or (ii) served as a memberof the compensation
committee (or other board committee performing similar functionsor, in the absence of any such committee, the board ofdirectors) of anotherentity,
one of whose executive officers served as a director of the Company.

Item 12. Security Ownership of Certain Beneficial Owners and Management

The following table sets forth certain information as of October 31, 2003 (the "Table Date") with respect to the beneficial ownership ofthe
Company's CommonStock by (i) each person the Companybelieves beneficially holds more than 5% of the outstanding shares of CommonStock;
(ii) each director; (iii) each Named Executive Officerlisted in the Summary Compensation Table under the heading "Executive Compensation;"and
(iv) all directors and executive officers as a group. On the Table Date, 367,490,665 shares of Common Stock were issued and outstanding. Unless
otherwise indicated, all persons named as beneficial owners of CommonStock have sole voting power and sole investment power with respect to the
shares indicated as beneficially owned.

Security Ownership of Directors, Nominees and Executive Officers

 

Shares of CommonStock Percent of Common Stock

NameofBeneficial Owner Beneficially Owned(1) Outstanding

Lord, Abbett & Co. 34,864,239(2) 9.49%
Steven P. Jobs 5,060,002(3) 1.38%
Fred D. Anderson 1,152,672(4) *
William V. Campbell 90,502(5) *
Timothy D. Cook 804,334(6) *
Millard S. Drexler 90,000(7) *
Albert Gore, Jr —_ *
Ronald B. Johnson 1,204,334(8) *
Arthur D. Levinson 231,600(9) *
Avadis Tevanian,Jr. 1,601,252(10) *
Jerome B. York 110,000(5) *
All executive officers and directors as a group (16
persons) 14,715,373 4.00% 

(i) Represents shares of CommonStock held and/or options held by such individuals that were exercisable at the Table Date or within 60 days
thereafter.

(2) Based on a Form 13F-HRfiled October 22, 2003 by Lord, Abbett & Co., 767 Fifth Avenue, New York, NY 10153.

(3) Includes 60,000 shares of Common Stock which Mr.Jobs has the right to acquire by exercise of stock options.

(4) Includes 1,150,000 shares of Common Stock which Mr. Anderson has the right to acquire by exercise of stock options.

(5) Includes 90,000 shares of CommonStock which Messrs. Campbell and York each havethe right to acquire by exercise of stock options.
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(6) Includes 800,000 shares of Common Stock which Mr. Cookhasthe right to acquire by exercise of stock options.

(7) Includes 70,000 shares of Common Stock which Mr. Drexler has the right to acquire by exercise of stock options.

(8) Includes 1,200,000 shares of CommonStock which Mr. Johnson has the right to acquire by exercise of stock options.
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(9) Includes 1,400 shares of Common Stock which Dr. Levinson holds indirectly and 30,000 shares of Common Stock which Dr. Levinson has
the right to acquire by exercise of stock options.

(10) Includes 1,600,000 shares of Common Stock which Dr. Tevanian has theright to acquire by exercise ofstock options.

Represents less than 1% of the issued and outstanding shares of CommonStock on the Table Date.

Section 16(a) Beneficial Ownership Reporting Compliance

Section 16(a) of the Securities Exchange Act of 1934, as amended, requires the Company's officers and directors, and persons who own more than
ten percent of a registered class of the Company's equity securities, to file reports of securities ownership and changes in such ownership with the
Securities and Exchange Commission ("SEC"). Officers, directors and greater than ten percent shareholders also are required by rules promulgated by
the SEC to furnish the Company with copiesof all Section 16(a) formstheyfile.

Based solely upon a review of the copies of such forms furnished to the Companyor written representations that no Forms 5 were required, the
Companybelieves thatall Section 16(a) filing requirements were met during fiscal year 2003, except that Messrs. Campbell and York each filed one
Form 4 late under the new two-day reporting requirements.

Equity Compensation Plan Information

The following table sets forth certain information, as of September 27, 2003, concerning shares of common stock authorized for issuance underall of
the Company's equity compensation plans.

(©)
NumberofSecurities

Remaining Available for

 

  

(a) (b) Future Issuance Under
Numberof Securities to Weighted Average Equity Compensation Plans
be Issued Upon Exercise Exercise Price of {Excluding Securities

of Options Outstanding Options Reflected in Column(a))

Equity compensation plans approved by
shareholders 19,507,624 §$ 18.75 29,142,907(1)
Equity compensation plans not
approved by shareholders . 43,343,560 §$ 19.29 20,689,245(2)

Total equity compensation plans (3) 62,851,184 §$ 19.12 49,832, 152(2)EEEESRRER ‘a SES, ERY wae ESESERNE    
ORRSCMRCRABARA

qd) This numberincludes 4,002,123 shares of commonstock reserved for issuance under the Employee Stock Purchase Plan, 310,000 shares
available for issuance under the 1997 Director Stock Option Plan and 24,830,784 shares available for issuance under the 2003 Employee
Stock Plan, It does not include shares under the 1990 Stock Option Plan which was terminated in 1997. No new options can be granted under
the 1990 Stock Option Plan.

(2) On October 22, 2003, the Company granted 6,697,368 shares under the 1997 Employee Stock Option Plan (the "1997 Plan") pursuantto the
stock option exchange program (see Part II, Item 8 ofthis
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Form 10-K in the Notes to Consolidated Financial Statements at Note 8, under the heading "Employee Stock Option Exchange Program").
Following that grant, the Company terminated the 1997 Plan,its only non-shareholder approved equity plan. All remaining unissued shares in
that plan were cancelled and no new options can be granted underthat plan.

(3) This table does not include 160,975 outstanding options assumed in connection with mergers with and acquisitions of the companies which
originally established those plans. These assumed options have a weighted average exercise price of $3.69 per share. No additional options
may be granted under those assumed plans.

Arrangements with Named Executive Officers

Change In Control Arrangements—Stock Options

In the event of a "changein control” of the Company,all outstanding options under the Company's stock option plans, except the Director Plan, will,
unless otherwise determined by the plan administrator, become exercisable in full, and will be cashed out at an amount equalto the difference
between the applicable "change in control price" and the exercise price. The Director Plan provides that upon a "change in control" of the Company,

http://www.sec.gov/Archives/edgar/data/320193/000104746903041604/a2124888z10-k.htm 8/27/2010



Page 80 of 84

all unvested options held by non-employee directors will automatically becomefully vested and exercisable and will be cashed out at an amount
equalto the difference between the applicable "change in control price" and the exercise price of the options. A "change in contro|” under these plans
is generally defined as(i) the acquisition by any person of 50% or more of the combined voting power of the Company's outstanding securities or
(ii) the occurrence of a transaction requiring shareholder approval and involvingthe sale ofall or substantially all of the assets of the Company or the
merger of the Company with or into another corporation.

In addition, options granted to the Named Executive Officers generally providethat in the event there is a "change in control,” as defined in the
Company's stock option plans, and if in connection with or following such "change in control," their employment is terminated without "Cause"orif
they should resign for "Good Reason," those options outstanding that are not yet vested and exercisable as of the date of such "change in control"
shall become fully vested and exercisable. Generally, "Cause" is defined to include a felony conviction, willful disclosure of confidential information
or willful and continued failure to perform his or her employment duties. "Good Reason"includes resignation of employmentasa result of a
substantial diminutionin position or duties, or an adverse changein title or reduction in annual basesalary.

Item 13. Certain Relationships and Related Transactions

In connection with a relocation assistance package, the Company loaned Mr. Johnson (Senior Vice President, Retail) $1,500,000 for the purchaseof
his principal residence. The loan is secured by a deedoftrust and is due and payable in May 2004. Under the termsof the loan, Mr. Johnson agreed
that should he exercise any ofhis stock optionsprior to the due date of the loan, he would pay the Company an amount equal to the lesser of (1) an
amount equal to 50% ofthe total net gain realized from the exercise of the options; or (2) $375,000 multiplied by the numberofyears between the
exercise date and the date of the loan. The largest amountof the indebtedness outstanding on this loan during fiscal year 2003 was $1,500,000.
Mr. Johnson repaid the Company $750,000 during the fiscal year and the amount remaining on the loan is $750,000.

Mr. Jerome York, a memberof the Board of Directors of the Company, is a member of an investment group that purchased MicroWarehouse, Inc.
("Micro Warehouse") in January 2000. Until September 2003, he served as its Chairman, President and Chief Executive Officer. MicroWarehouseis
a reseller of computer hardware, software and peripheral products, including products made by the Company. Duringfiscal year 2003,
MicroWarehouse accounted for 2.4% of the Company's net sales. The Companyalso purchased products from MicroWarehousefor its own internal
use.
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In March 2002, the Companyentered into a Reimbursement Agreement with its Chief Executive Officer, Mr. Steven P. Jobs, for the reimbursement
of expenses incurred by Mr. Jobs in the operation of his private plane when used for Apple business. The Reimbursement Agreementis effective for
expenses incurred by Mr. Jobs for Apple business purposes since he took delivery of the plane in May 2001. During 2003, the Company recognized a
total of $403,766 in expenses pursuant to this reimbursement agreementrelated to expenses incurred by Mr. Jobs during 2003.

Item 14. Principal Accountant Fees and Services

The following table sets forth the fees paid to the Company's independent auditor, KPMG LLP,during fiscal years 2003 and 2002.

Audit and Non-Audit Fees

2003 2002

’ Audit Fees $ 3,028,000(1) $ 2,635,000
Audit-Related Fees $ 144,600(2) $ 140,000
Tax Fees $ 1,017,100(3) $ 1,055,000
All Other Fees $ — $ 75,000

Total $ 4,189,700 $ 3,905,000

(1) Audit fees relate to professional services rendered in connection with the audit of the Company's annual financial statements, quarterly review
of financial statements included in the Company's Forms 10-Q,and audit services provided in connection with other statutory and regulatory

- filings.

(2) Audit-related fees include professional services related to the audit of the Company's financial statements, consultation on accounting
standards ortransactions, and audits of employee benefit plans.

(3) Tax fees include $901,500 for professional services rendered in connection with tax compliance and preparation relating to the Company's
expatriate program, tax audits and international tax compliance; and $115,600 for tax consulting and planning servicesrelating to interest
computations and international tax changes. The Company does not engage KPMGto perform personaltax services for its executive officers.
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Policy on Audit Committee Pre-Approval of Audit and Non-Audit Services Performed by the Independent Auditors

Prior to the enactmentof the Sarbanes-Oxley Act of 2002 (the "Act"), the Company adopted an auditor independence policy that banned its auditors
from performing non-financial consulting services, such as information technology consulting and internal audit services. This auditorpolicy also
mandates that an annual budget for both audit and non-audit services be approved by the Audit Committee in advance, and that the Audit Committee
be provided with quarterly reporting on actual spending. This policy also mandates that no auditor engagements for non-audit services may be
entered into without the express approval of the Audit Committee.
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PART IV

Item 15. Exhibits, Financial Statement Schedules, and Reports on Form 8-K.

(a) Items Filed as Part of Report:

1. Financial Statements

The financial statements of the Companyfiled as part of this report on Form 10-Kare set forth in the Index to Consolidated Financial
Statements under Part II, Item 8 of this Form 10-K.

2. Financial Statement Schedules

All financial statement schedules have been omitted, since the required informationis not presentor is not present in amounts
sufficient to require submission of the schedule, or because the information required is included in the Consolidated Financial
Statements and Notes thereto under Part II, Item 8 of this Form 10-K.

  

    

3. Exhibits

Incorporated
by Reference

Exhibit secsssseoesceese

Number Exhibit Description Form Filing Date Filed herewith

3.1. Restated Articles of Incorporation, filed with the Secretary of State of the State of 8-3 7/27/88
California on January 27, 1988.

3.2 Amendmentto Restated Articles of Incorporation,filed with the Secretary of State of 10-Q 5/11/00
the State of California on May 4, 2000.

3.3. By-Lawsof the Company, as amended through March 19, 2003. 10-Q 5/13/03

4.2 Indenture dated as of February 1, 1994, between the Company and Morgan Guaranty 10-Q 4/01/94
Trust Company ofNew York.

4.3 Supplemental Indenture dated as of February 1, 1994, among the Company, Morgan 10-Q 4/01/94
Guaranty Trust Company of New York, as resigning trustee, and Citibank, ‘N.A., as
successortrustee.

4.5 Form of the Company's 6!/2% Notes due 2004. 10-Q 4/01/94

4.8 Registration Rights Agreement, dated June 7, 1996 among the Company and 8-3 8/28/96
’ Goldman, Sachs & Co. and Morgan Stanley & Co. Incorporated.

49 Certificate of Determination of Preferences of Series A Non-Voting Convertible 10-K 9/26/97
Preferred Stock of Apple Computer,Inc.

10.4.3 Apple Computer, Inc. Savings and Investment Plan, as amended and restated 10-K 9/27/91
effective as of October 1, 1990.

10.A.3-1 Amendment of Apple Computer, Inc. Savings and Investment Plan dated March 1, 10-K 9/25/92
1992.
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10.A.3-2 Amendment No. 2 to the Apple Computer, Inc. Savings and Investment Plan. 10-Q 3/28/97

10.A.5 1990 Stock Option Plan, as amended through November5, 1997, 10-Q 12/26/97

113

 

10.A.6 Spore Computer, Inc. Employee Stock Purchase Plan, as amended through April 24,  S-8 6/24/03

10.A.8 Form of Indemnification Agreement between the Registrant and each officer of the 10-K 9/26/97
Registrant.

10.A.43. NeXT Computer, Inc. 1990 Stock Option Plan, as amended. . 8-8 3/21/97

10.4.49 1997 Employee Stock Option Plan, as amended through October 19, 2001. 10-K 9/28/02

10.4.50 1997 Director Stock Option Plan. . 10-Q 3/27/98

10.A.51 2003 Employee Stock Option Plan, as amended through April 24, 2003. 10-Q 6/28/03

10.4.52 Reimbursement Agreement. 10-Q 6/29/02

10.4.53 Option Cancellation and Restricted Stock Award Agreement 10-Q 6/28/03

10.B.18 Custom Sales Agreementeffective October 21, 2002 between the Registrant and x
International Business Machines Corporation.

14.1 Code of Ethics of the Company

21 Subsidiaries of Apple Computer,Inc.

23.1 Independent Auditors' Consent

31.1 Rulel3a-14(a) / 15d-14(a) Certification of Chief Executive Officer

31.2 Rulel3a-14(a) / 15d-14(a) Certification of Chief Financial Officer ~MMMmOeOM
32.1 Section 1350 Certification of Chief Executive and Chief Financial Officer

(b) Reports on Form 8-K

The Companyfiled a current report on Form 8-K on October 15, 2003,to reference and furnish as exhibits a press release and data sheet
issued to the public by the Company on October 15, 2003.

The Companyfiled a current report on Form 8-K on July 16, 2003, to reference and furnish as exhibits a press release and data sheetissued to
the public by the Company on July 16, 2003. ,

 

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 undersigned, thereunto duly authorized, this 18th day ofDecember 2003.

APPLE COMPUTER,INC.

By: /s/ FRED D. ANDERSON

Fred D. Anderson
Executive Vice President and

ChiefFinancial Officer
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KNOW ALL PERSONS BY THESE PRESENTS,that each person whose signature appears below constitutes and appoints Steven P. Jobs and Fred
D. Anderson,jointly and severally, his attorneys-in-fact, each with the power of substitution, for him in any and all capacities, to sign any
amendments to this Annual Report on Form 10-K, and to file the same, with exhibits thereto and other documents in connection therewith, with the
Securities and Exchange Commission, hereby ratifying and confirmingall that each of said attorneys-in-fact, or his substitute or substitutes, may do
or cause to be done by virtue hereof.

Pursuant to the requirements of the Securities Exchange Act of 1934,this report has been signed below by the following persons on behalf of the
registrant andin the capacities and on the dates indicated:

 

 Chief Executive Officer and Director (Principal
Executive Officer) December18, 2003“STEVENFP. JOBS

‘sh FRED D.D. ANDERSON Executive Vice President and Chief Financial
Officer (Principal Financial Officer)

EERE  a esc enasctetacssocenasaseu December 18, 2003
FRED D. ANDERSON

/s/ PETER OPPENHEIMERRS

PETER OPPENHEIMER

Senior Vice President of Finance and Corporate
Controller (Principal Accounting Officer)

 remeron ate
December 18, 2003

/sf WILLIAM V. CAMPBELL
2 mennccmmammncnscccmmenonnsnaccses  TTeCctor December 18, 2003

WILLIAM V. CAMPBELL

 aicaunretekinean  

/s/ MILLARD S. DREXLER
 Director December18, 2003

MILLARD S. DREXLER

/s/ ALBERT GORE,JR. .
sane conmmanmecmnanmimmonsmemmeneacnesce:  TATeCctor December 18, 2003

ALBERT GORE,JR.

 

/s/ ARTHUR D. LEVINSON  

 

sentteaceromrmcesetet etter wesmmmamaseemes  T)irectOr December18, 2003
ARTHUR D. LEVINSON

/s/ JEROME B. YORK
sertasescounceno anusmmmcmemenmmeccenan Director December18, 2003

TEROME B. YORK
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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

ose

Form 10-K

(Mark One)

[x] ANNUAL REPORT PURSUANTTO SECTION13 OR 15(d) OF THE SECURITIES
EXCHANGEACTOF1934

Forthefiscal year ended September 25, 2004

OR

0 TRANSITION REPORT PURSUANTTO SECTION13 OR 15(d) OF THE SECURITIES
EXCHANGEACTOF 1934

Forthe transition period from to

Commission file number 0-10030

se GOSHEN 

APPLE COMPUTER,INC.
(Exact nameofregistrant as specified in its charter)

CALIFORNIA 942404110

(State or other jurisdiction (I.R.S. Employer
of incorporation or organization) Identification No.)

1 Infinite Loop 95014
Cupertino, California (Zip Code)

(Address of principal executive offices)

Registrant's telephone number, including area code: (408) 996-1010

Securities registered pursuant to Section 12(b) of the Act: None

Securities registered pursuant to Section 12(g) of the Act:
Common Stock, no par value

(Titles of classes)

 

Indicate by check mark whetherthe registrant (1) has filed all reports required to be filed by Section 13 or 15(d) of the Securities
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Exchange Act of 1934 during the preceding 12 months(or for such shorter periodthat the registrant was required to file such reports),
and (2) has been subjectto such filing requirements for the past 90 days. Yes Hl No Ol

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation S-K (section 229.405 of this chapter) is not
contained herein, and will not be contained, to the best of the registrant's knowledge, in definitive proxy or information statements
incorporated by referenceto Part III of this Form 10-K or any amendmentto this Form 10-K. i

Indicate by check mark whether the registrant is an accelerated filer (as defined in Rule 12b-2 of the Act). Yes KE NoO

The aggregate market value of the voting and non-voting stock held by non-affiliates of the registrant, as of March 27, 2004, was
approximately $8,336,330,708 based upon the closing price reported for such date on the NASDAQNational Market. For purposes of
this disclosure, shares of Common Stock held by persons who hold more than 5% ofthe outstanding shares of Common Stock and
shares held by executive officers and directors of the registrant have been excluded because such persons may be deemedto be
affiliates. This determination of executive officer oraffiliate status is not necessarily a conclusive determination for other purposes.

402,057,856 shares of Common Stock Issued and Outstanding as ofNovember 19, 2004
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PARTI

The Business section and otherparts ofthis Annual Report on Form 10-K ("Form 10-K") containforward-looking statements that
involve risks and uncertainties. Many oftheforward-looking statements are located in "Management's Discussion and Analysis of
Financial Condition and Results ofOperations." Forward-looking statements can also be identified by words such as "anticipates,"
"expects," "believes," "plans," "predicts," and similar terms. Forward-looking statements are not guarantees offuture performance and
the Company's actualresults may differ significantlyfrom the results discussed in theforward-looking statements. Factors that might
cause such differences include, but are notlimited to, those discussed in the subsection entitled "Factors That May Affect Future
Results and Financial Condition" under Part I, Item 7 ofthis Form 10-K. The Company assumes no obligation to revise or update any
forward-looking statementsfor any reason, except as required by law.

Item 1. Business

Company Background

Apple Computer, Inc. ("Apple" or the "Company") wasincorporated underthe laws ofthe State of California on January 3, 1977. The
Company designs, manufactures and markets personal computers andrelated software, services, peripherals and networking solutions.
The Companyalso designs, develops and marketsa line of portable digital music players along with related accessories and services
includingthe online distribution of third-party music and audio books. The Company's products and services include the Macintoshline
of desktop and notebook computers, the iPod digital musicplayer, the Xserve server and Xserve RAID storage products, a portfolio of
consumerand professional software applications, the Mac OS X operating system, the online iTunes MusicStore, a portfolio of
peripherals that support and enhance the Macintosh andiPod productlines, and a variety of other service and supportofferings. The
Companysells its products worldwide throughits online stores, its ownretail stores, its direct sales force, and third-party wholesalers,
resellers and value addedresellers. In addition, the Companysells a variety of third-party products that are compatible with the
Company's Macintosh and iPod productlines, including computer printers and printing supplies, storage devices, computer memory,
digital video andstill cameras, personal digital assistants, iPod accessories, and various other computing products and supplies through

: its online andretail stores. The Company's fiscal year ends on the last Saturday of September. Unless otherwise stated,ali information
presented in this Form 10-K is based on the Company's fiscal calendar.

Business Strategy

Apple is committed to bringing the best personal computing and music experience to students, educators, creative professionals,
businesses and consumers around the world throughits innovative hardware, software, peripherals and Internet offerings. The
Company's business strategy leveragesits unique ability, through the design and developmentof its own operating system, hardware
and many software applications and technologies, to bring to its customers around the world meaningful new products and solutions
with superior ease-of-use, seamless integration and innovativeindustrial design. The Company believes continual investmentin
research and developmentis critical to facilitate innovation of new and improved products and technologies. Besides updatesto its

’ existing line of personal computers and related software, services, and peripherals, the Company continues to capitalize on the
convergenceofdigital consumerelectronics and the computer by creating product innovationslike the iPod and iTunes MusicStore.
The Companyhasalso invested in new productareas such as rack-mount servers, RAID storage systems and wireless technologies. The
Company's strategy also includes expandingits distribution network to effectively reach moreofits targeted customers.

Digital Hub

The Companybelieves personal computing is in an era in which the personal computer functions for both professionals and consumers
as the digital hub for advanced new digital devices such as the Company's iPod digital music players, personaldigital assistants, cellular
phones, digital still and movie cameras, CD

RReeNEARAAPCEREGTRSEBSEDTEASEETTOTNTETSROIETOREABELLDLTESLEERELTONETELELILESERIEETEESEETTETNEEEEETEEDSRESO,
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and DVDplayers, and other consumerelectronic devices. The attributes of the personal computer, includingits ability to ran complex
applications, possess a high quality user interface, contain large andrelatively inexpensive storage, and easily connect to the Internet in
multiple ways and at varying speeds, can individually add value to these devices and interconnect them as well. Apple is the only
companyin the personal computer industry that controls the design and developmentofthe entire personal computer—from the
hardware and operating system to sophisticated applications. Apple provides innovative industrial design,intuitive ease-of-use, and
built-in networking, graphics, and multimedia capabilities. Thus, the Company is uniquely positioned to offer integrated digital hub
products and solutions.

Apple develops products and technologies that adhere to many industry standardsin order to provide an optimized user experience
through interoperability with peripherals and devices from other companies. Apple has played a role in the development, enhancement,
promotion, and/or use of numerousof these industry standards, many of whichare discussed below.

ExpandedDistribution

The Company believes a high quality buying experience with knowledgeable salespersons, who can convey the value of the Company's
products and services,is critical to attracting and retaining customers. As such, in addition to expanding its indirect distribution
channels, the Company has expandedits productdistribution strategy to include its ownretail locations, Apple online stores worldwide,
and the Apple Sales Consultant Program. The Companysells many ofits products andresells certain third-party products in mostofits
major markets directly to consumers, education customers, and businesses throughits retail stores in the U.S. and internationally, or
through oneofits online stores around the world. The Companyhas also invested in programs like the Apple Sales Consultant
Program, which is designed to enhancereseller sales by the placement of Apple badged employeesat selected third-party reseller
locations. The Company believes enabling a direct interface with its targeted end customer provides an efficient meansto effectively
demonstrate the advantages of the Company's Macintosh and other products overthose of its competitors. For certain of its consumer
electronic products, including the iPod product family, the Companyhasalso significantly expanded the points of distribution in order
to make available its products at locations where its customers shop.

Since inception ofits retail initiative in 2001, the Company has opened 84retail stores in the U.S. and 2 international stores in Tokyo
and Osaka, Japan through the end offiscal year 2004. During the first quarter of 2005, the Company anticipates opening 14 additional
stores, and expects to exit the calendar year at approximately 100 stores. The Company has typically located its stores at high traffic
locations in quality shopping malls and urban shopping districts. Approximately half of the stores expected to open during the first
quarter of 2005 are in the new "mini" store design, which is the Company's smallest store formatto date, allowing them to be placed in
a variety of new locations to introduce the Company's products to even more customers. The Companyalso openedits third
international store in London, England during thefirst quarter of 2005.

Oneofthe goals ofthe retail initiative is to bring new customers to the Company and expandits installed base through sales to both
first time personal computer buyers and those switching to the Macintosh platform from competing operating system platforms. By
operating its own stores and building them in desirable high traffic locations, the Companyis able to better control the customerretail
experience andattract new Apple customers. The stores are designed to simplify and enhancethe presentation and marketing of
personal computing products. Tothat end,retail store configurations have evolved into various sizes in order to accommodate market
demands. The stores employ experienced and knowledgeable personnel who provide product advice and certain hardware support
services. The stores offer a wide selection of third-party hardware and software products selected to complement the Company's own
products. Additionally, the stores provide a forum in which the Companyis able to present entire computing solutionsto users in areas
such as digital photography,digital video, music, children's software, and home and small business computing. Appleretail stores host
customerevents and free
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classes, including the popular "Getting Started" class, and have brought back the concept of customer service with innovationslike the
Genius Bar.

Education

For more than 25 years, the Company has focused on the useof technology in education and has been committed to delivering tools to
help educators teach and students learn. The Companybelieves effective integration of technology into classroom instruction canresult
in higher levels of student achievement, especially when used to support collaboration, information access, and the expression and
representation of student thought and ideas. The Companycreates solutions that enable new modesofcurriculum delivery, better ways
of conducting research, and opportunities for professional developmentoffaculty, students, and staff. A range ofproducts andservices
is designed by the Companyto help schools maximizetheir investments in technology. This is manifested in many of the Company's
products and services that are designed to meet the needs of education customers, including the eMac™andthe iBook®,videoediting
solutions, wireless networking capabilities, student information systems, one-to-one learning solutions, and high-quality curriculum and
professional developmentsolutions.

Creative Professionals

Creative professionals constitute one of the Company's most important markets for both hardware and software products. This marketis
also important to many third-party developers who provide Macintosh compatible hardware and software solutions. Creative customers
utilize the Company's products for a variety ofcreative activities including digital video and film production and editing; digital video
andfilm special effects, compositing, andtitling; digital still photography; graphic design, publishing, and print production; music
performanceand production; audio production and sound design; and web design, development and administration.

The Companydesignsits high-end hardwaresolutions, including servers, desktops, and portable Macintosh systems, to incorporate the
power, expandability, and features desired by creative professionals. Additionally, the Company's operating system, Mac OS X,
incorporates powerful graphics and audio technologies and features developertools to optimize system andapplication performance
when running powerful creative solutions provided by the Companyorthird-party developers. The Companyalso offers various
software solutions to meet the needsofits creative customers, many of which are described below.

Business Organization

The Company managesits business primarily on a geographic basis. The Company's reportable operating segments are comprised of
the Americas, Europe, Japan, and Retail. The Americas segmentincludes both North and South America, except for the activities of the
Company's Retail segment. The Europe segment includes European countries as well as the Middle East and Africa. The Japan segment
includes only Japan and excludes revenue from the Company's ownretail stores in Japan, which is included in the Company's Retail
segment. The Retail segmentcurrently operates Apple-ownedretail stores in the U.S., Japan and England. Other operating segments
include Asia-Pacific, which includes Australia and Asia except for Japan, and the Company's subsidiary, FileMaker, Inc. Each
reportable geographic operating segmentprovides similar hardware and software products and similar services. Further information
regarding the Company's operating segments may be foundin PartII, Item 7 of this Form 10-K under the heading "Segment Operating
Performance," andin Part I], Item 8 of this Form 10-K in the Notes to Consolidated Financial Statements at Note 11, "Segment
Information and Geographic Data.”

Hardware Products

The Company offers a range of personal computing products including desktop and notebook personal computers, related devices and
peripherals, and various third-party hardware products. All of the Company's Macintosh® products utilize PowerPC® RISC-based
microprocessors. The Company's entire line of Macintosh systems, excluding servers and storage systems, features the Company's Mac
OS® X
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Version 10.3 "Panther" and iLife® suite of software for digital photography, music, movies, and musiccreation.

Power Mac®

The Power Mac line of desktop personal computersis targeted at business and professional users and is designed to meetthe speed,
expansion and networking needs of the most demanding Macintosh user. Powered by the PowerPC G5processor, the Power Mac G5
utilizes 64-bit processing technology for memory expansion up to 8GB, and advanced 64-bit computation while also running existing
32-bit applications natively. The Power Mac G5 product line comes in four processor configurations—single 1.8GHz, dual 1.8GHz,
dual 2.0GHz and dual 2.5GHz. All Power Mac G5 desktops feature a SuperDrive™and either the NVIDIA GeForceFX 5200 Ulitra or
the ATI Radeon 9600 XT graphics card. In addition, all Power Mac G5 desktops deliver connectivity and high-performance
input/output(I/O), including Gigabit Ethernet, FireWire® 800 and FireWire 400 ports, USB 2.0 ports, optical digital audio input and
output, built-in support for 54 Mbps AirPort® Extreme wireless networking, and optional Bluetooth connectivity.

Aserve® andXserve RAID Storage System

Xserve, the Company's first rack-mountserver product, was designed for simple setup and remote managementofintensive I/O
applications such asdigital video, high-resolution digital imagery, and large databases. In January 2004, the Company announced
Xserve G5, which is available with either a single or dual 2.0 GHz PowerPC G5 processor. Xserve G5 includes a system controller with
up to 8GB of PC3200error correcting code memory;three hot-plug Serial ATA drive modulesthat deliver up to 750GBofstorage; and
dual on-board Gigabit Ethernet for high-performance networking. In January 2004, the Companyalso introduced its Xserve RAID
storage system, a 3U high-availability rack storage system, along with support for Windows and Linux-based computing environments.
In October 2004, the Company updated its Xserve RAID storage system to deliver 5.6 terabytes of storage capacity and also expanded
support for heterogeneous environments. The dual independent RAID controllers with 512MB cache per controller offer sustained
throughput of over 330MBps—high enoughto support two streams of uncompressed 10-bit HD videoediting using protected RAID
levelS.

PowerBook®

The PowerBook family ofportable computers is designed to meet the mobile computing needs of professionals and advanced consumer
users. In April 2004, the Company updated its PowerBook G4 notebooks with faster PowerPC G4 processors. Both the 15-inch and 17-
inch PowerBook G4 offer up to a 1.5 GHz PowerPC G4 processor, an available SuperDrive and the ATI Mobility Radeon 9700
graphics processor. The 12-inch PowerBook G4 features a 1.33 GHz PowerPC processor,an available SuperDrive, and NVIDIA
GeForce FX Go5200 graphics. Every PowerBook G4 notebook comes with built-in AirPort Extreme wireless networking, an internal
Bluetooth module for wireless connectivity, as well as a full complementof I/O ports including Firewire 400, USB 2.0., a built-in 56K
v.92 modem and Ethernet (10/100BASE-T), for connectivity to a wide range ofperipherals. The 15-inch and 17-inch PowerBook G4
models also include built-in Gigabit Ethernet and Firewire 800.

iMac®

The iMacline of desktop computers is targeted to consumer and education markets. In August 2004, the Company introduced the
iMac® G5,featuring the PowerPC G5 processorand a design that integrates the entire computer into the flat panel display. The line
offers 17- or 20-inch active matrix widescreen LCDs and PowerPC G5 processors running up to 1.8 GHz. The 17-inch models come
with either a 1.8 GHz PowerPC G5 processor and a SuperDrive, or a 1.6 GHz PowerPC G5 processor and a Combo drive. The 20-inch
model has a 1.8 GHz PowerPC G5 processor and a SuperDrive. The iMac G5 offers up to a 600 MHzfront-side bus, 400 MHz DDR
memory expandable to 2GB, AGP 8X graphics and 7200 rpm Serial ATA drives holding up to 250GB. The iMac G5 comes standard
with NVIDIA graphics with dedicated video memory. The iMac GS desktops offera total of five USB ports (three USB 2.0) and two

4

SeIRBBESTOETNETSTSEESEOETIESEYEDLRENNDDSBERRAETTERELLEELEBERTOSSLEITENEREERELETSESELLEBEEN,

http://www.sec.gov/Archives/edgar/data/320193/000104746904035975/a2147337z10-k.htm 8/27/2010



Page 7 of 122

FireWire® 400 ports, an optional internal Bluetooth module,a built-in antenna and card slot to support an optional AirPort Extreme
Card for 54 Mbps 802.11g wireless networking, andalso includesbuilt-in Ethernet (10/100BASE-T) and a 56K V.92 modem.

eMac™

The eMac, whichis targeted primarily at the Company's education and consumer customers, features a PowerPC G4 processor,a high
resolution 17-inch flat cathode ray tube display, and preservesthe all-in-one compact design ofthe original iMac favored by many of
the Company's education and consumer customers. In April 2004, the Company updated its eMac, which nowhasa suggestedretail
price starting at $799 andis available with a SuperDrive for a suggestedretail price starting at $999. The eMacoffers PowerPC G4
processors running at up to 1.25 GHz, 333 MHz DDR memory, ATI Radeongraphics and USB 2.0 connectivity to peripherals.

iBook®

The iBookis designed to meet the portable computing needs of education and consumerusers. In October 2004, the Company upgraded
its iBook® G4lineto include faster PowerPC G4 processors running up to 1.33 GHz, built-in AirPort Extreme 54 Mpbs 802.11g

- wireless networking andan available slot-load SuperDrive. The 12-inch model features a 1.2 GHz PowerPC G4processor andaslot-
load Combodrive, while the 14-inch models include a 1.33GHz G4 processor and either a Combo or SuperDrive optical drive. All
iBook G4 models offer a full complement of I/O ports including FireWire 400, USB 2.0, a built-in 56K. v.92 modem and Ethernet
(10/100BASE-T), as well as an optional internal wireless Bluetooth module, for connectivity to a wide range ofperipherals.

Music Products and Services

The Company offersits iPod® line ofdigital music players and related accessories to Macintosh and Windowsusers. The Company
also provides an online service to distribute third-party music and audio booksthroughits iTunes® Music Store. Net sales of iPods and
other music products and services generated year-over-year revenue growth of 316% and accounted for 19% of the Company'stotal net
sales in fiscal 2004.

iPod®

In July 2004, the Company introduced the fourth generation ofthe iPod, the Company's portable digital music player, featuring Apple's
patent pending click wheel, which combines a touch-sensitive wheel with five push buttons for one handednavigation, and up to
12 hours ofbattery life. The iPod features Apple's patent pending Auto-Sync technology that automatically downloads an entire digital
musiclibrary onto the iPod and keepsit up-to-date wheneverit is plugged into a Macintosh or Windows computerusing FireWire or
USB.The iPodalso features Shuffle Songs, which randomly plays songsin a selected playlist or across the entire library. All iPods
work with Apple's iTunes digital music management software on either a Macintosh or Windows computer. The iPodis available in
20GB and 40GB models.

The iPod's functionality extends beyond playing music and listening to audio books. Other key capabilities include data storage,
calendarandcontact information utility, and a selection of games. With the addition of third-party iPod peripherals, the capabilities of
certain iPods can be enhancedto include voice recording and photo downloading directly from certain digital cameras. Along with the
iPod, the Company has developed a seamless end-to-end musicsolution with the Company's iTunes software and the iTunes Music
Store®, a service that consumers mayuseto purchase third-party music and audio booksoverthe Internet.

The Companyhasenteredinto a strategic alliance with Hewlett-Packard Company (HP), which provides for a HP-brandeddigital
music player based on the iPod,the preinstallation of iTunes software on HP's consumer PCsand notebooks and access to the iTunes
Music Store. The Companyhas also entered into an alliance with BMW Group for the BMW iPod Adapter, a device that offers
seamless integration of the iPod and certain BMW automobiles in North America. In addition, the Company formed an alliance with
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Founder Technology Group Corporation, a supplier of PCs to the Chinese market, that provides for the preinstallation of iTunes onall
Founder Technology Windows-based PCs, A similar alliance was formed with Synnex Technology International Corporation, a
Taiwan-based wholesaler and distributor of personal computers, for the preinstallation of iTunes on its Windows-based laptop and
desktop PCs.

In October 2004, the Companyintroduced the iPod U2 Special Edition aspart of a strategic alliance with the musical band, U2, and
Universal Music Group. The U2 iPod holdsup to 5,000 songs, features a black enclosure with a red click wheel and custom engraving
ofU2 band membersignatures.

iPod®photo

In October 2004, the Company introduced iPod® photo. The iPod photo holdsdigital photos alongside the music library and displays
them onits high-resolution color screen, whichallowsusers to scroll through the photo library almostinstantly using iPod's patent
pending click wheel. iPod photo can auto sync music and photos with a Macintosh or Windows-based computer. The iPod photo also
allowsusers to simultaneously play music and view photoslideshowsonthe iPod, as well as on televisions and projectors. The iPod
photo comes in 40GB or 60GB models andhas an extendedbattery life that gives users up to 15 hours of music playback or up to
5 hoursofslideshows. The iPod photo can hold up to 25,000 digital photos or 15,000 digital songs.

iPod® mini

In January 2004, the Company introducedthe iPod mini. Smaller and lighter than the iPod, the iPod mini has storage capacity of 4GB
and holds up to 1,000 songs,utilizes the patent pending click wheel and is encased in an anodized aluminum case available in a
selection of five colors:silver, gold, pink, blue or green. The iPod mini retains the same user interface as the iPod and works seamlessly
with the Company's iTunes Music Store® and the iTunes software for buying, managingandlistening to digital music oneither a
Macintosh or Windows-based computer.

iTunes Music Store®

The Company's iTunes MusicStore, available for both Windows-based and Macintosh computers, is an online music downloadstore
that allows customers to find, purchase, and downloadthird-party digital music and audio books. Users can easily search the contents of
the music store catalog to locate worksbytitle, artist, or album, or browse the entire contents of the store by genre andartist. Users can
also listen to a free 30-second preview of any songin the store. Since April 2003, the iTunes MusicStore has beenavailable to U.S.
customers. A similar store becameavailable in the U.K., France and Germany in June 2004 and wasfollowed by the October 2004
launch of an English language music store covering nine additional European countries. The Companyhasalso announcedits intention
to open an iTunes Music Store in Canada during fiscal 2005.

The iTunes Music Storeis fully integrated directly into the latest version of the iTunes software, allowing customers to preview,
purchase, download, organize, share, and transfer their digital music to an iPod using a single software application. Further discussion
on the iTunes software may be found below underthe heading "Software Products and Computer Technologies." Requiring no
subscription fee, the iTunes Music Store with iTunes software offers customers a broad range ofpersonalrights to the third-party
content they have purchased, including playing songs onupto five personal computers, burning a single song onto CDsan unlimited
numberof times, burning the sameplaylist up to seven times,listening to their music on an unlimited numberofiPods, and using songs
in certain media applications such as iPhoto, iMovie, and iDVD. The iTunes MusicStore also features availability of audio booksfor
purchasedirectly from the iTunes Music Store.

Additional features currently available within the U.S. iTunes Music Store include gift certificates that can be sent via e-mail, prepaid
gift cards, an "allowance"feature that enables users to automatically deposit

PeSROeATELEERE SOSIN OE IETORYTITIESTETIEE EE EISELEELEN EEL SEITTSO 

http://www.sec.gov/Archives/edgar/data/320193/000104746904035975/a2147337z10-k.htm 8/27/2010



Page 9 of 122

funds into an iTunes Music Store account every month; and "Radio Charts," a feature that allows users to search and buy the top songs
played on radio stations in major U.S. markets.

Peripheral Products

The Companysells certain associated Apple-branded computer hardware peripherals, including iSight™ digital video cameras, and a
range of high quality flat panel TFT active-matrix digital color displays. The Companyalso sells a variety of third-party Macintosh
compatible hardware products directly to end users through bothits retail and online stores, including computerprinters and printing
supplies, storage devices, computer memory, digital video andstill cameras, personal digital assistants, and various other computing
products and supplies.

iSight™

The Company's iSight digital video camera enables video conferencing over broadband. iSight is a small, portable aluminum alloy
camera with all audio, video and powerprovided by a single FireWire cable. iSight is designed to be center-mounted on the top of a
computer screen andusesits integrated tilt and rotate mechanism to easily position the camera for natural, face-to-face video
conferencing.

iSight features an autofocusing autoexposure F/2.8 lens which captures high-quality pictures and full-motion video. With its on-board
processor, iSight automatically adjusts color, white balance, sharpness and contrast to provide high-quality images with accurate color
reproduction in mostlighting conditions. iSight also includes a dual-element microphone that suppresses ambient noiseforclear digital
audio.

Displays

In June 2004, the Company announceda family of widescreenflat panel displays featuring the 30-inch Apple Cinema HD Display,a
widescreen active-matrix LCD with 2560-by-1600 pixel resolution, a 23-inch widescreen Apple Cinema Display with 1920-by-1200
pixel resolution and a 20-inch widescreen Apple Cinema Display with 1680-by-1050 pixel resolution. The displays feature dual
FireWire and dual USB 2.0 ports built into the display and use the industry standard DVI interface for a pure digital connection with the
Company's latest Power Mac and PowerBook systems. The Cinema Displays feature an aluminum design with a very thin bezel,
suspended by an aluminum stand that allows viewing angle adjustment.

Software Products and Computer Technologies

The Companyoffers a range of software products for education, creative, consumer and business customers, including Mac OS X,the
Company's proprietary operating system software for the Macintosh; server software and related solutions; professional application
software; and consumer, education and business oriented application software.

Operating System Software

The Company released Mac OSX version 10.3 (code-named "Panther"), the Company's current version of Mac OS X,in October 2003.
Panther incorporates features including a new version of Finder™; Exposé™,a way to organize windowsandinstantly see all open —
windowsat once; FileVault, a feature that secures the contents of a home directory with 128-bit AES encryption; iChat AV; and
enhanced support for use on Windows-based networks.

In June 2004, the Company previewed Mac OS X version 10.4 (code-named "Tiger"), the fifth major version of Mac OS X that is
expectedto ship in the first half of calendar 2005. Tiger will contain new features including Spotlight, a new way to instantly find any
file, document or information on a Macintosh created by any application on the Macintosh; Safari™ RSS, a new version of Apple's web
browser that incorporates instant access to Really Simple Syndication (RSS) data feeds on the web; Dashboard, a new wayto instantly
access "Widgets," a new collection of desktop mini application accessories, including a datebook, stock ticker, calculator, address book
and iTunes controller; and a new version of iChat instant messaging client with multi-person audio and video conferencing in a 3D
interface.
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Server Software and Server Solutions

In October 2003, the Company began shipping the current version of its server operating system, Mac OS X Server version 10.3 (code-
named "Panther Server"). This release integrates open source and open standards server software with easy-to-use managementtools
that make it easy to serve Macintosh, Windowsand Linuxclients. Features in Panther Server include Server Admin toolforeasily
setting up multiple servers; Open Directory 2 for hosting scalable LDAP directory and Kerberos authentication services; Samba 3 for
providing login and homedirectory support for Windowsclients; and the JBoss application server for ranning powerful J2EE
applications.

In June 2004, the Company previewed Mac OS X Server version 10.4 (code-named "Tiger Server"), the next major release of the
Company's UNIX-basedserver operating system that deploys open source solutions for Macintosh, Windows and Linuxclients. Tiger
Serverincludes native support for 64-bit applications; iChat Server to deploy private, encrypted communications within an
organization; and migration tools to makeit easy to upgrade from legacy Windowsservers to Mac OS X Server.

In June 2004, the Company introduced Apple Remote Desktop™2, the second generation of the Company's asset management,
software distribution and help desk support software. Along with improvements in screen sharing performance, Apple Remote
Desktop 2 includes more than 50 features for centrally managing Mac OS X systems. Apple Remote Desktop 2 can perform a wide=
range of desktop managementtasks such as installing operating system and application software, running hardware and software
inventory reports and executing commands on one or more remote Mac OS X systems on the network. Remote softwareinstallation
tools allow IT professionals to install single or multiple software packages immediately or at specific dates and times. Comprehensive
hardware and software reports based on more than 200 system informationattributes allow administrators to keep track of their Mac OS
X systems. In addition, built-in real-time screen sharing enables help desk professionals to provide online assistance by observing and
controlling the desktops of any remote Macintosh or Virtual Network Computing-enabled computer, including Windowsand Linux
systems.

Xsan, the Company's enterprise-class Storage Area Network (SAN)file system, was introduced as a beta version in April 2004 andis
expected to be available for general release in the Fall of 2004. Xsan is a 64-bit cluster file system for Mac OS X that enables
organizations to consolidate storage resources and provide multiple computers with concurrent file-level read/write access to shared
volumesover Fibre Channel. Advanced features such as metadata controller failover and Fibre Channel multipathing ensure high
availability; file-level locking allows multiple systems to read and write concurrently to the same volume which is ideal for complex
workflows; bandwidth reservation provides for effective ingestion ofbandwidth-intensive data streams, such as high resolution video;
and flexible volume managementresults in more efficient use of storage resources. Since Xsan is interoperable with ADIC's StorNext
File System,it can be used in heterogeneous environments that include Windows, UNIX and Linuxserver operating system platforms.

Professional Application Software

Final Cut Pro® HD,the latest version of the Company's video editing software, was introduced in April 2004 and features real-time
performanceofhigh-quality native DVCPRO HD,a high-definition video format, in addition to real-time supportfor digital video
(DV)and standard definition (SD) formats. Final Cut Pro HD supports native DVCPRO HDediting with no recompression or image
degradation and enables HD preview monitoring through the computer's DVI display output via the Digital Cinema Desktop feature.
Final Cut Pro HD's support of native DVCPRO HD makes media conversion unnecessary, preserving thefull quality of the camera
original. Final Cut Pro HD includesprecision, non-modal editing and trimming tools; powerful interface customization features;
advancedreal-time color correction and image control; and enhanced audio editing capabilities with multi-track audio mixing and
multi-channel audio output.
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In April 2004, the Company announced DVD Studio Pro®3, thelatest version of the Company's professional DVD authoring
application. DVD Studio Pro 3 features Alpha Transitions, which are QuickTime® based movie transitions that may be used as segues
between DVD menusand as DVDslide show transitions, and a new Graphical View for easy visualization of a project's entire flow ina
storyboard environment. Graphical View makesit easy to see the relationships between menus, tracks, slideshows, stories and scripts.
DVDStudioPro 3 also includes Compressor1.2, the latest version of the Company's digital media encoding and compression software
that provides high-quality constant and variable bit rate MPEG-2 encoding. In addition to DV and SD, DVD Studio Pro 3 now provides
the ability to scale HD and encode directly to MPEG-2 all in one step.

In August 2004, the Company began shipping Motion, a motion graphic design and production application. Motion features interactive
animation of text, graphics and video, with real-time previewing of multiple filters and particle effects. Motion introduces "Behaviors,"
a procedural animation technology that allows for the adding of natural looking movementto type and graphics, such as gravity and
wind, without the use of complex keyframes. Motion's "Interactive Dashboard"gives users access to a contextual, semi-transparent
floating palette that provides the tools and slider parameters for objects being manipulated on screen. Motion's "Project Pane" allows
users to view and manageall filters, Behaviors, masks andother properties applied to all objects and layers of objects within a project.

In August 2004, the Companyintroduced Production Suite, which combines the latest versions of Final Cut Pro HD, DVD Studio Pro 3
and Apple Motion into a software suite for film and video production that delivers real-time production tools in one comprehensive and
integrated package. Production Suite provides an integrated workflow environment where content that is updated in one of the
applicationsin the suite is automatically updated in the other applications.

Shake® 3.5, an upgrade of the Company's compositing and visual effects software designed for large format film and video productions
was introduced in April 2004. Shake 3.5 features shape-based morphing and warping tools for advanced compositing and "shape
shifting" special effects. Morphing and warping further enhance Shake's visual effects tools, including layering, tracking, rotoscoping,
painting and color correction. Shake 3.5 also improves upon the Shake Qmaster network render managerthat can now handle
distributed rendering tasks for both Shake and Alias Systems Corp.'s Maya product, allowing for distribution of rendering tasks across a
cluster of servers or computers.

Logic® Pro 7, introduced by the Company in September 2004 is actively used by musicians around the world and byprofessionals in
music production, film scoring, and audio post-productionfacilities. It combines digital music composition, notation and audio
productionfacilities in one comprehensive product and includessoftware instruments such as Sculpture, a component--modeling based
synthesizer; UltraBeat, a drum synthesizer with built-in step sequencer; and digital signal processing (DSP) plug-ins including Guitar
AmpPro,a full-featured guitar amplifier simulator. Along with over 100 workflow enhancements, mastering plug-ins and support for
Apple Loops, Logic Pro 7 debuts distributed audio processing, a technology which allows audio prosto tap into a number of Macintosh
systems to expand available DSP. power via an Ethernet network.

Consumer, Education and Business Oriented Application Software

In January 2004, the Company.introduced iLife® '04, the next generationsuite ofits digital lifestyle applications, which features
iPhoto®, iMovie®, iDVD®, iTunes® software, and introduced GarageBand™, a music creation software application. All of these iLife
applications comepreinstalled on the Company's Macintosh systems, excluding servers and storage systems. Burning DVDswith
iDVD requires a Macintosh system configured with a SuperDrive.

iTunes® software, available for both Macintosh and Windows-based computers,lets users create and manage their own digital music
library. iTunes organizes music using searching, browsing andplaylist features and supports automatic synchronization with the music
stored on an iPod. iTunes supports AAC
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and MP3 encoding from audio CDs, provides the ability to burn custom playlists to CDs and MP3 CDs,andallows for music sharing
between networked computers. In October 2004, the Company's newestversion, iTunes 4.7, included support for copying photos to an
iPod photo. Since April 2003, the Company's iTunes software has been integrated with the Company's iTunes Music Store® to
facilitate the sale of third-party music and audio books. Further discussion of theTunes Music Store may be found above underthe
heading "Music Productsand Services."

iMovie® is the Company's consumerdigital video editing software for creation of home and classroom movies. iMovie 4 features an
enhanced user interface, improved audio editing capabilities, enhanced controls fortitling and transitions, and added special effects.
Users may edit and trim audio and video clips in the enhanced timeline with click-and-drag editing and even select and edit multiple
clips simultaneously. With graphical audio waveforms andlive audio scrubbing,users can locate specific edit points in audiotracks,
and alignment guides make it easy to precisely sync video and audio.

iDVD® is consumeroriented software that makes it easy to tun iMovie files, QuickTimefiles and digital pictures into DVDs that can
be played on most consumer DVDplayers. iDVD simplifies DVD authoring by includingprofessionally designed themes and drag-
and-drop simplicity. iDVD® 4 includes themes and professional effects that allow users to use photos and movies as buttons,
backgrounds and menus. Movies from iMovie, photos from iPhoto and music from either iTunes or GarageBand can be addeddirectly
to a DVDvia the media browser, and enhanced photo slideshows can include cinematic transitions and iTunesplaylists. The DVD Map
provides an overview of an entire DVD project and instant accessibility to all project elements.

GarageBand™,the Company's consumeroriented music creation software,allowsusers to play, record and create music using a simple
interface. With GarageBand, recorded performances,digital audio and looping tracks can be arranged andedited to create songs.
GarageBand comes with more than 50 software instruments, pre-recorded audio loops for making complete songs or backingtracks,
pro-quality effects presets for mixing, and vintage amplifier sounds for the guitar. The Companyalsooffers three different Jam Packs,
which provide additional software instruments and loops that enhance the use of GarageBandto create and record music.

iPhoto® is consumeroriented digital photo software that makes it easy to import, edit, save, share, and print digital photos, as well as
organize and manage an entire digital photo collection containing thousands of photos. Users are able to view their photosin full-
screen; use the slide show feature accompaniedbytheir favorite music; automatically create custom web pagesof their photos; email
photosto friends and family; order professionally-processed prints and enlargementsonline; or easily design and order custom-printed,
linen-covered hard bound photo books online. Customers in numerous countries can order prints, enlargements, and photo books
directly from within iPhoto. iPhoto® 4 has featuresthat allow users to scroll through thousandsofphotos in secondsto easily find a
particular photo, contains Smart Albums which automatically organizes photos based on date, keyword orthe user's ownrating, and has
controls for rotating, rating and deleting photos.

Final Cut® Express, based on Final Cut Pro, enables small business users, educators, students and advanced hobbyists to perform
professional-quality digital video editing. In January 2004, the Company introduced Final Cut Express 2, which features RT Extreme
for real-time compositing and effects, an enhanced userinterface, real-time color correction tools and enhanced audioediting
capabilities.

Logic® Express 7, introduced by the Company in September 2004,is a streamlined version of Logic Pro 7 that providesa basicset of
professional tools to compose and produce music for students, educators and advanced hobbyists. Logic Express 7 comes with support
for projects from GarageBand offering users a smooth migration path to high-end audio production.

Keynote™is the Company's presentation softwarethat gives users the ability to create high-quality presentations. Designed to be easy
to use, Keynote includes professionally designed themes, advanced
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typography, professional-quality image resizing, animated charts andtables that can be created quickly, and cinematic-quality
transitions. Keynote imports and exports PowerPoint, QuickTime, and PDFfiles to simplify the creation and sharing of presentations.

AppleWorks® 6.2 is an integrated productivity application that incorporates word processing, page layout, image manipulation,
spreadsheets, databases and presentationsin a single application. Intended to be an easy-to-use productfor the Company's consumer
and education customers, AppleWorks makesit simple to create professional-looking documentsin the classroom andat home.

FileMaker, Inc., a wholly owned subsidiary of the Company, develops, publishes, and distributes desktop-based database management
application software for either a Macintosh or Windows-based computer. The FileMaker® Pro database software and related products
offer relational databases and desktop-to-web publishing capabilities. In March 2004,the Company introduced FileMaker Pro 7 with
new architecture and enhancements in ease-of-use, customizability and developer productivity. FileMaker Pro 7 has been redesigned
using a modem,streamlined relational architecture, which enables users to simplify information managementbystoring multiple tables
within a single file and includesthe relationships graph feature which presents a visual "map"of the databaseandlets users create and
modify relationships with a simple click and drag tool. FileMaker Pro 7 has also expanded its data capacity to 8 terabytesperfile or
4,000 times the former limit.

Internet Software, Integration, and Services

Apple's Internet strategy is focused on delivering seamless integration with and access to the Internet throughout the Company's product
lines. The Company's Internet products and technologies adhere to manyindustry standardsin order to provide an optimized user
experience through interoperability. An easy to use Internet Setup Assistantis included with the Mac OS.

Safari™

Safari, the Company's Mac OS X compatible web browser, is capable of loading web pages rapidly. Safari uses the advanced interface
technologies underlying Mac OS X and includesbuilt-in Google search; SnapBack™to instantly return to search results; a way to
name, organize and present bookmarks; tabbed browsing; andautomatic "pop-up" ad blocking. The Companyalso released a software
developmentkit that allows developers to embed the Safari HTMLrendering engine directly into their applications.

Quicktine®

QuickTime, the Company's multimedia software for either a Macintosh or Windows-based computer, features streamingoflive and
stored video and audio overthe Internet and playback of high-quality audio and video on computers. QuickTime6 includes the Instant-
On Streaming feature that eliminates buffer delays and provides users with the ability to quickly and easily scrub through streaming
media content to locate and instantly view specific sections. In addition, QuickTime 6 running on Mac OS X now supports JPEG 2000,
the next generation JPEG standard that allows usersto capturestill images in a higher quality and smallerfile size than ever before.
QuickTime 6 also includes AAC,the standard MPEG-4audio format. AAC is the next generation professional-quality audio format
that delivers superior sound quality with reduced file sizes.

The Companyalso offers several other QuickTime products, including QuickTime Pro, a suite of softwaretools that allows creation
and editing of Internet-ready audio andvideofiles and allows a user to add special effects and other features to QuickTime movies;
QuickTime Streaming Server which facilitates the broadcasting of streamingdigital video; and QuickTime Broadcasterthatallows
users to quickly and easily produce professional-quality live events for online delivery. ,
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.Mac™

The Company's .Macofferingis a suite of Internet services that for an annual fee provides Macintosh users with powerfulInternet
tools. .Mac features email service with IMAP, POP or web-based access and 125MBofstorage, iDisk Internet storage capacity of an
additional 125MB,and hosting for personalized homepages and shared digital photo albums. Also included with .Mac is McAfee's
Virex anti-virus software and Backup, a personal back-up solution allowing users to archive data to their Internet storage, CD, or DVD.

Wireless Connectivity and Networking

AirPort Extreme®

AirPort Extreme, introduced in January 2003, is the Company's next generation of Wi-Fi wireless networking technology. AirPort
Extreme is based on the 802.11g standard, which supports speeds up to 54 Mbps, and is fully compatible with most Wi-Fi devices
which use the 802.11b standard. AirPort Extreme Base Stations can serve up to 50 Macintosh and Windowsusers simultaneously,
provide wireless bridging to extend the range beyond just one basestation, and support USB printer sharing to allow multiple users to
wirelessly share USBprinters connected directly to the base station.

AirPort® Express

In June 2004, the Companyintroduced AirPort® Express, the first 802.11g mobile base station that can be plugged directly into the
wall for wireless Internet connections and USBprinting. Airport Express also features analog and digital audio outputs that can be
connected to a stereo and AirTunes™ music networking software which works with iTunes, giving users a way to wirelessly stream
iTunes music from their Macintosh or Windows-based computer to any room in the house. AirPort Express features a single piece
design weighing 6.7 ounces.

Other Connectivity and Networking Solutions

Mac OS X includescapabilities for Bluetooth technology. Bluetooth is an industry standard for wirelessly connecting computers and
peripherals that supports transmission ofdata at up to 1 Mbps within a range of approximately 30 feet. The Company's Bluetooth
technology for Mac OS X lets customers wirelessly share files between Macintosh systems, synchronize and share contact information
with Palm-OS based PDAs, and accessthe Internet through Bluetooth-enabled cell phones. A Bluetooth USB adaptor can Bluetooth-
enable any USB-based Macintosh computer running in Mac OS X version 10.1.4 or higher.

The Company's zero configuration networking technology is based on open Internet Engineering Task Force (IETF) Standard Protocols
such as IP, ARP and DNSandis built into Mac OS X. This technology uses industry standard networking protocols and zero
configuration technology to automatically discover and connect devices over any IP network, including Ethernet or 802.11-based
wireless networks like the Company's AirPort products. The source code for this technology also includes software to support UNIX,
Linux, and Windows-based systems and devices. Major developers such as Canon, Epson, Hewlett-Packard, Lexmark, Philips, Sybase,
World Book and Xerox have announced support for this zero configuration networking technology in a broad range ofproducts
including network printers, consumerelectronics, enterprise database management and educational applications. The Company has
made the source code for this technology freely available to developers for use in their network-enabled devices or software
applications.

The Company developed FireWire® technology,also referred to as IEEE 1394, which is a high-speed serial 1/O technology for
connecting digital devices such as digital camcorders and cameras to desktop and portable computers. With its high data-transfer speed
and "hot plug-and-play"capability, FireWire has become anestablished cross-platform industry standard for both consumers and
professionals andis the data interface of choice for today's digital video and audio devices, as well as external hard drives and
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other high-speed peripherals. FireWireis currently included on all Macintosh systemsandis a data transfer technology utilized. by iPod.

Product Support and Services

AppleCare® offers a range of support options for Apple customers. These options include assistance thatis built into software products,
printed andelectronic product manuals, online support including comprehensiveproduct information as well as technical assistance,
and the AppleCare Protection Plan. The AppleCare Protection Planis a fee-basedservicethat typically includes three years ofphone
support and hardware repairs, dedicated web-based support resources, and user diagnostic tools.

Specialized Education Products and Services

The Companyoffers a variety of unique services and products to its education customers,including a separate online store for
education customers offering special education price lists and promotions; special financing programs for K-12 and higher education
students, faculty, andstaff; a special edition ofits productivity software suite, AppleWorks, that is compatible for both Macintosh and
Windows-based computers; Wireless Mobile Labs that allows teachers and students to share iBook computers, a printer, and a wireless
network/Internet connection stored on a cart for mobility between classrooms; and three special Digital Media Studio solutions
designed for education, including one that is integrated into a mobile cart. Additionally, the Companyoffers one-to-one(1:1) learning
solutions, which are a complete solution typically consisting of an iBook portable system for every student and teacher along with a
wireless network connected to a central server.

The Company's PowerSchool® software product is a web-based student information system for K-12 schools and schooldistricts.
PowerSchool software products give school administrators and teachers the ability to easily and cost-effectively manage student records
and give parents real-time accessto track their children's performancevia the Internet. PowerSchooloffers the option of remote hosting
with an application service provider model.

Markets and Distribution

The Company's customersare primarily in the education,creative, consumer, and business markets. Apple customersare attracted to
Macintosh computers for a variety of reasons, including the reduced amountoftraining resulting from the Macintosh computer's
intuitive ease of use, advanced graphics capabilities, industrial design features of the Company's hardware products, and ability of
Macintosh computers to network and communicate with other computer systems and environments. Apple personal computers were
first introduced to education customers in the late 1970s. Over 16% of the Company's net sales in 2004 were through its U.S. education
channel, including sales to elementary and secondary schools, higher education institutions and individual customers.

The Companydistributes its products through wholesalers, resellers, national and regional retailers and cataloguers. No individual
customer accounted for more than 10% ofnetsales in 2004, 2003 or 2002. The Companyalso sells many ofits products and resells
certain third-party products in most of its major markets directly to consumers, education customers, and businesses throughits retail
stores in the U.S. and internationally, or through oneof its online stores around the world. Total direct and indirect sales transacted
through the Company's online stores totaled approximately $3.9 billion, $2.9 billion, and $2.4 billion for fiscal years 2004, 2003 and
2002, respectively.

Competition

The Companyis confronted by aggressive competition in all areas ofits business. The market for the design, manufacture, and sale of
personal computers and related software and peripheral products is highly competitive. This market continues to be characterized by
rapid technological advances in both hardware and software development, which have substantially increased the capabilities and
applicationsof these products, and have resulted in the frequent introduction of new products andsignificantprice,
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feature, and performance competition. Over the past several years, price competition in the market for personal computers has been
particularly intense. The Company's competitors whosell personal computers based on other operating systems have aggressively cut
prices and lowered their product margins to gain or maintain market share. The Company'sresults of operations and financial condition
have been, and in the future may continue to be, adversely affected by these and other industry-wide downward pressures on gross
margins.

The principal competitive factors in the market for personal computers include relative price/performance, product quality and
reliability, design innovation, availability of software, product features, marketing and distribution capability, service and support,
availability of hardware peripherals, and corporate reputation. Further, as the personal computer industry and its customers place more
reliance on the Internet, an increasing numberofInternet devices that are smaller, simpler, and less expensive than traditional personal
computers may compete for market share with the Company's existing products.

The Companyis currently taking and will continue to take steps to respond to the competitive pressures being placed onits personal
computersales as a result of innovations in competing platforms. The Company's future operating results and financial condition are

substantially dependenton its ability to continue to develop improvements to the Macintosh platform in order to maintain perceived
functional and design advantages over competing platforms.

The Company's initial success with the development of an end-to-end music offering, which includes the iTunes software, iTunes
Music Store and iPod digital music player, has already encouraged significant competition in this area from other companies, many of
whomhave greater financial, marketing, and manufacturing resources than those of the Company. The Companyanticipates that
competition will intensify requiring the Company to respond as hardware, software and content providers work more collaboratively to
offer integrated products that compete against the Company's offerings. The Company believes it maintains a competitive advantage by
moreeffectively integrating the entire end-to-end music solution, including the hardware (iPod), software (iTunes) and distribution of
third-party music content (iTunes Music Store).

Raw Materials

Although most components essential to the Company's business are generally available from multiple sources, certain key components
(including microprocessors and application-specific integrated circuits ("ASICs")) are currently obtained by the Companyfrom single
or limited sources. Some other key components, while currently available to the Company from multiple sources,are at times subject to
industry wide availability constraints and pricing pressures. In addition, the Company uses some components that are not common to
the rest of the personal computer and consumerelectronics industries, and new products introduced by the Companyoften initially
utilize custom components obtained from only one source until the Company has evaluated whetherthere is a need for, and
subsequently qualifies, additional suppliers. If the supply of a key or single-sourced component to the Company were to be delayed or
curtailed or in the event a key manufacturing vendor delays shipments of completed products to the Company, the Company's ability to
ship related products in desired quantities and in a timely manner could be adversely affected. The Company did experience such delays
during fiscal 2004, which resulted in the constrained availability of certain products. The Company's business and financial
performancecouldalso be adversely affected depending on the time required to obtain sufficient quantities from the original source, or
to identify and obtain sufficient quantities from an alternative source. Continued availability of these components may beaffected if
producers were to decide to concentrate on the production of common components instead of components customized to meet the
Company's requirements. The Company attempts to mitigate these potential risks by working closely with these and other key suppliers
on product introduction plans, strategic inventories, coordinated product introductions, and internal and external manufacturing
schedules and levels. Consistent with industry practice, the Company acquires components through a combination of formal purchase
orders, supplier
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contracts, and open orders based on projected demand information. Such purchase commitmentstypically cover the Company's
requirements for periods ranging from 30 to 130 days.

The Companybelieves there are several componentsuppliers and manufacturing vendors whoseloss to the Company could have a
material adverse effect upon the Company's business and financial position. At this time, such vendors include Agere Systems,Inc.,
Ambit Microsystems Corporation, ASUSTeK Corporation, ATI Technologies, Inc., Broadcom Corporation, Freescale
Semiconductor, Inc. (formerly the Semiconductor Products Segment of Motorola, Inc.), Hitachi Global Storage Technologies, Hon Hai
Precision Industry Co., Ltd., IBM Corporation,International Display Technology, Inventec Appliances Corporation, LG. Phillips
Co., Ltd., Matsushita, Mitsubishi Electric Corporation, NVIDIA Corp., Portal Player, Inc., Quanta Computer, Inc., Samsung
Electronics, Synaptics, Inc., and Toshiba Corporation.

Research and Development

_ Because the personal computerindustry is characterized by rapid technological advances, the Company's ability to compete
successfully is heavily dependent uponits ability to ensure a continuing and timely flow of competitive products and technologyto the
marketplace. The Company continues to develop new products and technologies and to enhance existing products in the areas of
hardware and peripherals, consumer electronic products, system software, applications software, networking and communications
software and solutions, and the Internet. The Company may expandthe rangeof its product offerings and intellectual property through
licensing and/or acquisition of third-party business and technology. The Company's research and development expenditures totaled
$489 million, $471 million, and $446 million in 2004, 2003, and 2002, respectively.

Patents, Trademarks, Copyrights and Licenses

The Companycurrently holds rights to patents and copyrights relating to certain aspects of its computer systems, iPods, peripherals and
software. In addition, the Companyhasregistered, and/or has applied to register, trademarks and service marks in the U.S. and a
numberof foreign countries for "Apple," the Apple logo, "Macintosh," and numerous other trademarks and service marks. Although the
Company believes the ownership of such patents, copyrights, trademarks and service marks is an importantfactor in its business and
that its success does dependin part on the ownership thereof, the Companyrelies primarily on the innovative skills, technical
competence, and marketing abilities of its personnel.

Manyof the Company's products are designed to include intellectual property obtained from third-parties. While it may be necessary in
the future to seek or renew licenses relating to various aspects of its products and business methods, the Companybelieves that, based
upon past experience and industry practice, such licenses generally could be obtained on commercially reasonable terms; however,
there is no guarantee that such licenses could be obtained at all. Because of technological changes in the computer industry, current
extensive patent coverage, and the rapidrate of issuance of new patents,it is possible certain components of the Company's products
and business methods may unknowingly infringe existing patents of others. The Company has from timeto time been notified thatit
may be infringing certain patents or other intellectual property rights of others.

Foreign and Domestic Operations and Geographic Data

The U.S.represents the Company's largest geographic marketplace. Approximately 59% of the Company's netsalesin fiscal 2004 came
from sales to customers inside the U.S. Final assembly of products sold by the Companyis conducted in the Company's manufacturing
facility in Cork, Ireland, and by external vendors in Fremont, California, Fullerton, California, Taiwan, Korea, the Netherlands, the
People's Republic of China, and the Czech Republic. Currently, manufacture of many of the components used in the Company's
products and final assemblyofsubstantially all of the Company's portable products including PowerBooks, iBooks, and the iPodare
performed by third-party vendors in Taiwan and China. Marginson sales ofApple products in foreign countries, and on sales of
products that include components obtained from foreign
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suppliers, can be adversely affected by foreign currency exchangerate fluctuations and by internationaltrade regulations, including
tariffs and antidumpingpenalties.

Information regarding financial data by geographic segmentis set forth in Part II, Item 8 of this Form 10-K in the Notes to
Consolidated Financial Statements at Note 11, "Segment Information and Geographic Data."

Seasonal Business

The Company hashistorically experienced increasednetsalesin its first and fourth fiscal quarters, compared to other quarters in its
fiscal year, due to seasonal demandrelated to the holiday season andthe school year, respectively. Past performance should not be
considered a reliable indicator of the Company's future net sales or financial performance.

Warranty

The Companyoffers a basic limited parts and labor warranty on its hardware products. The basic warranty period for hardware products
is typically one year from the date of purchase by the end-user. The Companyalsooffers a 90-day basic warranty for Appleservice
parts used to repair Apple hardware products. In addition, consumers may purchase extendedservice coverage on most Apple hardware
products in all of the Company's major markets.

Backlog

In the Company's experience, the actual amountofproduct backlogat any particular time is not a meaningful indication ofits future
business prospects. In particular, backlog often increases in anticipation of or immediately following new product introductions because
of over-ordering by dealers anticipating shortages. Backlog often is reduced once dealers and customers believe they can obtain
sufficient supply. Becauseof the foregoing, backlog should not be considered a reliable indicator of the Company's ability to achieve
any particular level of revenue or financial performance.

Environmental Laws

Compliance with federal, state, local, and foreign laws enacted for the protection of the environmenthasto date had no material effect
on the Company's capital expenditures, earnings, or competitive position. In the future, these laws could have a material adverse affect
on the Company.

Production and marketing of products in certain states and countries may subject the Company to environmentaland other regulations
including, in someinstances, the requirementthat the Company provide consumerswith the ability to return to the Companyproductat
the endofits usefullife, and place responsibility for environmentally safe disposal or recycling with the Company. Such laws and
regulations have recently been passed in several jurisdictions in which the Companyoperates, including various European Union
memberstates, Japan and California.In the future, these laws could have a material adverse affect on the Company.

Employees

Asof September25, 2004, Apple andits subsidiaries worldwide had 11,695 employees and an additional 1,731 temporary employees
and contractors.

Available Information

The Company's Annual Report on Form 10-K, Quarterly Reports on Form 10-Q, Current Reports on Form 8-K, and amendments to
reports filed pursuant to Sections 13(a) and 15(d)ofthe Securities Exchange Act of 1934, as amended,are available onits website at
http://www.apple.com/investor when suchreports are available on the U.S. Securities and Exchange Commission (SEC) website. The
public may read and copy any materials filed by the Company with the SEC at the SEC's Public Reference Room at 450 Fifth Street,
NW,Washington, DC 20549. The public may obtain information on the operation of
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the Public Reference Room by calling the SEC at 1-800-SEC-0330. The SEC maintainsan Internetsite that contains reports, proxy and
information statements and other information regarding issuersthat file electronically with the SEC at http:/Avww.sec.gov. The contents
of these websites are not incorporated into this filing. Further, the Company's references to the URLsfor these websites are intended to
be inactive textual references only.

Item 2. Properties

The Company's headquarters are located in Cupertino, California. The Company has manufacturing facilities in Cork,Ireland. As of
September 25, 2004, the Company leased approximately 3.3 million square feet of space, primarily in the U.S., and to a lesser extent, in
Europe, Japan, and the Asia Pacific region. The major facility leases are for terms of 5 to 10 years and generally provide renewal
options for termsof2 to 5 additional years. Leased space includes 660,000 square feet of retail space, a majority of whichis in the U.S.
Lease termsforretail space range from 5 to 16 years, the majority of which are for 10 years, and often contain multi-year renewal
options.

The Company ownsits manufacturing facility in Cork, Ireland, which has approximately 352,000 square feet. The Cork facility also
houses a customer support call center. The Company also owns a 752,000 square-footfacility in Sacramento, California, which has a
customer support call center and is used for warehousingand distribution. In addition, the Company owns approximately 942,000
square feet offacilities located in Cupertino, California, used for research and development and corporate functions. Outside the U.S.,
the Company ownsadditionalfacilities totaling approximately 169,000 squarefeet.

The Company believesits existing facilities and equipment are well maintained and in good operating condition. The Companyhas
invested in internal capacity and strategic relationships with outside manufacturing vendors, and therefore believes it has adequate
manufacturing capacity for the foreseeable future. The Company continues to make investments in capital equipment as needed to meet
anticipated demandforits products.

Item 3. Legal Proceedings

The Companyis subject to various legal proceedings andclaimsthat are discussed below. The Companyis also subject to certain other
legal proceedings and claims that havearisen in the ordinary course of business and which have not been fully adjudicated. In the
opinion of management, the Companydoesnothavea potentialliability related to any currentlegal proceedings andclaimsthat would
individually or in the aggregate have a material adverse effect on its financial condition, liquidity or results of operations. However, the
results of legal proceedings cannot bepredicted with certainty. Should the Company fail to prevail in any of these legal matters or
should several of these legal matters be resolved against the Company in the same reporting period, the operating results of a particular
reporting period could be materially adversely affected. The Company settled certain matters in 2004, which did notindividually or in
the aggregate have a material impact on the Company's results of operations.

Antor Media Corporation v. Apple Computer, Inc., et al.

Plaintiff Antor Media filed this action on September5, 2003 in the United States District Court in the Eastern District of Texas alleging
infringement by the Company andother defendants of U.S. patent 5,754,961 relating to a "Method and Apparatus for Transmitting
Information Recorded on Information Storage Means from a Central Server to Subscribers via a High Data Rate Digital
Telecommunications Network." The complaint seeks unspecified damages and other relief. The Company has answered the complaint,
denying all allegations and asserting numerous affirmative defenses. The Companyalso asserted counterclaims requesting declaratory
judgmentfor non-infringement and invalidity. Trial is set for March 2005. The Court held a Markman hearing on September 16, 2004
buthas not yet issued a ruling.
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Apple Corps Ltd. v. Apple Computer, Inc.; Apple Computer, Inc. v. Apple Corps Ltd.

Plaintiff Apple Corpsfiled this action on July 4, 2003 in the High Courtof Justice, Chancery Division, in London alleging that the
Companyhas breached a 1991 agreementthat resolved earlier trademark litigation between the parties regarding use of Apple marks.
Plaintiff seeks an injunction, unspecified damagesandotherrelief. The Company filed a motion on October 13, 2003, challenging
jurisdiction in the UK, but the Court denied the motion on April 7, 2004. The Company filed an appeal of the Court's decision but
subsequently withdrew the appeal and is preparing its defense in this matter.

On October 8, 2003, the Companyfiled a lawsuit in the United States District Court for the Northern District of California requesting a
declaratory judgmentthat the Company has not breached the 1991 agreement. Apple Corps challenged jurisdiction in the California
case but the Court denied that challenge on March 25, 2004. Apple Corps subsequently prevailed on a motionto stay the California
case during the pendency of the UK action. The Company has dismissed the California lawsuit without prejudice.

Cagney v. Apple Computer, Inc.

Plaintiff filed this purported class action on January 9, 2004 in Los Angeles County Superior Court, alleging impropercollection of
sales tax in transactions involving mail-in rebates. The complaint alleges violations of California Civil Code Section 17200 (unfair
competition) and seeks unspecified damages and otherrelief. The Company was served on January 21, 2004,andfiled an answer on
February 20, 2004, denying all allegations andasserting numerousaffirmative defenses. The Company is investigating these
allegations. The Companyfiled a motion to disqualify Plaintiff's counsel, which the Court denied. The Companyfiled a petition for a
writ of mandate with respect to this ruling and the Court of Appeal has issued an order to show cause as to why the writ should not
issue. Plaintiffs lead counsel subsequently withdrew. The hearing on the show cause orderis scheduled for January 29, 2005. The
Companyalso has obtained an opinion onthetax issue from the State Board of Equalization.

Compression Labs, Inc. v. Apple Computer, Inc., et al.; Apple v. Compression Labs, Inc., et al.

Plaintiff Compression Labs, Inc.filed this patent infringement action on April 22, 2004 against the Company and twenty-seven other
defendants in the United States District Court for the Eastern District of Texas, Marshall Division,alleging infringement of U.S. patent
4,698,672. Plaintiff alleges that the Companyinfringes the patent by complying with the JPEG standard as defined by CCITT
Recommendation T.81 entitled "Information Technology—Digital Compression and Coding of Continuous Tone Still Images—
Requirements and Guidelines.” Plaintiff seeks unspecified damages andotherrelief. The Company is investigating this claim.
Defendants have filed a motion to dismissor, in the alternative, to transfer the case to Delaware. The case is in discovery andtrialis
expected in October 2005. On July 2, 2004, the Company andseveral other defendants in the Texas action filed a lawsuit in the United
States District Court in Delaware requesting declaratory judgment of noninfringement, invalidity, implied license and unenforceability
with respectto the '672 patent. Additional actions regarding this patent have been filed in other jurisdictions. A petition has been filed
with the Panel on Multi-District Litigation (MDL), seeking coordination and transferofall of these cases to one court for pre-trial
proceedings.

Craft v. Apple Computer, Inc. (filed December 23, 2003, Santa Clara County Superior Court), Chin v. Apple Computer, Inc. (filed
December 23, 2003, San Mateo County Superior Court); Hughes v. Apple Computer, Inc. (filed December 23, 2003, Santa Clara
County Superior Court); Westley v. Apple Computer, Inc. (filed December 26, 2003, San Francisco County Superior Court), Keegan v.
Apple Computer, Inc. (filed December 30, 2003, Alameda County Superior Court); Wagya v. Apple Computer, Inc. (filed February 19,
2004, Alameda County Superior Court); Yamin v. Apple Computer, Inc. (filed February 24, 2004, Los Angeles County Superior Court);
Kieta v. Apple Computer, Inc. (filed July 8, 2004, Alameda County Superior Court)

Eight separate plaintiffs filed purported class action cases in various California courts alleging misrepresentations by the Company
relative to iPod battery life. The complaints include causes of action
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for violation of California Civil Code Section 17200 (unfair competition), the Consumer Legal Remedies Action ("CLRA") and claims
for false advertising, fraudulent concealment and breach of warranty. The complaints seek unspecified damages and otherrelief. The
Companyis investigating these claims. The cases have been consolidated in San Mateo County andPlaintiffs have filed a consolidated
complaint.

In addition, a similar complaint relative to iPod battery life, Mosley v. Apple Computer, Inc. was filed in Westchester County, New
York on June 23, 2004 alleging violations of New York General Business Law Sections 349 (unfair competition) and 350 (false
advertising). The Company removedthe case to Federal Court and Plaintiff filed a motion for remand, which the Court has notyet
decided.

Davis v. Apple Computer, Inc.

Plaintiff filed this purported class action in San Francisco County Superior Court on December5, 2002,alleging that the Company
engaged in unfair and deceptive businesspractices relating to its AppleCare Extended Service and Warranty Plan.Plaintiff asserts
causes ofaction for violation of the California Business and Professions Code §17200 and §17500, breach of the Song-Beverly
Warranty Act, intentional misrepresentation and concealment. Plaintiff requests unspecified damages andotherrelief. The Company
filed a demurrer and motion to strike which were granted, in part, and Plaintiff filed an amended complaint. The Company filed an
answer on April 17, 2003 denying all allegations and asserting numerousaffirmative defenses. Plaintiff subsequently amendedits
complaint. On October 29, 2003, the Companyfiled a motion to disqualify Plaintiff's counsel in his role as counsel to the purported
class and to the general public. The Court granted the motion, but allowed Plaintiff to retain substitute counsel. Plaintiff did engage new
counsel for the general public, but not for the class. The Company movedto disqualify Plaintiff's new counsel and to have the Court
dismiss the general public claims for equitable relief. The Court declined to disqualify Plaintiff's new counsel or to dismiss the
equitable claims, but did confirm that the class action claims are dismissed. The case is stayed pending an appeal.

East Texas Technology Partners LP v. Apple Computer, Inc.

Plaintiff filed this patent infringement action on January 23, 2004 in the United States District Court in the Eastern District of Texas
alleging infringement by the Company and seven other defendants ofU.S. patent 6,574,239 relating to "Virtual Connection of a Remote
Unit to a Server." The complaint seeks unspecified damages andotherrelief. The Plaintiff's law firm withdrew from the case because of
a conflict of interest and dismissed the complaint without prejudice. The case wasre-filed on February 10, 2004 in the Northern District
ofTexas by a new law firm. The Companyreceived service of the new complaint on May 17, 2004 andfiled a response on August6,
2004, denyingall allegations and asserting numerousaffirmative defenses. The Companyis investigating this claim, and the caseis in
discovery.

Gobeli Research Ltd. v. Apple Computer, Inc., et al.

Plaintiff Gobeli Research Ltd.filed this patent infringement action against the Company and Sun Microsystems, Inc. on April 15, 2004
in the United States District Court for the Eastern District of Texas, Marshall Division,alleging infringement ofU.S. patent 5,418,968
related to a "System and MethodofControlling Interrupt Processing.” Plaintiff alleges that the Company's Mac OS 9 and Mac OS X
operating systems infringe Plaintiff's patent. Plaintiff seeks unspecified damages and otherrelief. The Company has answered the
complaint, denying all allegations and asserting numerous defenses. The Companyis investigating this claim.

Goldberg, et al. v. Apple Computer, Inc., et al. (f-k.a. "Dan v. Apple Computer, Inc.")

Plaintiffs filed this purported class action on September 22, 2003 in Los Angeles County Superior Court against the Company and other
members of the industry on behalf of an alleged nationwide class ofpurchasers of certain computer hard drives. The case alleges
violations of Civil Code Section 17200 (unfair competition), the Consumer Legal Remedies Act ("CLRA") and false advertising related
to the size of the drives. Plaintiffs allege that calculation ofhard drive size using the decimal method misrepresents the
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actual size of the drive. The complaint seeks unspecified damagesandotherrelief. Plaintiff filed an amended complaint on March 30,
2004 and the Company filed an answer on September 23, 2004, denyingall allegations and asserting numerousaffirmative defenses.
The Companyis investigating this claim. The parties are conducting discovery related to class certification.

Hawaii Structural Iron Workers and Pension Trust Fund v. Apple Computer, Inc. and Steven P. Jobs; Young v. Apple Computer, Inc.,
et al.; Hsu v. Apple ComputerInc., etal.

Beginning on September 27, 2001, three shareholderclass action lawsuits werefiled in the United States District Court for the Northern
District of California against the Company and its Chief Executive Officer. These lawsuits are substantially identical, and purport to
bring suit on behalf of persons who purchased the Company's publicly traded commonstock between July 19, 2000, and September 28,
2000. The complaints allege violations of the 1934 Securities Exchange Act and seek unspecified compensatory damages and other ,
relief. The Companyfiled a motion to dismiss on June 4, 2002, which was heard by the Court on September 13, 2002. On
December 11, 2002, the Court granted the Company's motionto dismiss for failure to state a cause of action, with leave to Plaintiffs to
amend their complaint within thirty days. Plaintiffs filed their amended complaint on January 31, 2003, and on March 17, 2003, the
Companyfiled a motion to dismiss the amended complaint. The Court heard the Company's motion on July 11, 2003 and dismissed
Plaintiffs’ claims with prejudice on August 12, 2003. Plaintiffs have appealed the ruling.

Honeywell International, Inc., et al. v. Apple Computer, Inc., et al.

Plaintiffs Honeywell International, Inc. and Honeywell Intellectual Properties, Inc. filed this action on October 6, 2004 in the United
States District Court in Delaware alleging infringement by the Company and other defendants of U.S. patent 5,280,371 entitled
"Directional Diffuser for a Liquid Crystal Display." Plaintiffs seek unspecified damages and otherrelief. The Companyis investigating
this claim in connection with preparing its response to the complaint.

MacTech Systems v. Apple Computer, Inc.; Macadam v. Apple Computer, Inc.; Computer International, Inc. v. Apple Computer, Inc.;
Elite Computers and Software, Inc. v. Apple Computer, Inc.; The Neighborhood Computer Store v. Apple Computer, Inc. (all in Santa
Clara County Superior Court)

Fiveresellers have filed similar lawsuits against the Company for various causesof action including breach ofcontract, fraud, negligent
and intentional interference with economicrelationship, negligent misrepresentation, trade libel, unfair competition and false
advertising. Plaintiffs request unspecified damages andother relief. The Company answered the Computer International complaint on
November 12, 2003 denyingall allegations and asserting numerousaffirmative defenses. Theparties are in discovery in that case. The
Company expects the other four plaintiffs to file amended complaints. On October1, 2003, one of the resellers, Macadam, was
deauthorized as an Apple reseller. Macadam filed a motion for a temporary orderto reinstate it as a reseller, which the Court denied.
The Court denied Macadam's motion for a preliminary injunction on December 19, 2003.

Teleshuttle Technologies, LLC and BTG International Inc. v. Microsoft andApple Computer, Inc.

Plaintiffs filed this case on July 20, 2004 in United States District Court for the Northern District of California alleging infringement of
U.S. patent 6,557,054, entitled "Method and System for Distributing Updates by Presenting Directory of Software Available for User
Installation That is Not Already Installed on User Station." Plaintiffs seek unspecified damages and otherrelief. Plaintiffs filed an
amended complaint on September 7, 2004, adding a second patent, US patent 6,769,009 entitled "Method and System for Selecting a
Personalized Set of Information Channels." The Companyfiled an answer on October 18, 2004, denyingall allegations and asserting
numerousaffirmative defenses.

VirginMega/French Competition Council

On June 28, 2004, VirginMegafiled a complaint with the French Competition Council against Apple Computer France. VirginMega
sought "interim measures," requiring the Companyto license its FairPlay
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digital rights management ("DRM") technology to VirginMegaandall other interested parties within thirty days. A hearing on
VirginMega's request for interim measures took place on October 19, 2004. On November 9, 2004, the French Competition Council
issued a decision denying VirginMega's request for interim measures and rejecting VirginMega's complaint.

Item 4. Submission of Matters to a Vote of Security Holders

No matters were submitted to a vote of security holders during the fourth quarter of the Company's fiscal year ended September 25,
2004.
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PART II

Item 5. Market for the Registrant's Common Equity, Related Shareholder Matters and Issuer Purchases of Equity Securities

(a) Stock Market Information

The Company's commonstockis traded on the over-the-counter market and is quoted on the NASDAQNational Market underthe
symbol AAPL,on the Tokyo Stock Exchange (TSE) under the symbol APPLE,and on the Frankfurt Stock Exchange under the symbol
APCD. On November 17, 2004, the Companyfiled an application with the TSEto delist the Company's shares from trading on the
TSE. As ofNovember 19, 2004, there were 28,518 shareholders of record.

The Companydid not pay cash dividendsin either fiscal 2004 or 2003. The Company anticipatesthat, for the foreseeable future,it will
retain any earnings for use in the operation ofits business. Theprice range per share of commonstock presented below represents the
highest and lowest closing prices for the Company's commonstock on the NASDAQ National Market during each quarter.

Fourth Quarter Third Quarter Second Quarter First Quarterbeoennseomncrane 2 EON

Fiscal 2004 price range per common share $38.01-$29.14 $33.70-$25.78

     

$27.68-$21.15 $24.82-$19.70

Fiscal 2003 price range per common share $23.10-$19.06 $19.29-$13.12 $15.27-$13.80 $17.22-$13.59

(b) Related Shareholder Matters

None.

(c) Issuer Purchases of Equity Securities

In July 1999, the Company's Board of Directors authorized a plan for the Company to repurchase up to $500 million of its common
stock. During the fourth quarter of 2001, the Companyentered into a forward purchase agreementto acquire 1.5 million sharesofits
commonstock in September of 2003 at an average price of $16.64 per share fora total cost of $25.5 million. In August 2003, the
Companysettled this agreementpriorto its maturity, at which time the Company's commonstock had a fair value of $22.81. Since
inception of the stock repurchaseplan, the Company has repurchaseda total of 6.55 million shares at a cost of $217 million. The
Company wasauthorized to repurchase up to an additional $283 million of its commonstock as of September 25, 2004. The Company
did not repurchase any shares of its common stock during the fourth quarteroffiscal 2004.

Item 6. Selected Financial Data

The following selected financial information has been derived from the audited consolidated financial statements. The information set
forth below is not necessarily indicative of results of future operations, and should be read in conjunction with Item 7, "Management's
Discussion and Analysis of Financial Condition and Results of Operations" and the consolidated financial statements and related notes
thereto included in
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Item 8 of this Form 10-Kin orderto fully understand factors that mayaffect the comparability of the information presented below.

Five fiscal years ended September25, 2004
Gn millions, except share and per share amounts) 2004 2003 2002 2001 2000

Netsales $ 8,279 $ 6,207 $ 5,742 § 5,363 $ 7,983
Net income(loss) $ 276 $ 69 §$ 65 $ (25) $ 786
Earnings (loss) per commonshare:

Basic $ 0.74 §$ 0.19 §$ 0.18 §$ (0.07) $ 2.42
Diluted ‘$ 0.71 §$ 0.19 $§$ 0.18 §$ (0.07) $ 2.18

Cash dividends declared per common share $ — $ — $ — §$ — $ —
Shares used in computing earnings (loss) per share
(in thousands):

Basic 371,590 360,631 355,022 345,613 324,568
Diluted 387,311 363,466 361,785 345,613 360,324

Cash, cash equivalents, and short-term investments $ 5,464 § 4,566 $ 4337 $ 4,336 §$ 4,027
Total assets $ 8,050 §$ 6,815 § 6,298 $ 6,021 $ 6,803
Long-term debt (including current maturities) $ — $ 304 $ 316 $ 317 §$ 300

Totalliabilities $ 2,974 $ 2,592 §$ 2,203 $ 2,101 $ 2,696
Shareholders’ equity 3 5,076 §$ 4,223 $§$ 4,095 §$ 3,920 $ 4,107

Netgains before taxes related to the Company's non-current debt and equity investments of $4 million, $10 million, $75 million, and
$367 million were recognized in 2004, 2003, 2001, and 2000, respectively. A net loss before taxes related to the Company's non-current
debt and equity investments of $42 million was recognized in 2002. In 2002, the Company acquired Emagic resulting in a charge of
approximately $1 million for acquired in-process technologies with no alternative future use. The Company recognized a similar charge
of $11 million in 2001 related to its acquisition of PowerSchool. Net charges related to Companyrestructuring actions of $23 million,
$26 million, $30 million, and $8 million were recognized in 2004, 2003, 2002, and 2000, respectively. During 2000, the Company
recognized the cost of a special executive bonus for the Company's Chief Executive Officer for past services in the form of an aircraft
with a total cost to the Companyof approximately $90 million. In 2002,ofthe original $90 million accrual, $2 million remained
unspent and was reversed. In 2003, settlement of the Company's forward stock purchase agreementresulted in a gain of $6 million.
Favorable cumulative-effect type adjustments,net of taxes, of $1 million and $12 million were recognized in 2003 and 2001,
respectively.

Item 7. Management's Discussion and Analysis of Financial Condition and Results of Operations

This section andotherparts ofthis Form 10-K containforward-looking statements that involve risks and uncertainties. Forward-
looking statements can also be identified by words such as "anticipates," "expects," "believes," "plans," "predicts," and similar terms.
Forward-looking statements are not guarantees offuture performance and the Company's actualresults may differ significantlyfrom
the results discussed in theforward-looking statements. Factors that might cause such differences include, but are notlimitedto, those
discussed in the subsectionentitled "Factors That May Affect Future Results and Financial Condition" below. Thefollowing discussion
should be read in conjunction with the consolidatedfinancial statements and notes thereto included in Item 8 ofthis Form 10-K.All
information presentedherein is based on the Company'sfiscal calendar. The Company assumes noobligation to revise or update any
forward-looking statementsfor any reason, except as required by law.

Executive Overview

Apple designs, manufactures and markets personal computers andrelated software, services, peripherals and networking solutions. The
Companyalso designs, develops and marketsa line of portable digital music
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players along with related accessories and services includingthe online distribution of third-party music and audio books. The
Company's products and services include the Macintosh line of desktop and notebook computers, the iPod digital music player, the
Xserve server and Xserve RAID storage products, a portfolio of consumer andprofessional software applications, the Mac OS X
operating system, the online iTunes MusicStore, a portfolio ofperipherals that support and enhance the Macintosh and iPod product
lines, and a variety of other service and support offerings. The Companysells its products worldwide throughits online stores, its own
retail stores,its direct sales force, and third-party wholesalers, resellers and value addedresellers. In addition, the Companysells a
variety of third-party Macintosh compatible products, including computer printers and printing supplies, storage devices, computer
memory, digital video and still cameras, personaldigital assistants, and various other computing products and supplies throughits
online andretail stores. The Companysells to education, consumer, creative professional, business and government customers. A
further description of the Company's products maybe foundin Part I, Item 1 of this document under the heading "Business."

The Company's business strategy leveragesits unique ability, through the design and developmentofits own operating system,
hardware and many software applications and technologies, to bring to its customers around the world compelling new products and
solutions with superior ease-of-use, seamless integration and innovativeindustrial design.

The Companyparticipates in several highly competitive markets, including personal computers with its Macintosh line of computers,
consumerelectronics with its iPod line of digital music players and distribution of third-party digital music throughits online iTunes
Music Store. While the Company is widely recognized as an innovator in the personal computer marketas wellas a leaderin the
emerging market for distribution of digital music, these are highly competitive markets that are subject to aggressive pricing and
increased competition. In order to remain competitive, the Company believes that increased investment in research and development
(R&D)is necessary in order to maintain and extendits position in the markets where it competes. The Company's R&D spendingis
focused on delivering timely updates and enhancementstoits existing line of personal computers, displays, operating systems, software
applications and portable music players; developing new digitallifestyle consumer and professional software applications; and
investing in new productareas such as rack-mountservers, RAID storage systems, and wireless technologies.

The Companyutilizes a variety of direct and indirect distribution channels. The Companybelievesthat sales ofits innovative and
differentiated products are enhanced by knowledgeable salespersons who can convey the value of the hardware, software and peripheral
integration, demonstrate the unique digital lifestyle solutions that are available only on Macintosh computers, and demonstrate the
seamless compatibility of the Macintosh with the Windowsplatform and networks. The Company further believes that providing a
high-quality sales and after-sales support experienceiscritical to attracting and retaining customers. To ensure a high-quality buying
experiencefor its products in which service and education are emphasized, the Company has expandedand improvedits distribution
capabilities by opening its ownretailstores in the U.S.and internationally. The Company had 86 stores open as of September 25, 2004.

The Companyhasalso staffed selected third-party stores with the Company's own employeesto improve the buying experience through
reseller channels. The Company has deployed Apple employeesin reseller locations around the world including the U.S., Europe, Japan
and Australia. The Companyalso sells to customers direct through oneofits online stores around the world.

To improvethe accessibility of its iPod product line, the Companyhassignificantly expanded the numberofdistribution points where
iPods are sold. The iPod product line can now be purchased in departmentstores, discountstores and specialty music and audio-visual
stores.

 

http://www.sec.gov/Archives/edgar/data/320193/000104746904035975/a2147337z10-k.htm 8/27/2010



Page 27 of 122

Critical Accounting Policies and Estimates

The preparation of financial statements andrelated disclosures in conformity with U.S. generally accepted accounting principles and the
Company's discussion and analysis ofits financial condition and results of operations require the Company's management to make
judgments, assumptions, and estimates that affect the amounts reported in its consolidated financial statements and accompanying
notes. Note 1 of the Notes to Consolidated Financial Statements of this Form 10-K describes the significant accounting policies and
methods used in the preparation of the Company's consolidated financial statements. Managementbases its estimates on historical
experience and on various other assumptionsit believes to be reasonable under the circumstances, the results of which form the basis
for making judgments aboutthe carrying valuesofassets and liabilities. Actual results may differ from these estimates and such
differences may be material.

Managementbelieves the Company's critical accounting policies and estimates are those related to revenue recognition, allowance for
doubtful accounts, inventory valuation and exposuresrelated to inventory purchase commitments, valuation of long-lived assets
including acquired intangibles, warranty costs, and income taxes. Managementbelieves these policies to be critical because they are
both importantto the portrayal of the Company's financial condition and results, and they require management to make judgments and
estimates about matters that are inherently uncertain. The Company's senior managementhas reviewedthese critical accounting policies
andrelated disclosures with the Audit and Finance Committee of the Company's Board ofDirectors.

Revenue Recognition

Netsales consist primarily of revenue from thesale of products (i.e., hardware, software, and peripherals), and extended warranty and
support contracts. The Company recognizes revenue pursuant to applicable accounting standards, including Statement of
Position (SOP) No. 97-2, Software Revenue Recognition, as amended, and Securities and Exchange Commission (SEC)Staff
Accounting Bulletin (SAB) No. 104, Revenue Recognition.

The Company recognizes revenue whenpersuasive evidence of an arrangementexists, delivery has occurred, the sales price is fixed or
determinable, and collection is probable. Product is considered delivered to the customer onceit has been shipped,andtitle and risk of
loss have beentransferred. For most of the Company's productsales, these criteria are metat the time the productis shipped. For online
sales to individuals, for some sales to education customersin the U.S., and for certain other sales, the Company defers revenue until the
customerreceives the product because the Companylegally retains a portion of the risk of loss on these sales during transit. If at the
outset of an arrangement the Company determines the arrangementfee is not, or is presumednotto be, fixed or determinable, revenue
is deferred and subsequently recognized as amounts become due and payable.

The Companyrecords reductions to revenue for estimated commitments related to price protection and for customerincentive
programs, including reseller and end-user rebates, and other sales programs and volume-basedincentives. The estimated cost of these
programs is accrued as a reduction to revenuein the period the Companyhas sold the product and committed to a plan. The Company

. also records reductions to revenue for expected future product returns based on the Company's historical experience. Future market
conditions and producttransitions may require the Company to increase customer incentive programs and incur incremental price
protection obligations that could result in additional reductions to revenueat the time such programsare offered. Additionally, certain
customer incentive programs require management to estimate the number of customers who will actually redeem the incentive based on
historical experience and the specific terms and conditionsofparticular incentive programs.If a greater than estimated proportion of
customers redeem such incentives, the Company would be required to record additional reductions to revenue, which could have a
material adverse impact on the Company's results of operations.
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Allowancefor Doubtful Accounts

The Companydistributes its products through third-party resellers and directly to certain education, consumer, and commercial
customers. The Company generally does not require collateral from its customers. However, when possible the Company does attempt
to limit credit risk on trade receivables with credit insurance for certain customers in Latin America, Europe and Asia and by arranging
with third-party financing companies to provide flooring arrangements andother loan andlease programs to the Company's direct
customers. These credit-financing arrangements are directly between the third-party financing company and the end customer. As such,
the Company generally does not assumeany recourseorcredit risk sharing related to any of these arrangements. However, considerable
trade receivables that are not coveredby collateral, third-party flooring arrangements,or credit insurance are outstanding with the
Company's distribution and retail channel partners.

The allowance for doubtful accounts is based on management's assessmentofthe collectibility of specific customer accounts and
includes consideration of the credit worthiness and financial condition of those specific customers. The Company records an allowance
to reduce the specific receivables to the amountthat is reasonably believed to be collectible. The Companyalso records an allowance
for all other trade receivables based on multiple factors includinghistorical experience with bad debts, the general economic
environment, the financial condition of the Company's distribution channels, and the aging of such receivables.If there is a
deterioration of a major customer's financial condition,if the Company becomes awareofadditional information related to the credit
worthiness of a major customer, or if future actual default rates on trade receivables in general differ from those currently anticipated,
the Company mayhaveto adjustits allowance for doubtful accounts, which would affect earnings in the period the adjustments are
made.

Inventory Valuation and Inventory Purchase Commitments

The Company mustorder components for its products and build inventory in advance ofproduct shipments. The Companyrecords a
write-down for inventories of components and products, including third-party products held for resale, which have becomeobsolete or
are in excess of anticipated demandor net realizable value. The Company performs a detailed review of inventory each period that
considers multiple factors including demandforecasts, productlife cycle status, product developmentplans, current sales levels, and
componentcost trends. The personal computer industry is subject to a rapid and unpredictable pace of product and component
obsolescence and demand changes.If future demand or market conditions for the Company's products are less favorable than forecasted .
or if unforeseen technological changes negatively impactthe utility of component inventory, the Company may be required to record
additional write-downs which would negatively affect gross margins in the period when the write-downsare recorded.

The Company accruesnecessary reserves for cancellation fees related to componentorders that have been cancelled. Consistent with
industry practice, the Company acquires components through a combination of formal purchase orders, supplier contracts, and open
orders based on projected demandinformation. These commitments typically cover the Company's requirements for periods ranging
from 30 to 130 days. If there is an abrupt and substantial decline in demand for one or more of the Company's products or an
unanticipated changein technological requirements for any of the Company's products, the Company may berequired to record
additional reserves for cancellation fees that would negatively affect gross margins in the period when the cancellation fees are
identified.

Valuation ofLong-Lived Assets Including Acquired Intangibles

The Company reviewsproperty, plant, and equipmentand certain identifiable intangible assets for impairment when events or changes
in circumstances indicate the carrying amountof such an asset may not be recoverable. Recoverability of these assets is measured by
comparison oftheir carrying amountto future undiscounted cash flowsthe assets are expected to generate. If such assets are considered
to be impaired, the impairment to be recognized in earnings equals the amount by which the carrying value of
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the assets exceeds their fair market value. Although the Company has recognized no material impairment adjustments relatedto its
property, plant, and equipmentoridentifiable intangibles during the past three fiscal years, except those madein conjunction with
restructuring actions, deterioration in the Company's business in a geographic region or business segmentin the future, including
deterioration in the performanceofindividualretail stores, could lead to such impairmentadjustments in future periods in which such
business issuesare identified.

In accordance with Statement of Financial Accounting Standards (SFAS) No. 142, Goodwill and Other Intangible Assets, the Company
performs a review of goodwill for impairment annually, or earlier if indicators ofpotential impairment exist. The review of goodwill for
potential impairmentis highly subjective and requiresthat: (1) goodwill be allocated to various reporting units of the Company's
business to whichit relates; (2) the Company estimate thefair value of those reporting units to which the goodwill relates; and (3) the
Company determine the book valueof those reporting units. If the estimated fair value of reporting units with allocated goodwill is
determinedto beless than their book value, the Company is required to estimate the fair value ofall identifiable assets and liabilities of
those reporting units in a manner similar to a purchaseprice allocation for an acquired business. This requires independentvaluation of
certain internally developed and unrecognized assets including in-process research and developmentand developed technology. Once
this process is complete, the amount of goodwill impairment, if any, can be determined.

Based on the Company's estimates as of September 25, 2004 there was no impairment of goodwill. However, changes in various
circumstancesincluding changes in the Company's market capitalization, changes in the Company's forecasts, and changesin the
Company's internal business structure could cause one or more of the Company's reporting units to be valued differently thereby
causing an impairmentof goodwill. Additionally, in response to changesin the personal computer industry and changesin global or
regional economic conditions, the Company maystrategically realign its resources and considerrestructuring, disposing, or otherwise
exiting businesses, which could result in an impairmentofproperty, plant, and equipment, identifiable intangibles, or goodwill.

Warranty Costs

The Companyprovidescurrently for the estimated cost for product warranties at the time the related revenueis recognized based on
historical and projected warranty claim rates, historical and projected cost-per-claim, and knowledge ofspecific productfailures that are
outside of the Company's typical experience. Each quarter, the Company reevaluatesits estimates to assess the adequacy ofits recorded
warrantyliabilities considering the size ofthe installed base of products subject to warranty protection, and adjusts the amounts as
necessary. If actual productfailure rates or repair costs differ from estimates, revisions to the estimated warrantyliability would be
required and could negatively affect the Company's results of operations.

Income Taxes

The Companyrecords a tax provision for the anticipated tax consequencesofthe reported results of operations. In accordance with
SFAS No. 109, Accountingfor Income Taxes, the provision for income taxes is computed using the asset and liability method, under
which deferred tax assets andliabilities are recognized for the expected future tax consequences of temporary differences between the
financial reporting and tax basesofassets andliabilities, and for operating losses and tax credit carryforwards. Deferred tax assets and
liabilities are measured using the currently enacted tax rates that apply to taxable incomein effect for the years in which those tax assets
are expected to berealized or settled. The Company recordsa valuation allowance to reduce deferred tax assets to the amountthatis
believed more likely than notto be realized.

Managementbelievesit is more likely than not that forecasted income, including incomethat may be generatedas a result of certain tax
planningstrategies, together with the tax effects of the deferred tax
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liabilities, will be sufficientto fully recover the remaining deferred tax assets. In the eventthatall or part of the net deferred tax assets
are determinednotto berealizablein the future, an adjustmentto the valuation allowance would be charged to earnings in the period
such determination is made. Similarly, if the Company subsequently realizes deferred tax assets that were previously determinedto be
unrealizable, the respective valuation allowance would bereversed, resulting in a positive adjustmentto earningsor a decrease in
goodwill in the period such determination is made. In addition, the calculation oftax liabilities involves significant judgment in
estimating the impact of uncertainties in the application of complex tax laws. Resolution of these uncertainties in a manner inconsistent
with management's expectations could have a material impact on the Company's results of operations and financial position.

Net Sales

-Net sales and Macintoshunit sales by operating segmentand netsales and unit sales by product follow (netsales in millions and
Macintosh unit sales in thousands):

 

 

2004 Change 2003 Change 2002

Net Sales by OperatingSegment:
Americas netsales $ 4,019 26 % §$ 3,181 2% § 3,131
Europenet sales 1,799 37 % 1,309 5% 1,251
Japan net sales 677 (3)% 698 (2)% 710
Retail net sales 1,185 91 % 621 119 % 283
Other segments net sales (a) 599 51 % 398 8 %
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367

 

 

 

 

Total net sales $ 8,279 33 % $ 6,207

Unit Sales by Operating Segment:
Americas Macintosh unit sales 1,682 4% 1,620 (6)% 1,728
Europe Macintosh unit sales 773 13 % 684 (5)% 722
Japan Macintosh unit sales 291 (14)% 339 (12)% 386
Retail Macintosh unit sales 314 68 % 187 103 % 92
Other segments Macintosh unit sales (a) 230 26 % 182 5% 173

Total Macintosh unit sales 3,290 9% 3,012
sae ae SEEOe

Net Sales by Product:
Power Macintoshnet sales (b) $ 1,419 15 % $ 1,237 (10)% $ 1,380
PowerBooknetsales 1,589 22 % 1,299 56 % 831
iMacnetsales (c) 954 (23)% 1,238 (15)% 1,448
iBook netsales 961 34 % N17 (18)% 875

Total Macintoshnet sales 4,923 10 % 4,491 )% 4,534

iPod 1,306 279 % 345 141 % 143
Other Music Products (d) 278 672 % 36 800 % 4
Peripherals and Other Hardware (e) 951 38 % 691 31% 527
Software (f) 502 39 % 362 18 % 307
Service and other sales 319 13 % 282 24 % 227

Total net sales $ 8,279 33 % 6,207 8% $ 5,742
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PowerBookunit sales 785 30 % 604 69 % 357
iMac unitsales (c) 916 (16)% 1,094 (16)% 1,301
iBook unit sales 880 36 % 647 (4)% 677

Total Macintosh unit sales 3,290 9% 3,012 (3)% 3,101
BDRe. RSSeeeeee STRoes etree 

Net sales per Macintosh unit sold (g) $ 1,496 0% §$ 1,491 2% $ 1,462
    

iPod unit sales 4,416 370 % 939 146 % 381
 

 

Notes:

(a) Other Segments include Asia Pacific and FileMaker.

(b) Includes Xserve productline.

(c) Includes eMac productline.

(d) Other Music Products consists of iTunes Music Store sales, iPod-related services, and Apple-branded and third-party iPod-
related accessories.

(e) Net sales of Peripherals and Other Hardwareinclude sales of Apple-branded andthird-party displays, wireless connectivity and
networking solutions, and other hardware accessories.

3) Netsales of Software include sales of Apple-branded operating system andapplication software and sales of third-party
software.

(g) Net sales per Macintosh unit sold is derived by dividing total Macintosh net sales by total Macintosh unitsales.

Fiscal Year 2004 versus 2003

During fiscal 2004,net sales increased 33% or $2.1 billion from fiscal 2003. Several factors have contributed favorably to net sales
during 2004:

. Netsales of Macintosh systemsincreased $432 million or 10% during fiscal 2004 compared to 2003 while net sales per
Macintosh unit sold remained relatively flat on a year-over-yearbasis. Unit sales of Macintosh systemsincreased
278,000 units or 9% during fiscal 2004 compared to 2003. These increases in net sales and unit sales were a result of
strong demandforall of the Company's Macintosh systems, exceptfor the iMac. The Company's portable systems,
consisting of the PowerBook and iBook, produced the strongest revenue and unit growth during fiscal 2004 comparedto
2003 of approximately 26% and 33%,respectively. Unit sales ofportable systems accounted for 51% of all Macintosh
systems sold during fiscal 2004 comparedto only 42% during 2003. The Companybelievesthat these results reflect an
overall trend in the industry towards portable systems. Performance of the Company's Power Macintosh systemsalso
yieldedpositive results in fiscal 2004, including a 15% and 6% increase in netsales and unit sales, respectively. The
increase in year-to-date Power Macintosh sales is due primarily to the introduction of the Power Mac G5, which began
shipping at the endoffiscal 2003. Although Power Macintosh sales have increased from the prior year, sales ofthis
product wereconstrained in the second half of 2004 as a result of manufacturing problemsat IBM, the Company's sole
supplier of the PowerPC G5 processor.

° Netsales of iPods rose $961 million or 279% during fiscal 2004 compared to 2003. Unit sales of iPodstotaled
4.4 million in fiscal 2004, which represents an increase of 370% from the 939,000 iPod units sold in fiscal 2003. Strong
demandfor the iPods during fiscal 2004 continued to be
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experiencedin all of the Company's operating segments and was driven by enhancements to the iPod, the introduction of
the iPod mini, increased expansion of the Company's iPod distribution network, and continued success ofthe iTunes
Music Store due largely to makingit available to both Macintosh and Windowsusers in the U.S., U.K., France and
Germany. Since inception ofthe iPod productline in fiscal 2002, the Company has sold approximately 5.7 million
iPods.

° The Retail segment's net sales grew 91% to $1.2 billion during fiscal 2004 compared to 2003. This increase is largely
attributable to the increase in total stores from 65 at the end of2003 to 86 atthe end of 2004, as well as a 36% year-over-
year increase in average revenue per store. While the Company's customers in areas where the Retail segment has
opened stores may elect to purchase from the Retail segmentstores rather than the Company's preexisting sales channels
in the U.S. and Japan, the Companybelievesthat a substantial portion of the Retail segment's net sales is incremental to
the Company's total net sales. See additional comments belowrelated to the Retail segment under the heading "Segment
Operating Performance.”

. Netsales ofperipherals and other hardware rose by 38% during fiscal 2004 compared to 2003 primarily due to an
increase in net sales of displays and other computer accessories. Net sales of other computer accessories include AirPort
cards and basestations, iSight digital video cameras, and third party hardware products. Theincreasein total net sales of
peripherals and other hardwareis related to the overall increase in Macintosh unit sales and the introduction of new and
updated peripheral products and was experienced predominantly by the Company's Americas, Europe, and Retail
segments.

. Other music products consists of sales associated with the iTunes Music Store and iPodrelated services and accessories.
Net sales of other music products increased $242 million or 672% during fiscal 2004 compared to 2003. The Company
has experienced strong growth in sales of iPod services and accessories consistent with the increase in overall iPod unit
sales for fiscal 2004. The increased sales from the iTunes Music Store, which was originally introduced in April 2003, is
primarily due to makingthe store available for Windows in October 2003 and the introduction ofthe store in the U.K.,
France, and Germany in June 2004.

. Netsales of software rose $140 million or 39% during fiscal 2004 compared to 2003 due primarily to higher net sales of
the Company's Apple-branded software andin particular, higher net sales of the Company's operating system software,
MacOSX version 10.3 "Panther," which was released in October 2003. Net sales of Panther accounted for
approximately $74 million or over 50% ofthe increase in software netsales for fiscal 2004 compared to 2003.

. The Company's U.S. education channel experienced year-over-year growth in net sales of approximately 19% for fiscal
2004 compared to 2003. Unit sales also increased by 10% during fiscal 2004 compared to 2003. Theincrease in U.S.
education net sales for fiscal 2004 relates primarily to a 40% year-over-yearincrease in higher education netsales andto
a lesser extent the Company's 3% growth in K-12 net sales.

The Company believes the U.S. K-12 education market remains challenging due to multiple factors including funding
pressures due to weak economic conditions, large budget deficits in manystates, and increased competition particularly
for desktop computers. Although the Companyhas taken steps, and will continueto take steps, to address weakness in
the U.S. education channel, it remains difficult to anticipate when and if this trend will reverse.

. Service and other sales increased $37 million or 13% during fiscal 2004 compared to 2003. These increases are the result
of significant year-over-year increases in net sales associated with AppleCare Protection Plan (APP) extended
maintenance and support services, as well as increasesin net sales associated with the Company's .Mac Internet service.
Increased net sales associated with APP are primarily the result of higher Macintosh unit sales and higherattach rates on
APPoverthe last several years.
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Offsetting the favorable factors discussed above, the Company's net sales during fiscal 2004 were negatively impacted by the
following:

° Netsales and unit sales of iMac systems were down 23% and 16%, respectively, during fiscal 2004 versus 2003. The
decrease in iMacnetsales and unit sales was largely due to the delay in the introduction of the new iMac, based on the
PowerPC G5processor, primarily as a result of manufacturing problems experienced by IBM.The delays in the new
iMacresulted in the depletion of inventory ofthe old iMacflat panel prior to availability of the new iMac G5. The old
flat panel iMac form factor which wasavailable during mostof fiscal 2004, was nearly 3 years old by the time the new
iMac G5 began shipping in September 2004 and had experienced declinesin sales as a result of the age of this product.
The Companybelievesthat sales of iMac systemshavealso declined due to a shift in consumer preference to portable
systems and competitor desktop models with price points below $1,000. The Company introduced a newversionofthe
eMacin April 2004 with a suggested retail price starting at $799 aimedat the price sensitive customer.

. Netsales and unit sales in the Company's Japan segment decreased 3% and 14%,respectively, during fiscal 2004 versus
2003. The Companybelieves these declinesrelate to a shift in sales from the Japan Segmentto the Retail segment as a
result of the Tokyo and Osaka store openings in fiscal 2004. Declines in Japan mayalso relate to delays in computer
upgradesby certain professional and creative customers pendingrelease in Japan ofcertain Mac OS X native
applications, such as Quark Xpress 6, which did not becomeavailable until September 2004. When sales from the Japan
retail stores are includedin the results for the Japan segment, the combined revenue in Japan resulted in a 3% year-over-
year increasein fiscal 2004 as comparedto 2003. See additional comments belowrelated to the Japan segment underthe
heading "Segment Operating Performance."

Fiscal Year 2003 versus 2002

Net sales increased $465 million or 8% during 2003 compared to 2002 while Macintosh unit sales declined 3% year-over-year to
approximately 3 million units in 2003. Several factors contributed favorably to net sales during 2003 including:

° The Retail segment's net sales grew to $621 million during 2003 from $283 million in 2002, an increase of 119%. While
the Company's customers may have elected to purchase product from their local Apple Retail store rather than through
other preexisting sales channels in the U.S., the Company believes that a substantial portion of the Retail segment's net
sales was incrementalto total net sales. See additional comments below related to the Retail segment underthe heading
"Segment Operating Performance.”

. Netsales of iPods rose $202 million or 141% during 2003 compared to 2002. This increase was experienced byall of the
Company's operating segments. iPod sales during 2003 were favorably affected by the introduction ofsubstantially
redesigned new models, which were compatible with both Macintosh and Windowsoperating systems. The Company's
iPod digital music playeris sold by a variety of resellers, many ofwhich do not currently market the Company's
Macintosh systems. The Company expandedthis distribution network during 2003, which contributed to the 2003
increase in iPod unit sales of 146%.

. The Companyalso experienced anincreasein netsales ofperipherals and other hardwaretotaling $164 million or 31%
during 2003 compared to.2002, reflecting an overall increase in net sales of other computer accessories including
AirPort cards and base stations, which facilitate wireless connectivity; third party digital cameras and printers; and a
numberofportable computer related accessories.

. Netsales of other music products, including sales associated with the iTunes Music Store and iPodrelated services and
accessories, increased $32 million or 800% during 2003 compared to 2002. This increase was due primarily to the
introduction of the iTunes Music Store for the Macintosh
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operating system in April 2003 and highersales of iPod services and accessories consistent with the increasein iPod net
sales and unit sales during 2003.

Although total Macintosh unit sales were down 3% in 2003, unit sales of the Company's portable systems wererelatively
strong primarily due to the 69% or 247,000 unit increase in PowerBookunitsales,slightly offset by a 4% or 30,000 unit
decrease in iBook unit sales. The increase in PowerBooknet sales of $468 million or 56% was due primarily to the
success of the Company's new 12-inch, 15-inch and 17-inch models that were introduced during 2003. The decline in
iBook consumerportable sales during 2003 was primarily due to a lower averageprice per unit. Portable systems
represented 42% ofall Macintosh systems sold in 2003 versus 33% in 2002, whichreflected an overall industry trend
towards portable systems.

The Company's averagenet sales per Macintosh unit sold increased 2% to $1,491 in 2003 asa result of various changes
in overall unit mix towardsrelatively higher-priced PowerBook systems and increasesdirect sales primarily from the
Company's retail and onlinestores, offset by somewhat lower year-over-year pricing on comparable Macintosh systems
for most of the Company's Macintosh productlines in response to industry pricing pressure, particularly with the
Company's iBook consumer portable systems. PowerBook and Power Macintosh systems accounted for 42% oftotal
unit sales in 2003 versus 36% in 2002.

Net sales of software increased $55 million or 18% during 2003 comparedto the prior year andreflected higher net sales
of Apple-brandedapplication and server software and third-party software. Net sales of Apple-brandedapplication and
server software increased due to the introduction of several new software titles during fiscal 2003 including Final Cut
Express, iLife, and Keynote, as well as from higher sales of software related to recent acquisitions including
PowerSchool and Emagic. Growth in netsales of third-party software during 2003 wasparticularly strong in the
Americas Segment dueto strongsales of software by the Company's onlinestore and its Retail segment.

Service and other sales rose $55 million or 24% during 2003 which primarily resulted from significant year-over-year
increasesin net sales associated with APP extended maintenance and support services, as well as the Company's Internet
related services. Increased net sales associated with APP were primarily the result of increasing attach rates over the last
several years. Increased net sales associated with Internet services were due to increasednetsales of the
Company's .Mac Internetservice.

Offsetting the favorable factors discussed above, the Company's net sales during 2003 were negatively impactedbythe following
factors:

 

Total unit sales of desktop systemsfell 15% during 2003 compared to 2002. iMac systems unit sales declined 16% from
2003 to 2002 resulting fromashift in sales away from desktop systems in favorofportables. Also, the flat panel iMac
form factor available during fiscal 2003 was in the eighth quarter ofits life cycle by the end of 2003.

Unit sales of Power Macintosh systemsfell 13% during 2003 compared to 2002. Forthefirst nine months of 2003
comparedto the same period in 2002, unit sales of Power Macintosh systems decreased 24%, which was representative
of the decline ofPower Macintosh systems sales experienced by the Company during recent years and was also believed
to be attributable to delays in purchasing pending the release of the Power Mac G5. As expected, this trend reversed in
the fourth quarter of 2003 with unit sales increasing 26% during the quarter as compared to the sameperiod in the prior
year due largely to the new Power Mac G5, which the Company introduced in June 2003 and began shipping at the end
offiscal 2003. The decline in Power Macintosh sales over the previous several yearsalso reflects the shift in sales to
portable systems, particularly PowerBooks.In addition, the Company believes that weak economicconditions over the
past
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several years had a pronounced negative impacton its professional and creative customers. Additionally, someofthe
Company's professional and creative customers may have delayed upgrades of their systems in anticipation of certain
software vendorstransitioning their professionally oriented Macintosh software applications to run natively on
Mac OS X. .

. The Companyexperienced ongoing weaknessin its U.S. education channel during 2003. Net sales and unit sales in U.S.
education during 2003 were down 4% and 6%,respectively, as compared to 2002. This decline was due to a decrease in
K-12 sales, partially offset by an increase in higher education sales. Net sales declined primarily as a result of a.
continued shift in mix away from higher priced Power Macintosh and iMac systems towards lower priced eMac and
iBook systems, although the Company did experience a significant increase in sales of its PowerBook systems primarily
to higher education customers. Portable systems accounted for approximately 43% oftotal unit sales in the education
channel during 2003, as compared to approximately 34% in 2002.

Segment Operating Performance

The Company managesits business primarily on a geographic basis. The Company's reportable operating segments are comprised of
the Americas, Europe, Japan, and Retail. The Americas segment includes both North and South America, except for the activities of the
Company's Retail segment. The Europe segment includes European countries as well as the Middle East and Africa. The Japan segment
includes only Japan and excludes revenue from the Company's ownretail stores in Japan, which is included in the Company's Retail
segment. The Retail segment operated Apple-ownedretail stores in the U.S. and Japan during fiscal 2004. Each reportable geographic
operating segment provides similar hardware and software products andsimilar services. Further information regarding the Company's
operating segments may be foundin Item 8 ofthis Form 10-Kin the Notes to Consolidated Financial Statements at Note 11, "Segment
Information and Geographic Data.”

Americas

During fiscal 2004, net sales in the Americas segment grew 26% or $838 million comparedto fiscal 2003. The increasein netsales
during 2004 wasprimarily attributable to the significant year-over-year increase in iPod sales as well as strong sales ofperipherals,
software, and services. This increase was partially offset by a shift in sales to the Retail segment, which had84 stores in the U.S. as of
the end offiscal 2004. Macintosh unit sales also increased by 4% in fiscal 2004 compared to 2003, driven primarily by strong sales of
portable and Power Macintosh systems, partially offset by continued weakness in iMacsales. During 2004 and 2003, the Americas
segment represented approximately 49% and 51%,respectively, of the Company's total net sales and represented approximately 51%
and 54%, respectively, of total Macintosh unit sales. As noted above, the Company experienced anincrease in U.S. education channel
net sales of 19% for fiscal 2004 compared to 2003. Strong U.S. education net sales for the current year relate primarily to strength in
higher education netsales that resulted from a successful back-to-school selling season with strong demand for the Company's
portables. This strength drove year-over-year growth in net sales of 40% for the higher education channel during fiscal 2004. The
Company's K-12 net sales grew year-over-year by 3% during fiscal 2004, despite the challenges in the K-12 market from continued
budget constraints and increased competition, due to the Company's continued focus and success with delivering 1:1 education
solutions.

Netsales in the Americas segment during 2003 increased $50 million or 2% compared to 2002. During 2003 and 2002, the Americas
segment represented approximately 51% and 55%,respectively, of the Company's total net sales and represented approximately 54%
and 56%, respectively, of total Macintosh unit sales. The results of the Americas segmentare similar to the overall results of the
Company as they reflect substantially lower unit sales and net sales of Power Macintosh systems and iMacsystems, partially offset by
increases in unit sales and net sales of PowerBooks. Thenet sales of the Americas segment, and the Company intotal, also reflect
substantially higher sales of iPods, peripherals, software, and services during 2003 compared to 2002. The Americas segment had been
negatively affected by weaknessin its U.S. education channel during 2003. Total net sales and unit sales in the U.S. education channel
during 2003
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were down 4% and 6%,respectively, compared to the same period in 2002. The Company believes this decline was caused by
increased competition in the education market andby a reduction in spending by U.S. educationalinstitutions due to federal andstate
funding concerns andtax revenue shortfalls resulting from the weak economy. Additionally, some of the decline during 2003 in net
sales and unit sales of Macintosh systems in the Americas segment maybethe result of the operation of the Company's Retail segment
whosenetsales, all of which occurred within the U.S., increased significantly during 2003.

Europe

Net sales in Europe reboundedin fiscal 2004 increasing $490 million or 37% from 2003. Total Macintosh unit sales in Europe also
experienced growth during the current year by increasing 13% in fiscal 2004 compared to 2003. Consistent with the Americas segment,
Europe experienced strongnet sales acrossall productlines, except for the iMac systems. Demandin Europe duringfiscal 2004 was
particularly strong for the Company's Power Macintosh systems and portable Macintosh systems, which experienced year-over-year
increases of 29% and 42%, respectively. Similarto the results of the Company's other segments, net sales of iPods, peripherals and
software were strong in fiscal 2004.

Netsales in Europe increased $58 million or 5% during 2003 as compared to 2002 while Macintosh unit sales declined by 5% during
the same period. Europe's operating results were consistent with the trend experiencedin the Americas and by the Company as a whole.
Europe experienced weakened demand for Power Macintosh, iMac and iBook systemsin 2003,partially offset by strong demandfor
PowerBooks whosenet sales increased by 48% or $100 million from 2002. Europe also realized increased sales of iPods, peripherals,
software, and services.

Japan

The Japan segment continues to be a challenge for the Company, with four consecutive years of year-over-year declines in both net
sales and Macintosh unit sales. Japan's net sales and unit sales were down 3% and 14%, respectively during fiscal 2004 compared to
2003, continuing to lag behindall of the Company's other operating segments. These decreases in net sales and unit sales are believed
to be attributable in part to a shift in sales from the Japan segmentto the Retail segmentas a result of the opening of two stores in Japan
in fiscal 2004. In addition, such decreases may have been related to delayed computer system upgrades by some professional and
creative customers who were awaiting the release of Quark XPress 6 for Mac OS X, which did notoccur until September 2004. The
decreasein net sales was partially offset by strong iPod and iBooksales during fiscal 2004 compared to 2003.

Netsales in Japan decreased $12 million or 2% during 2003 as compared to the same period in 2002, the weakest year-to-date
performanceof any of the Company's operating segments. Japan's Macintoshunit sales were particularly weak in 2003, declining 12%,
and were primarily attributable to lower sales of iMac and iBook systems,partially offset by an increase in PowerBooksales as well as
higher sales of iPods, and peripherals and other hardware. Japan's Macintoshunit sales remained significantly below the segment's
historic levels due to economic conditions that remained particularly negative in Japan.

Retail

The Company opened 21 newretail stores during 2004, includingits first two international stores in Tokyo and Osaka, Japan, bringing
the total number of open stores to 86 as of September 25, 2004. This compares to 65 open stores as of September 27, 2003 and 40 open
stores as of September 28, 2002. During the first quarter of 2005, the Company anticipates opening approximately 14 additional stores
to end the calendar year at approximately 100 stores. Approximately half of the stores expected to open duringthe first quarter of 2005
will be in the new "mini" store design, which is the Company's smallest store format to date; allowing it to be placed in a variety of new
locations to introduce the Company's innovative products to even more customers. The Companyalso openedits third international
store in London, England duringthe first quarter of 2005.
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Netsales of the Retail segment grew to $1.185 billion during 2004 from $621 million and $283 million, in 2003 and 2002,respectively.
The increasesin net sales during both 2004 and 2003reflect the impact of new store openingsfor eachfiscal year, including the
opening of 21 newstores in 2004 and 25 new stores in 2003. An increase in average revenue perstore also contributed to the segment's
strong sales in fiscal 2004. With an average of 76 stores open during 2004,the Retail segment achieved annualized revenueperstore of
approximately $15.6 million, as comparedto $11.5 million in 2003 with a 54 store average and $10.2 million in 2002 with a 28 store
average.

As measured by the Company's operating segmentreporting, the Retail segment reported profit of $39 million during fiscal 2004 as
comparedto losses of $5 million and $22 million during 2003 and 2002,respectively. This improvementis primarily attributable to the

. segment's year-over-year increase in average quarterly revenueperstore, the impact of opening newstores, and the segment's year-
over-year increase in net sales, which resulted in higher leverage on occupancy,depreciation and otherfixed costs.

Expansionof the Retail segmenthas required andwill continue to require a substantial investmentin fixed assets and related
infrastructure, operating lease commitments, personnel, and other operating expenses. Capital expenditures associated with the Retail
segment were $104 million in fiscal 2004, bringing the total capital expenditures since inception ofthe Retail segment to approximately
$394 million. As of September 25, 2004, the Retail segment had approximately 2,100 employees and hadoutstanding operating lease
commitments associated with retail store space andrelated facilities of approximately $436 million. The Company would incur
substantial costs should it choose to terminate its Retail segmentor close individual stores. Such costs could adversely affect the
Company's results of operations and financial condition.

Gross Margin

Gross margin for the three fiscal years ended September 25, 2004 are as follows(in millions, except gross margin percentages):

2004 2003 2002

Netsales $ 8,279 $ 6,207 $ 5,742
Costof sales 6,020 4,499 4,139

Gross margin $ 2,259 $ 1,708 $ 1,603ieee EERS

Gross margin percentage 27.3% 27.5% 27.9%

Gross margin declined in fiscal 2004 to 27.3% ofnet sales from 27.5% ofnet sales in 2003. The Company's gross margin during fiscal
2004 declined due to an increase in mix towards lower margin iPod and iBooksales, pricing actions on certain Power Macintosh G5
models that were transitioned during the beginning of 2004, higher warranty costs on certain portable Macintosh products, and higher
freight and duty costs during fiscal 2004. These unfavorable factors werepartially offset by an increasein direct sales and a 39% year-
over-yearincrease in higher margin software sales.

The Company anticipates thatits gross margin and the gross margin of the overall personal computer and consumerelectronics
industries will remain underpressure throughoutfiscal 2005 in light ofprice competition, especially for the iPod productline, The
Companyalso expects to continue to incurair freight charges, which negatively impact gross margins on the iMac andother products
during the first quarter of 2005 and possibly beyond.

The foregoing statements regarding the Company's expected gross margin during 2005, general demandfor personal computers,
anticipated air freight charges, and future economic conditions are forward- looking. There can be no assurance that current gross
margins will be maintainedor targeted gross margin levels will be achieved. In general, gross margins and margins on individual
products, including iPods, will remain under significant downwardpressure dueto a variety of factors, including continued industry
wide
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global pricing pressures, increased competition, compressed productlife cycles, potential increases in the cost and availability of raw
material and outside manufacturing services, and potential changes to the Company's product mix, including higher unit sales of
consumer products with lower average selling prices and lower gross margins. In response to these downwardpressures, the Company
expects it will continueto take pricing actions with respectto its products. Gross margins could also be affected by the Company's
ability to effectively manage product quality and warranty costs andto stimulate demandfor certain of its products. The Company's
operating strategy and pricing take into accountanticipated changesin foreign currency exchangerates over time; however,the
Company's results of operations can besignificantly affected in the short-term byfluctuations in exchangerates.

The Company orders components for its products and builds inventory in advance of product shipments. Because the Company's
markets are volatile and subject to rapid technology and price changes,there is a risk the Company will forecast incorrectly and
produceor order from third-parties excess or insufficient inventories of particular products or components. The Company's operating
results and financial condition in the past have been and mayin the future be materially adversely affected by the Company's ability to
manageits inventory levels and outstanding purchase commitments and to respond to short-term shifts in customer demandpatterns.

Gross margin decreased to 27.5% ofnetsales in 2003 from 27.9% ofnet sales in 2002. This decline in gross margin reflects relatively
aggressive pricing actions on several Macintosh modelsinstituted by the Company beginningin late fiscal 2002 as a result of continued
pricing pressure throughoutthe personal computerindustry, lowersales ofrelatively higher margin Power Macintosh systems during
the first three fiscal quarters of 2003, and increasedair freight and manufacturing costs associated with the production ramp-up ofthe
new Power Mac G5 and 15-inch PowerBook, both of which began shipping in volume during September 2003. This decline is also
attributable to a rise in certain componentcosts as the year progressed. The aforementionednegative factors affecting gross margins
during 2003 werepartially offset by the increase in higher margin software anddirectsales.

Operating Expenses

Operating expensesfor the three fiscal years ended September25, 2004 are as follows (in millions, except for percentages):

2004 2003 2002

Research and development $ 489 $ 411 §$ 446
Percentage ofnet sales 6% 8% 8%

Selling, general, and administrative expenses $ 1,421 $ 1,212 $ 1,109
Percentage ofnet sales 17% 20% 19%

Restructuring costs $ 23 $ 26 $ 30
Purchased in-process research and development — — $ 1

Research and Development (R&D)

The Companyrecognizesthat focused investments in R&Darecritical to its future growth and competitive position in the marketplace
andare directly related to timely development of new and enhancedproducts that are central to the Company's core businessstrategy.
The Companyhashistorically relied upon innovation to remain competitive. R&D expense amounted to approximately 6% oftotal net
sales during fiscal2004 down from 8% oftotal net sales in both 2003 and 2002. This decreaseis due to the significant increase of 33%
in total net sales of the Company forfiscal 2004. Although R&D expense decreased as a percentage oftotal net sales in fiscal 2004,
actual expenditures for R&D in fiscal 2004 increased $18 million or 4% from fiscal 2003, which follows a 6% or $25 million increase
in 2003 compared to 2002. The overall increase in R&D expenserelates primarily to increased headcountand support for new product
developmentactivities and the impact of employee salary merit increases in 2004. R&D spendingalso included capitalized software
developmentcosts of approximately $4.5 million related to the
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development of Mac OS X Tiger and $2.3 million related to the development of FileMaker Pro 7 in 2004; $14.7 million related to the
development of Mac OS X Pantherin 2003; and approximately $13.3 million associated with the development of Mac OS X Jaguar and
approximately $6 million associated with the PowerSchoolenterprise student information system in 2002. Further information related
to the Company's capitalization of software developmentcosts may be foundin PartII, Item 8 ofthis Form 10-K at Note 1 ofNotes to
Consolidated Financial Statements.

Selling, General, andAdministrative Expense (SG&A)

Expenditures for SG&A increased $209 million or 17% during 2004 compared to 2003. These increases are due primarily to the
Company's continued expansionofits Retail segment in both domestic and international markets, a current year increase in
discretionary spending on marketing and advertising, an increase in amortization costs associated with restricted stock compensation,
and higher direct and channelselling expensesresulting from the increase in net sales and employee salary merit increases. SG&A as a
percentageoftotal net sales in 2004 was 17%, down from 20% in 2003. This decrease is due to the increase of 33% intotal net sales of
the Companyforfiscal 2004, reflecting leverage on the Company's fixed costs.

SG&Aincreased $103 million or 9% during 2003 as compared to 2002 due primarily to the Company's continued expansion ofthe
Retail segment and increases in headcount. The overall increase was partially offset by a decrease in 2003 discretionary spending on
marketing and advertising and by savings resulting from the 2003 and 2002restructuring activities described below.

Fiscal 2004 Restructuring Actions

The Companyrecordedtotal restructuring charges of approximately $23 million during the year ended September 25, 2004, including
approximately $14 million in severance costs, $5.5 million in asset impairments, and a $3.5 million charge for lease cancellations. Of
the $23 million charge, $14.3 million had been spent bythe end of 2004,with the remaining $8.7 million consisting of $5.2 million for
employee severance benefits and $3.5 million for lease cancellations.

Duringthe fourth quarter of 2004, the Company recognized restructuring expense of $5.5 million. In conjunction with the European
workforce reduction during the second quarter of 2004, the Company vacated a leased sales facility during the fourth quarter of 2004
resulting in a charge of $3.7 million for contract termination and asset impairmentcosts. The Companyalso recognized employee
termination costs of $1.8 million related to the elimination of non-essential positions, principally in Europe. In addition, the Company
reversed $400,000 of excess restructuring expense from prior periods related primarily to lower than expected disposal costs on
Sacramento manufacturing-related fixed assets. The net cost of the restructuring plans for the fourth quarter of 2004 was $5.1 million,
of which $300,000 had beenpaid prior to the end of 2004. These actions will result in the termination of 54 positions, 4 of which had
been terminatedprior to the end of 2004.

During the third quarter of 2004, the Companyfinalized restructuring plans related to closing Company-owned manufacturingactivities
in Sacramento.In addition, the Company's management approvedrestructuring plans related to certain headcount reductions primarily
for various sales and marketing activities principally in the U.S. Total cost of the restructuring plan for the third quarter of 2004 was
$7.9 million, of which $7.2 million had been paid priorto the end of 2004. These actionswill result in the termination of 83 positions,
77 of which had been terminated priorto the end of 2004.

The closing of manufacturing operations in Sacramentoresultedin the elimination of 67 positions for a severance cost of $1.9 million
and write-off of $5.3 million in manufacturing-related fixed assets whose use ceased duringthe third quarter of 2004. Termination of
sales and marketing activities, principally in the U.S., resulted in severance of $0.7 million for the elimination of 16 positions.

Duringthe second quarter of 2004, the Company's management approvedrestructuring plansrelated to the termination of Company-
owned manufacturingactivities in Sacramento and headcount reductions
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related primarily to various sales and marketing activities in the U.S. and Europe.Total cost of the actions was $9.6 million forthe
termination of 348positions. As of the end ofthe fourth quarter of 2004, $6.8 million had been spent and 310 positions had been
eliminated related to these actions.

The Company estimates the closing of the Sacramento manufacturing operationswill result in reduced ongoing quarterly operating
expenses of approximately $2 million. In addition, the Company estimatesthat the remaining restructuring actionstakenin fiscal 2004
will ultimately result in reduced ongoing quarterly operating expenses of approximately $6 million.

Fiscal 2003 Restructuring Actions

The Company recordedtotal restructuring charges of approximately $26.8 million during the year ended September 27, 2003, including
approximately $7.4 million in severancecosts, a $5.0 million charge to write-off deferred compensation, $7.1 million in asset
impairments and a $7.3 million charge for lease cancellations. Of the $26.8 million charge,all had been spent by the end of 2004,
except for approximately $3.0 million related to operating lease costs on abandonedfacilities. During the third quarter of 2003,
approximately $500,000 of the amountoriginally accrued for lease cancellations was determinedto be in excess dueto the sublease of a
property soonerthan originally estimated and an approximately $500,000 shortfall was identified in the severance accrual due to higher
than expected severance costs related to the closure of the Company's Singapore manufacturing operations. These adjustments had no
net effect on reported operating expense.

Duringthe second quarter of 2003, the Company's managementapproved andinitiated restructuring actionsthat resulted in recognition
of a total restructuring charge of $2.8 million, including $2.4 million in severance costs and $400,000 for asset write-offs and lease
payments on an abandonedfacility. Actions taken in the second quarter were for the most part supplementalto actionsinitiated in the
prior two quarters and focused on further headcountreductions in various sales and marketing functions in the Company's Americas
and Europe operating segments and further reductions associated with PowerSchool-related activities in the Americas operating
segment, including an accrualfor asset write-offs and lease payments on an abandonedfacility. The second quarter actions resulted in
the termination of 93 employees. &

During thefirst quarter of 2003, the Company's managementapprovedandinitiated restructuring actions with a total cost of
$24 million that resulted in the termination of manufacturing operations at the Company-ownedfacility in Singapore, further reductions
in headcountresulting from the shift in PowerSchoolproduct strategy that took place at the end offiscal 2002, and termination of
various sales and marketing activities in the U.S. and Europe. These restructuring actionsresulted in the elimination of 260 positions
worldwide.

Closure of the Company's Singapore manufacturing operationsresulted in severance costs of $1.8 million and costs of $6.7 million to
write-off manufacturing related fixed assets, whose use ceased during the first quarter. PowerSchoolrelated costs included severance of
approximately $550,000 and recognition of $5 million of previously deferred stock compensation that arose when PowerSchool was
acquired by the Company in 2001 related to certain PowerSchool employee stockholders who were terminatedin the first quarter of
2003. Termination of sales and marketing activities and employees, principally in the U.S. and Europe, resulted in severance costs of
$2.8 million and accrualofcosts associated with operating leases on closed facilities of $6.7 million. Thetotal net restructuring charge
of $23 million recognized during the first quarter of 2003alsoreflects the reversal of $600,000 of unusedrestructuring accrual
originally made during the first quarter of 2002.

Fiscal 2002 Restructuring Actions

During fiscal 2002, the Company recordedtotal restructuring charges of approximately $30 million related to actions intended to
eliminate certain activities and better align the Company's operating expenses with
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existing general economic conditions andto partially offset the cost of continuing investments in new product development and
investments in the Company's Retail operating segment.

Duringthe fourth quarter of 2002, the Company's management approvedandinitiated restructuring actions with a total cost of
approximately $6 million designed to reduce headcount costs in corporate operations and sales and to adjust its PowerSchool product
strategy. These restructuring actions resulted in the elimination of approximately 180 positions worldwide at a cost of $1.8 million,all
of which were eliminated by September 27, 2003. Eliminated positions were primarily in corporate operations, sales, and PowerSchool
related research and developmentin the Americas operating segment. The shift in product strategy at PowerSchool included
discontinuing development and marketing of PowerSchool's PSE product. This shift resulted in the impairmentofpreviously
capitalized developmentcosts associated with the PSE product in the amount of $4.5 million.

Duringthe first quarter of 2002, the Company's management approvedandinitiated restructuring actions with a total cost of
approximately $24 million. These restructuring actionsresulted in the elimination of approximately 425 positions worldwideat a cost
of $8 million. Positions were eliminated primarily in the Company's operations, information systems, and administrative functions. In
addition, these restructuring actions also included significant changes in the Company's information systemsstrategy resulting in
termination of equipmentleases and cancellation of existing projects and activities. The Company ceased using the assets associated
with first quarter 2002 restructuring actions during that same quarter. Related lease and contract cancellation charges totaled
$12 million, and charges for asset impairmentstotaled $4 million. The first quarter 2002 restructuring actions were primarily related to
corporateactivity not allocated to operating segments. During the first quarter of 2003, the Company reversed the remaining unused
accrual of $600,000.

Purchased In-Process Research and Development (IPR&D)

During 2002, the Company acquired Emagic GmbH,a providerofprofessional software solutions for computer based music
production, for approximately $30 million in cash; $551,000 of which was allocated to IPR&D. The amount ofthe purchase price
allocated to IPR&D was expensed upon acquisition, because the technological feasibility of products under development had not been
established and no alternative future uses existed. The fair value of the IPR&D was determined using the income approach, which
reflects the projected free cash flows that will be generated by the IPR&D projects and thatare attributable to the acquired technology,
and discounting the projected net cash flows backto their present value using a discountrate of 25%.

Other Income and Expense

Other income and expensefor the three fiscal years ended September 25, 2004 are as follows(in millions):

2004 2003 2002

Gains(losses) on non-current investments, net $ 4 $ 10 $ (42)

Interest income $ 64 $ 69 $ 118

Interest expense GB) (8) gay)
Gainson sales of short term investments, net 1 21 7
Other income (expense), net (9) (5) (2)
Gain on forward purchase agreement — 6 —

Interest and other income, net $ 53 $ 83 $ 112
 

Total other income and expense $ 57 $ 93 $ 70
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- Gains and Losses on Non-current Investments

Overthe courseofthe last three years, the Company has held investmentsthat were classified as available-for-sale in EarthLink Inc.
(EarthLink), Akamai Technologies, Inc. (Akamai), ARM Holdingsplc (ARM) and certain investments in private companies. Further
information related to the Company's non-currentdebt and equity investments may be foundin Part Il, Item 8 ofthis Form 10-K at
Note 2 ofNotes to Consolidated Financial Statements.

During 2004, the Companysoldits remaining 986,000 shares of Akamai stock. The transaction generated proceeds of approximately
$5 million and a gain before taxes of approximately $4 million. As of September 25, 2004, the Company does not have any non-current
public company investments reflected in its consolidated balancesheet.

During 2003, the Company sold 1,875,000 shares of Akamaistock for net proceeds of approximately $9 million, and a gain before
taxes of approximately $8 million. Additionally, the Company sold its remaining investment in ARM stock, 278,000 shares, for net
proceeds of approximately $295,000, and a gain before taxes of $270,000, and sold its remaining investment in EarthLink stock,
6,540,000 shares, for net proceeds of approximately $37 million, and a gain before taxes of $2 million.

During 2002, the Company determined that declines in the fair value of certain investments were other-than-temporary. Asa result, the
Company recognized a $44 million charge to earnings to writedownthe basis ofits investment in EarthLink, a $6 million charge to
earnings to writedownthebasis ofits investment in Akamai, and a $15 million charge to earnings to writedownthe basisofits
investmentin a private company investment. These losses in 2002 were partially offset by the sale of 117,000 shares of EarthLink stock
for net proceeds of $2 million and a gain before taxes of $223,000, the sale of 250,000 shares of Akamai stock for net proceeds of
$2 million and a gain before taxes of $710,000, and the sale of approximately 4.7 million shares of ARM stock for both net proceeds
and a gain before taxes of $21 million. ,

Interest and Other Income, Net

Total interest and other income,net decreased $30 million or 36% to $53 million during fiscal 2004 compared to $83 million in 2003
and $112 million in 2002. These decreases are attributable primarily to declining investment yields on the Company's cash andshort-
term investments resulting from lower market interest and a shortening ofthe average maturity of the Company's investmentportfolio,
as well as lower gains on sales of short-term investmentsin fiscal 2004. The weighted average interest rate earned by the Company on
its cash, cash equivalents and short-term investmentsfell to 1.38% in 2004 compared to the 1.89% and 2.85% rates earned during 2003
and 2002, respectively. The Company occasionally sells short-term investments prior to their stated maturities. As a result of such sales,
the Company recognizednetgains of $1 million, $21 million and $7 million during fiscal 2004, 2003 and 2002,respectively. The
decrease in total interest and other income, net during fiscal 2003 was also offset by the $6 million gain related to the forward purchase
agreement during the fourth quarter of 2003 whichis further discussed below under the heading "Cumulative Effects of Accounting
Changes."

Interest expense consisted primarily of interest on the Company's $300 million aggregate principal amountunsecured notes, which were
repaid upontheir maturity in February 2004,partially offset by amortization of deferred gains realized in 2002 and 2001 that resulted
from the closure of swap positions associated with the unsecured notes. The unsecured notes were sold at 99.925% ofpar for an
effective yield to maturity of 6.51%. Total deferred gain resulting from the closure of debt swaps of approximately $23 million was ~
fully amortized as of the notes’ maturity in February 2004.

Provision for Income Taxes

The Company's effective tax rate for the year ended September 25, 2004 was approximately 28%. The Company's effective rate differs
from the statutory federal incometax rate of 35% dueprimarily to certain undistributed foreign earnings for which no U.S. taxes are
provided because such earnings are intended to
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be indefinitely reinvested outside the U.S. As of September 25, 2004, the Company had deferred tax assets arising from deductible
temporary differences, tax losses, and tax credits of $647 million before being offset against certain deferred tax liabilities and a
valuation allowance for presentation on the Company's balance sheet. Managementbelievesit is morelikely than not that forecasted
income, including incomethat may be generated asa result of certain tax planningstrategies, will be sufficientto fully recover the
remaining net deferred tax assets. As of September 25, 2004, a valuation allowance of $30 million wasrecorded against the deferred tax
asset for the benefits of tax losses that may not be realized. The valuation allowancerelates principally to the operating loss
carryforwards acquired from NeXTandotheracquisitions,the utilization of which is subject to certain limitations imposed by the
Internal Revenue Code. The Company will continueto evaluate therealizability of the deferred tax assets quarterly by assessing the
need for and amountof the valuation allowance.

The Internal Revenue Service (IRS) has completedits field audit of the Company's federal income tax returns for all years prior to 2001
and proposedcertain adjustments. Certain of these adjustments are being contested through the IRS Appeals Office. Substantially all
IRS audit issues for these years have been resolved. In addition, the Company is also subject to audits by state, local, and foreign tax
authorities. Managementbelieves that adequate provision has been made for any adjustments that may result from tax examinations.
However, the outcomeof tax audits cannot be predicted with certainty. Should any issues addressed in the Company's tax audits be
resolved in a mannernot consistent with management's expectations, the Company could be required to adjust its provision for income
tax in the period such resolution occurs.

Cumulative Effects of Accounting Changes

Financial Instruments with Characteristics ofBoth Liabilities and Equity

On May15, 2003, the Financial Accounting Standards Board (FASB)issued SFAS No. 150, Accountingfor Certain Financial
Instruments with Characteristics ofBoth Liabilities and Equity. SFAS No. 150 requires issuers to classify as liabilities certain
freestanding financial instruments that embodyobligations for the issuer and have characteristics ofboth liabilities and equity. The
Company adoptedthe provisions of SFAS No. 150 on June 29, 2003, whichresulted in a favorable cumulative effect type adjustment of
approximately $3 million. This adjustment represented the mark-to-market adjustmentto fair value for a forward purchase agreement
that allowed the Companyto acquire 1.5 million shares ofits commonstock at a price of $16.64 per share. The Companysettled this
forward purchase agreement in August 2003. The settlement resulted in an additional gain of approximately $6 million, which is
included in interest and other income,net.

Accountingfor Asset Retirement Obligations

On September 29, 2002, the Company adopted SFAS No. 143, Accountingfor Asset Retirement Obligations, which addresses financial
accounting andreporting for obligations associated with the retirement of tangible long-lived assets and the associated asset retirement
costs. Net of the related incometax effect of approximately $1 million, adoption of SFAS No. 143 resulted in an unfavorable
cumulative-effect type adjustment to net incomeduring 2003 of approximately $2 million. This adjustment represents cumulative
depreciation and accretion that would have been recognized through the date of adoption of SFAS No. 143 had the statement been
applied to the Company's existing asset retirementobligations at the time they wereinitially incurred.

Recent Accounting Pronouncements

In December 2003, the Securities and Exchange Commission released Staff Accounting Bulletin (SAB) No. 104, Revenue Recognition,
which supercedes SAB 101, Revenue Recognition in Financial Statements. SAB 104clarifies existing guidance regarding revenue
contracts that contain multiple deliverables to makeit consistent with Emerging Issues Task Force (EITF) No. 00-21. The adoption of
SAB 104 did not have a material impact on the Company's results of operationsor financial position.
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In December 2003, the Financial Accounting Standards Board (FASB)issuedInterpretation No. (FIN) 46R, a revision to FIN 46,
Consolidation of Variable Interest Entities. FIN 46Rclarifies someof the provisions of FIN 46 and exempts certain entities from its
requirements. FIN 46Ris effective at the end ofthefirst interim period ending after March 15, 2004. The adoption of FIN 46R did not
have a material impact on the Company's results of operations or financial position.

In March 2004,the FASB issued EITF Issue No. 03-1, The Meaning ofOther-Than-Temporary Impairmentand Its Application to
Certain Investments. EITF 03-1 includes new guidance for evaluating and recording impairment losses on debt and equity investments,
as well as new disclosure requirements for investments that are deemed to be temporarily impaired. In September 2004, the FASB
issued FASB Staff Position EITF 03-1-1, which delays the effective date until additional guidance is issued for the application ofthe
recognition and measurement provisions of EITF 03-1 to investments in securities that are impaired; however, the disclosure
requirements are effective for annual periods ending after June 15, 2004. Although the Companywill continue to evaluate the
application of EITF 03-1, management doesnotcurrently believe adoption will have a material impactonits results of operations or
financial position.

Accounting for Stock-Based Compensation

The Company currently measures compensation expensefor its employee stock-based compensationplansusingthe intrinsic value
method prescribed by Accounting Principles Board (APB) Opinion No. 25, Accountingfor Stock Issued to Employees and provides pro
forma disclosuresof the effect on net income and earnings per share asif the fair value-based method had been applied in measuring
compensation expense. The Companyhaselected to follow APB Opinion No. 25 because,as further discussed in Part II, Item 8 ofthis
Form 10-K at Note 1 of the Notes to Consolidated Financial Statements, the alternative fair value accounting provided for under SFAS
No. 123, Accountingfor Stock-Based Compensation, requires use of option valuation models that were not developedfor use in valuing
employee stock options and employee stock purchase plan shares. Under APB Opinion No. 25, when the exercise price ofthe
Company's employeestock options equals the marketprice of the underlying stock on the date of the grant, no compensation expenseis
recognized.

On March 31, 2004, the FASBissued a proposed Statement, Share-Based Payment, that addresses the accounting for share-based
paymenttransactions in which an enterprise receives employee services in exchange for (a) equity instruments ofthe enterprise or
(b) liabilities that are based on the fair valueofthe enterprise's equity instruments or that may besettled by the issuance of such equity
instruments. The proposed Statement would eliminate the ability to account for share-based compensation transactions using APB
Opinion No.25 and generally would require instead that such transactions be accounted for using a fair-value-based method.If
adopted,it is currently anticipated that the proposed Statement would beeffective for the Company beginninginits fourth fiscal quarter
of 2005.

Atthe Company's annual shareholders meeting on April 24, 2003, shareholders approved a proposal requesting that the Company's
Board ofDirectors (the Board) establish a policy of expensing the value ofall future employee stock options issued by the Company.
The Board and managementappreciate and take seriously the views expressed by the Company's shareholders. The Company decided
not to expense the value of employee stock options until the FASBfinalizes its new accounting standard on the matter, which may play
a significantrole in determining the fair value of and accounting for employee stock options. The Company monitors progressat the
FASBandother developments with respectto the general issue of employee stock compensation. The Companyis currently reviewing
the potential impact from the guidanceof the proposed statement, which mayrequire the Company to recognize substantially more
compensation expense in future periods that could have a material adverse impact on the Company's future results of operations. The
accounting impact had the Companychosento apply the fair-value recognition provisions of SFAS No. 123, instead of the recognition
provisions under APB Opinion No.25, is described in Part I], Item 8 of this Form 10-K at Note 1 of the Notes to Consolidated
Financial Statements.
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Liquidity and Capital Resources

The following table presents selected financial information andstatistics for each ofthe last three fiscal years (dollars in millions):

2004 2003 2002

Cash, cash equivalents, and short-term investments $ 5,464 $ 4,566 $ 4,337
Accounts receivable, net $ 714 =§ 166 $ 565
Inventory $ 101 $ 56 $ 45
Workingcapital $ 4375 $ 3,530 $ 3,730
Days sales in accounts receivable (DSO)(a) 30 4] 36
Days of supply in inventory (b) 5 4 4
Days payables outstanding (DPO)(c) 76 82 71
Annual operating cash flow $ 934 $ 289 §$ 89ReaaeT 

(a) DSO is based on ending net trade receivables and most recent quarterly net sales for each period.

(b) Days supply of inventory is based on ending inventory and most recent quarterly cost of sales for each period.

(c) DPOis based on ending accounts payable and most recent quarterly cost of sales adjusted for the change in inventory.

Asof September 25, 2004, the Company had $5.464billion in cash, cash equivalents, and short-term investments, an increase of
$898 million over the same balances at the end offiscal 2003. Theprincipal components ofthis increase were cash generated by
operating activities of $934 million and proceeds of $427 million from the issuance of commonstock understock plans,partially offset
by cash used to repay the Company's outstanding debt of $300 million and purchasesofproperty, plant, and equipment of $176 million.
The Company's short-term investmentportfolio is primarily invested in high credit quality, liquid investments. Approximately ° -
$3.2 billion ofthis cash, cash equivalents, and short-term investments are held by the Company's foreign subsidiaries and would be
subject to U.S. income taxation on repatriation to the U.S. The Companyis currently assessing the impactof the one-time favorable
foreign dividendprovisions recently enacted as part of the American Jobs Creation Act of 2004, and maydecide to repatriate earnings
from someofits foreign subsidiaries.

The Companybelievesits existing balances of cash, cash equivalents, and short-term investments will be sufficientto satisfy its
working capital needs, capital expenditures, stock repurchaseactivity, outstanding commitments, and otherliquidity requirements
associated with its existing operations over the next 12 months.

Debt

In February 2004, the Companyretired $300 million of debt outstanding in the form of 6.5% unsecured notes. The notes were
originally issued in 1994 and weresold at 99.9925% ofparfor an effective yield to maturity of 6.51%. The Company currently has no
long-term debt obligations.

Capital Expenditures

The Company's total capital expenditures were $176 million during fiscal 2004, $104 million ofwhich were for retail store facilities
and equipmentrelated to the Company's Retail segment and $72 million of which wereprimarily for corporate infrastructure, including
information systems enhancements and operating facilities enhancements and expansions. The Company currently anticipatesit will
utilize approximately $240 million for capital expenditures during 2005, approximately $125 million of which is expectedto beutilized
for further expansion of the Company's Retail segment and the remainderutilized to support normalreplacementofexisting capital
assets and enhancements to general information technology infrastructure.
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Stock Repurchase Plan

In July 1999, the Company's Board of Directors authorized a plan for the Company to repurchase up to $500 million of its common
stock. This repurchase plan does not obligate the Companyto acquire any specific numberof shares or acquire shares over any
specified period oftime.

During the fourth quarter of 2001, the Company entered into a forward purchase agreementto acquire 1.5 million shares of its common
stock in September of 2003 at an average price of $16.64 per share fora total cost of $25.5 million. In August 2003, the Company
settled this agreementpriorto its maturity, at which time the Company's commonstock hada fair value of $22.81. Other than this
forward purchase transaction, the Companyhasnot engaged in any transactions to repurchase its commonstock since fiscal 2000. Since
inception of the stock repurchase plan, the Company had repurchaseda total of 6.55 million shares at a cost of $217 million. The
Companywasstill authorized to repurchase up to an additional $283 million of its commonstock as of September 25, 2004.

Off-Balance Sheet Arrangements and Contractual Obligations

The Company hasnot entered into any transactions with unconsolidated entities whereby the Company has financial guarantees,
subordinated retained interests, derivative instruments or other contingent arrangements that expose the Company to material
continuingrisks, contingentliabilities, or any other obligation undera variable interest in an unconsolidated entity that provides
financing,liquidity, marketrisk or credit risk support to the Company. ,

The following table presents certain payments due by the Company undercontractual obligations with minimum firm commitments as
of September 25, 2004 and excludes amounts already recorded on the Company's balance sheet as current liabilities Gin millions):

    

Payments Payments Payments Payments
Duein Less Duc in Duein Duein More

TOTAL Than 1 year 1-3 years 4-5 years Than 5 years

Operating Leases $ 617 §$ 89 §$ 170 $ 126 $ 232
Purchase Obligations 1,112 1,112 — — —
Asset Retirement Obligations 12 — 1 2 9
Other Obligations 24 14 10 — —

Total $ 1,765 $ 1,215 $ 181 §$ 128 $ 241
BEET CeRSET6EEE6REE

Lease Commitments

AsofSeptember 25, 2004, the Company hadtotal outstanding commitments on noncancelable operating leases of approximately
$617 million, $436 million of whichrelated to the lease ofretail space and related facilities. Remaining terms on the Company's
existing operating leases range from 2 to 16 years.

Purchase Obligations

The Companyutilizes several contract manufacturers to manufacture sub-assemblies for the Company's products and to perform final
assembly andtest of finished products. These contract manufacturers acquire components and build product basedon demand
information supplied by the Company, whichtypically covers periods ranging from 30 to 130 days. The Company also obtains
individual componentsforits products from a wide variety of individual suppliers. Consistent with industry practice, the Company
acquires components through a combination of purchaseorders, supplier contracts, and open orders based on projected demand
information. Such purchase commitments typically cover the Company's forecasted component and manufacturing requirements for
periods ranging from 30 to 130 days. The nature of the Company's outstanding third-party manufacturing commitments and component
purchase commitments hasnot changedsignificantly since the endofits fiscal 2003. As of September25, 2004, the Company had
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outstanding third-party manufacturing commitments and component purchase commitmentsof approximately $1.1 billion.

Asset Retirement Obligations

The Company's assetretirement obligations are associated with commitments to return property subject to operating leases to original
condition upon lease termination. As of September 25, 2004, the Company estimates that gross expected future cash flows of
approximately $12 million would be requiredto fulfill these obligations.

Other Obligations

The Company's other obligations of approximately $24 million are primarily related to telecommunications services.

Indemnifications

The Company generally doesnot indemnify end-users ofits operating system and application software against legal claims that the
software infringes third-party intellectual property rights. Other agreements entered into by the Company sometimes include
indemnification provisions under which the Company could be subject to costs and/or damagesin the event of an infringementclaim
against the Company or an indemnified third-party. However, the Company hasnot been required to make any significant payments
resulting from such an infringementclaim asserted againstitself or an indemnified third-party and, in the opinion of management, does
not havea liability related to unresolved infringementclaims subject to indemnification that wouldhave a material adverse affect on its
financial condition, liquidity or results of operations.

Factors That May Affect Future Results and Financial Condition

Becauseofthe following factors, as well as other factors affecting the Company's operating results and financial condition, past
financial performanceshould not be consideredto be a reliable indicator of future performance, and investors should not use historical
trends to anticipate results or trends in future periods.

General economic conditions and current economicandpolitical uncertainty could adversely affect the demandfor the Company's
products and thefinancial health ofits suppliers, distributors, and resellers.

The Company's operating performance dependssignificantly on general economic conditions in the U.S. and abroad. Overthe past
several years, demand for the Company's products has been negatively impacted by difficult global economic conditions. Additionally,
someof the Company's education customers appearedto be delaying technology purchases due to concerns aboutthe overall impact of
the weaker economyand state budgetdeficits on their available funding. Although recent macroeconomic trends seem to indicate an
economic recovery, continued uncertainty about future economic conditions makesit difficult to forecast future demandforthe
Company's productsand related operating results. Should global and/or regional economicconditions deteriorate, demandforthe
Company's products could be adversely affected, as could the financial health ofits suppliers, distributors, and resellers.

War, terrorism, public health issues or other business interruptions could disrupt supply, delivery or demandofproducts, which could
negatively affect the Company's operations andperformance.

War,terrorism, public health issues and other business interruptions whether in the U.S. or abroad, have caused and could continue to
cause damageordisruption to international commerceby creating economic andpolitical uncertainties that may have a strong negative
impact on the global economy, the Company, and the Company's suppliers or customers. The Company's major business operations are
subject to interruption by earthquake,fire, power shortages,terrorist attacks and other hostile acts, labor disputes, medical conditions,
and other events beyondits control. The majority of the Company's research and developmentactivities, its corporate headquarters,
information technology systems, and othercritical business operations, including certain component suppliers and manufacturing
vendors, are located near
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major seismic faults. Because the Companydoesnotcarry earthquake insurance for direct quake-related losses, the Company's
operating results and financial condition could be materially adversely affected in the event of a major earthquake or other natural or
manmade disaster.

Althoughit is impossible to predict the occurrences or consequencesof any such events, such events could result in a decrease in
demand for the Company's products, makeit difficult or impossible to deliver products to its customers or to receive components from
its suppliers, and could create delays and inefficiencies in the Company's supply chain. In addition, should major public health issues,
including epidemics, arise the Company could be negatively impacted by the need for more stringent employeetravelrestrictions,
additionallimitations in the availability of freight services, governmental actions limiting the movement of products between various
regions, delays in production rampsofnew products, and disruptions in the operations of the Company's manufacturing vendors and
componentsuppliers. The Company's operating results and financial condition have been,and in the future may continueto be,
adversely affected by these events.

The marketforpersonal computers and relatedperipherals and services, as well as digital music devices andrelated services, is highly
competitive. If the Company is unable to effectively compete in these markets, its results ofoperations could be adversely affected.

The personal computerindustry is highly competitive and is characterized by aggressive pricing practices, downward pressure on gross
margins, frequentintroduction of new products, short productlife cycles, evolving industry standards, continual improvement in
productprice/performance characteristics, rapid adoption of technological and product advancements by competitors, price sensitivity
on the part of consumers, and a large number of competitors. Over the past several years, price competition in the market for personal
computers and related peripherals has been particularly intense. The Company's competitors who sell Windowsand Linux based
personal computers have aggressively cut prices and lowered their product marginsin order to gain or maintain market share in
response to the weakness in demandthat began in the second half of calendar 2000 for personal computing products. The Company's
results of operations and financial condition have been,andin the future may continueto be, adversely affected by these and other
industry-wide pricing pressures and downward pressures on gross margins.

The personal computer industry has also been characterized by rapid technological advances in software functionality, hardware
performance, and features based on existing or emerging industry standards. Further, as the personal computer industry andits
customersplace morereliance on the Internet, an increasing numberofInternet devices that are smaller and simpler than traditional
personal computers may compete for market share with the Company's existing products. Several competitors of the Company have
either targeted or announcedtheir intention to target certain of the Company's key market segments, including consumer, education,
professional and consumerdigital video editing, and design and publishing. Several of the Company's competitors have introduced or
announced plansto introduce digital music products and/or online stores offering digital music distribution that mimic many of the
unique design, technical features, and solutions of the Company's products. The Companyhas a significant numberof competitors,
many of whom havegreater financial, marketing, manufacturing, and technological resources, as well as broader productlines and
larger installed customerbases than those of the Company. Additionally, there has been a trend towards consolidation in the personal
computer industry that has resulted in larger and potentially stronger competitors in the Company's markets.

The Companyis currently the only maker of hardware using the Mac OS. The MacOShas a minority market share in the personal
computer market, which is dominated by makers of computersutilizing other competing operating systems, including Windowsand
Linux. The Company's future operating results and financial condition are substantially dependentonits ability to continue to develop
improvements to the Macintosh platform in order to maintain perceived design and functional advantages over competing platforms.
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The Companyis currently focused on market opportunities related to digital music distribution and related consumerelectronic devices,
including iPods. The Companyfaces increasing competition from other companies promoting their own digital music products and
distribution services and free peer-to-peer music services. These competitors include both new entrants with novel market approaches,
such as subscription services models, and also larger companies that may have greater technical, marketing, distribution and other
resources than those of the Company,as well as established hardware, software and music content supplier relationships. Failure to
effectively compete could negatively affect the Company's operating results and financial position. There can be no assurance that the
Companywill be able to continue to provide products and services that effectively compete in these markets or successfully distribute
andsell digital music outside the U.S. The Company may also have to respondto price competition by lowering prices and/or
increasing features which could adversely affect the Company's music product gross margins as well as overall Company gross
margins.

The Company also faces increased competition in the U.S. education market. Sales in the U.S.to both elementary and secondary
schools, as well as for college and university customers, remain a core market for the Company. Uncertainty in this channel remains as
several competitors of the Companyhaveeither targeted or announcedtheirintention to target the education market for personal
computers, which could negatively affect the Company's market share. In an effort to regain market share and remain competitive, the
Companyhas been andwill continue to pursue one-to-one (1:1) learning solutions in education. The Company's 1:1 learning solutions
are a complete solution consisting of an iBook portable system for every student and teacher along with a wireless network connected
to a central server. These 1:1 learning solutions and otherstrategic sales are generally priced more aggressively and could result in
significantly less profitability or even in financial losses, particularly for larger deals. Although the Company believes it has taken
certain steps to strengthen its position in the education market, there can be no assurancethat the Company will be able to increase or
maintain its share of the education marketor execute profitably on large strategic arrangements.Failure to do so may have an adverse
impact on the Company's operating results and financial condition.

The Company must successfully managefrequent product introductions and transitions in order to remain competitive and effectively
stimulate customer demand.

Dueto the highly volatile and competitive nature of the personal computer and consumer electronics industries, which are characterized
by dynamic customer demandpatterns and rapid technological advances,the Company mustcontinually introduce new products and
technologies, enhance existing products in order to remain competitive, and effectively stimulate customer demand for new products
and upgraded versions of the Company's existingproducts. The success of new productintroductions is dependent on a number of
factors, including market acceptance; the Company's ability to manage the risks associated with product transitions, including
production ramp issues; the availability of application software for new products, the effective managementof inventory levels in line
with anticipated product demand;the availability ofproducts in appropriate quantities to meet anticipated demand;andthe risk that new
products may have quality or other defects in the early stages of introduction. Accordingly, the Company cannot determine in advance

_ the ultimate effect that new products will have onits sales or results of operations.

The Company's products, from time to time, experience quality problemsthat can result in decreased net sales and operating profits.pany§Pp (Pp q P p & P

The Companysells highly complex hardware and software products that can contain defects in design and manufacture. Sophisticated
operating system software and applications, such as those sold by the Company, often contain "bugs" that can unexpectedly interfere
with the operation of the software. Defects may also occur in components and products the Company purchases from third-parties.
There can be no assurancethat the Company will be able to detect and fix all defects in the hardware and softwareitsells.
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Failure to do so couldresult in lost revenue, loss of reputation, and significant warranty and other expense to remedy.

Because ordersfor components, and in some cases commitments to purchase components, must be placed in advance ofcustomer
orders, the Companyfaces substantial inventory risk.

The Companyrecordsa write-down for inventories of components and products that have becomeobsolete orare in excess of
anticipated demandornetrealizable value and accrues necessary reserves for cancellation fees of orders for inventories that have been
cancelled. Although the Companybelieves its inventory and related provisions are adequate, given the rapid and unpredictable pace of
product obsolescence in the computer and consumerelectronics industries, no assurance can be given that the Companywill not incur
additional inventory and related charges. In addition, such charges have had, and may have, a material effect on the Company's
financialposition and results of operations.

The Company must order components for its products and build inventory in advance ofproduct shipments. Because the Company's
markets are volatile and subject to rapid technology andprice changes, there is a risk the Company will forecast incorrectly and
produce or order from third parties excess or insufficient inventories ofparticular products. Consistent with industry practice,
components are normally acquired through a combination of formal purchase orders, supplier contracts, and open orders based on
projected demand information. Such purchase commitmentstypically cover the Company's forecasted component and manufacturing
requirements for periods ranging from 30 to 130 days. The Company's operating results and financial condition have been in the past
and mayin the future be materially adversely affected by the Company's ability to manageits inventory levels and respondto short-
term shifts in customer demandpatterns.

Future operating results are dependent upon the Company's ability to obtain a sufficient supply ofcomponents, including
microprocessors, some ofwhich are in short supply or available onlyfrom limited sources.

Although most components essential to the Company's business are generally available from multiple sources, certain key components
including microprocessors and ASICsare currently obtained by the Companyfrom singleor limited sources. Some key components
(including withoutlimitation DRAM,and TFT-LCDflat-panel displays), while currently available to the Company from multiple
sources, are at times subject to industry-wide availability and pricing pressures. In addition, new products introduced by the Company
often initially utilize custom components obtained from only one source until the Company has evaluated whether there is a needfor,
and subsequently qualifies, additional suppliers. In situations where a component or productutilizes new technologies, initial capacity
constraints may exist until such time as the suppliers’ yields have matured. The Company and other producers in the personal computer
industry also compete for various components with other industries that have experienced increased demandfor their products. The
Company uses some components that are not commonto the rest of the personal computer industry including certain microprocessors
and ASICs. Continued availability of these components maybe affected if producers were to decide to concentrate on the production of
components other than those customized to meet the Company's requirements. If the supply of a key componentwere to be delayed or
constrained on anew or existing product, the Company's results of operations and financial condition could be adversely affected.

The Company's ability to produce and market competitive products is also dependenton the ability and desire of IBM and Freescale
Semiconductor, Inc. (formerly the Semiconductor Products Segment of Motorola, Inc.), the sole suppliers of the PowerPC RISC-based
microprocessorfor the Company's Macintosh computers, to provide the Company with a sufficient supply of microprocessors with
price/performancefeatures that compare favorably to those supplied to the Company's competitors by Intel Corporation and other

’ developers and producers of microprocessors used by personal computers using other operating systems. Further, despite its efforts to

educate the marketplace to the contrary, the Company believes that many ofits current and potential customers believe that the
relatively slower MHz
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rating or clock speed of the microprocessorsit utilizes in its Macintosh systems compares unfavorably to thoseutilized by other
operating systemsandtranslates to slower overall system performance. There have been instances in recent years where the inability of
the Company's suppliers to provide advanced PowerPC microprocessorsin sufficient quantity has had significant adverse effects on the
Company's results of operations. In addition, IBM is currently the Company's sole supplier of the PowerPC G5 processor, whichis used
in the Company's current Power Mac, Xserve, and iMacproducts. Freescale Semiconductor, Inc. is the sole supplier of the G4
processor, which is used in the Company's eMac andportable products. IBM hasrecently experienced manufacturing problems with the
PowerPC G5processor, which resulted in the Company delaying the shipment of various products and constrained certain product
shipments during the second half of 2004. The inability of IBM to remedy these problems in a timely manner, avoid manufacturing
problemsin the future, and to deliver to the Company microprocessorsin sufficient quantities with competitive price/performance
features could further constrain shipments ofproducts containing the G5 processor and could adversely affect the Company's results of
operations and financial condition.

The Company is dependent on manufacturing andlogistics services provided by thirdparties, many ofwhom are located outside ofthe
US.

Mostof the Company's products are manufactured in whole orin part by third-party manufacturers. In addition, the Company has
outsourced much ofits transportation and logistics management. While outsourcing arrangements may lowerthe cost of operations,
they also reduce the Company's direct control over production anddistribution. It is uncertain what effect such diminished control will
have on the quality or quantity of the products manufactured or services rendered, or the flexibility of the Companyto respond to
changing market conditions. Moreover, although arrangements with such manufacturers may contain provisions for warranty expense
reimbursement, the Company may remain atleast initially responsible to the ultimate consumerfor warranty service in the event of
product defects. Any unanticipated product defect or warranty liability, whether pursuantto arrangements with contract manufacturers
or otherwise, could adversely affect the Company's future operating results and financial condition.

Final assembly ofproducts sold by the Company is currently conducted in the Company's manufacturing facility in Cork, Ireland, and
by external vendors in Fremont, California, Fullerton, California, Taiwan, Korea, the Netherlands, the People's Republic of China, and
the Czech Republic. Currently, manufacture of many of the components used in the Company's products andfinal assembly of
substantially all of the Company's portable products including PowerBooks, iBooks, and the iPod is performedby third-party vendors
in Taiwan and China. If for any reason manufacturing‘or logistics in any of these locations is disrupted by events such as regional
economic, business, environmental, medical, political, information technology system failures, or military actions, the Company's
results of operations and financial condition could be adversely affected.

The Company'sfuture operatingperformance is dependent ontheperformance ofdistributors and otherresellers ofthe Company's
products. .

The Companydistributes its products through wholesalers, resellers, national and regional retailers and cataloguers, many ofwhom
distribute products from competing manufacturers. In addition, the Companyalso sells many of its products and resells certain third-
party products in mostof its major markets directly to end users, certain education customers, and certain resellers throughits online
stores around the world andits retail stores. Many of the Company's significant resellers operate on narrow product margins and have
been negatively affected by recent economic conditions. Considerable trade receivables that are not covered by collateral or credit
insurance are outstanding with the Company's distribution andretail channel partners. The Company's business and financial results
could be adversely affected if the financial condition of these resellers weaken,if resellers within consumer channels were to cease
distribution of the Company's products, or ifuncertainty regarding demand for the Company's products causedresellers to
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reduce their ordering and marketing of the Company's products. The Companyhas invested and will continueto invest in various
programs to enhancereseller sales, including staffing selected resellers’ stores with Company employees. These programs could require
a substantial investmentfrom the Company, while providing no assuranceof return or incremental revenueto offset this investment.

Overthe past several years, an increasing proportion of the Company's net sales have been made by the Company directly to end-users
through its online stores around the world andthroughits retail stores in the U.S. and Japan. Some of the Company's resellers have
perceived this expansion of the Company's direct sales as conflicting with their own business and economic interests as distributors and
resellers of the Company's products. Perception of such a conflict could discourage the Company's resellers from investing additional
resourcesin the distribution andsale of the Company's products or lead them to limit or cease distribution of the Company's products.
The Company's business andfinancial results could be adversely affected if expansionofits direct sales to end-users causes some or all
ofits resellers to cease or limit distribution of the Company's products.

Further information regarding risks associated with Marketing and Distribution may be foundin Part J, Item 1 of this Form 10-K under
the heading "Markets and Distribution.”

The Company relies on third-party music content, which may notbe available to the Company on commercially reasonable terms or at
all. .

The Companycontracts with third parties to offer their music content to customers through the Company's iTunes Music Store. The
Companypays substantial fees to obtain the rights to offer to its customers this third-party music. Many of the Company's licensing
arrangements with these third-party content providers are short-term in nature and do not guarantee the future renewalof these
arrangements at commercially reasonable terms,ifat all. Certain parties in the music industry have announcedtheir intent to
consolidate their musicdistribution operations, which could limit the availability and increase the fees required to offer music content
to customers through the iTunes Music Store. Further, somethird-party content providers currently, or may in the future, offer music
products and services that compete with the Company's music products and services, and could take action to make it more difficult or
impossible for the Companyto license their music contentin the future. If the Company is unable to continue to offer a wide variety of
music content at reasonable prices with acceptable usage rules, or continue to expandits geographic reach outside the U.S., then sales
and gross margins of the Company's iTunes Music Store as well as related hardware and peripherals, including iPods, may be adversely
affected.

Third-party content providers andartists require that the Company provide certain digital rights management solutions and other
security mechanisms. If the requirements from content providersorartists change, then the Company may be required to further
develop orlicense technology to address such new rights and requirements. There is no assurance that the Companywill be able to
develop orlicense such solutions at a reasonable cost and in a timely manner,if atall, which could have a materially adverse effect on
the Company's operating results and financial position.

The Company'sfuture performance is dependent upon supportfrom third-party software developers. Ifthird-party software
applications cease to be developedor availablefor the Company's hardware products, then customers may choose notto buy the
Company's products.

The Company believes that decisions by customers to purchase the Company's personal computers, as opposed to Windows-based
systems,are often based onthe availability of third-party software for particular applications such as Microsoft Office. The Company
also believesthe availability of third-party application software for the Company's hardware products dependsin part on third-party
developers’ perception and analysis ofthe relative benefits of developing, maintaining, and upgrading such software for the Company's
products versus software for the larger Windows market. This analysis is based on factors such as the perceived strength of the
Companyandits products, the anticipated potential revenue that may be generated, continued acceptance by customers of Mac OS X,
and the costs of developing such
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software products. To the extent the Company's financial losses in prior years and the minority market share held by the Companyin
the personal computer market, as well as the Company's decision to end its Mac OS licensing program, have caused software
developers to question the Company's prospects in the personal computer market, developers could be less inclined to develop new
application software or upgrade existing software for the Company's products and more inclined to devote their resources to developing
and upgrading software for the larger Windows market. Moreover, there can be no assurance software developers will continue to
develop software for Mac OS X, the Company's operating system, on a timely basisorat all.

In addition, past and future development by the Companyofits own softwareapplications and solutions may negatively impact the
decision of software developers to develop, maintain, and upgrade similar or competitive software for the Company's products. The
Companycurrently markets andsells a variety of software applicationsfor use by professionals, consumers, and education customers
that could influencethe decisionsof third-party software developers to develop or upgrade Macintosh-compatible software products.
Software applications currently marketed by the Companyinclude software for professional film and video editing, professional
compositing and visual effects for large format film and video productions, professional music production and music post production,
professional and consumer DVD encodingandauthoring, consumerdigital video and digital photo editing and management,digital
music management, desktop-based database management, and high-quality presentations. The Company also markets an integrated
productivity application that incorporates word processing, page layout, image manipulation, spreadsheets, databases, and presentations
in a single application.

In August 1997, the Company and Microsoft Corporation entered into patent cross license and technology agreements. In addition, for a
period offive years through August 2002, and subject to certain limitationsrelated to the number of Macintosh computers sold by the
Company, Microsoft was required to make versionsofits Microsoft Office and Internet Explorer products for the Mac OS. Although
Microsoft has released Microsoft Office and Internet Explorer for Mac OS X,Microsoft has not been obligated to produce future
versionsofits products subsequent to August 2002. While the Companybelievesits relationship with Microsoft has been and will
continue to be beneficial to the Company andtoits efforts to increase the installed base for the Mac OS, the Company does compete
directly with Microsoft in a number of key areas. Accordingly, Microsoft's interest in producing application software for the Mac OS
following expiration of the agreements may be influenced by Microsoft's perception ofits interests as the vendor of the Windows
operating system and competing digital media applications, including music distribution service and technology. In June of 2003,
Microsoft stated that it would no longer develop new versions of Internet Explorer for the Mac OS,subsequent to the Company's
introduction during 2003 ofits own web browser, Safari. Further discontinuance of products for the Macintosh platform, including
Microsoft Office and other Microsoft products could have an adverse effect on the Company's netsales and results of operations.

The Company's business relies on access to patents andintellectualproperty obtainedfrom thirdparties, and the Company'sfuture
results could be adversely affectedifit is alleged orfound to have infringedon theintellectualproperty rights ofothers.

Manyofthe Company's products are designedto includeintellectual property obtained from third-parties. While it may be necessary in
the future to seek or renew licensesrelating to various aspects of its products and business methods, the Company believes that based
uponpast experience and industry practice, such licenses generally could be obtained on commercially reasonable terms. However,
there can be no assurance that the necessary licenses would be available or available on acceptable terms.

Because of technological changes in the computer and consumerelectronics industries, current extensive patent coverage, and the rapid
rate of issuanceof new patents,it is possible certain components of the Company's products and business methods may unknowingly
infringe existing patents of others. The Company has from timeto time been notified that it may be infringing certain patents or other
intellectual
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property rights of others. Responding to such claims, regardless of their merit, can be time consuming,result in significant expenses,
and causethe diversion of managementandtechnical personnel. Several pending claims are in various stages of evaluation. The
Company may considerthe desirability of entering into licensing agreements in certain of these cases. However, no assurance can be
given that such licenses can be obtained on acceptable termsorthatlitigation will not occur. In the event there is a temporary or
permanentinjunction entered prohibiting the Companyfrom marketingorselling certain ofits products or a successful claim of
infringementagainst the Company requiringit to pay royalties to a third-party, the Company's future operating results and financial
condition could be adversely affected. Information regarding certain claimsandlitigation involving the Companyrelatedto alleged
patent infringementand other matters is set forth in Part I, Item 3 of this Form 10-K.In the opinion of management, the Company does
not havea potentialliability for damagesor royalties from any current legal proceedingsor claimsrelated to the infringementofpatent
or otherintellectual property rights of others that would individually or in the aggregate have a material adverse effect onits results of
operations, or financial condition. However, the results of such legal proceedings cannotbe predicted with certainty. Should the
Companyfail to prevail in any of the matters related to infringementofpatent or otherintellectual property rights of others described in.
Part I, Item 3 of this Form 10-K or should several of these matters be resolved against the Company in the samereporting period, the
operating results of a particular reporting period could be materially adversely affected.

The Company's retail initiative has required and will continue to require a substantial investment and commitment ofresources andis
subject to numerous risks and uncertainties.

Through September 2004, the Company has opened 86retail stores. The Company'sretail initiative has required substantial investment
in equipment and leasehold improvements, information systems, inventory, and personnel. The Companyhasalso entered into
substantial operating lease commitmentsforretail space with lease terms ranging from 5 to 16 years, the majority of which are for
10 years. The Companycould incur substantial costs should it choose to terminatethis initiative or close individual stores. Such costs
could adversely affect the Company's results of operations and financial condition. Additionally, a relatively high proportion ofthe
Retail segment's costs are fixed because of depreciation on store construction costs and lease expense. Asa result, significant losses
would result should the Retail segment experience a decline in sales for any reason.

Certain of the Company's stores have been designed andbuilt to serve as high profile venues that function as vehicles for general
corporate marketing, corporate events, and brand awareness. Because oftheir unique design elements, locations and size, these stores
require substantially more investment in equipment and leasehold improvements than the Company's moretypical retail stores. The
Companyhas opened sevensuchstores through November 2004. Becauseoftheir location andsize, these high profile stores also
require the Companyto enter into substantially larger operating lease commitments compared to those required for its more typical
stores. Current leases on such locations have terms ranging from 10 to 16 years with total commitments per location over the lease
terms ranging from $25 million to $50 million. Closure or poor performance ofone ofthese high profile stores could have a particularly
significant negative impact on the Company's results of operations andfinancial condition.

Manyofthe general risks and uncertainties the Companyfaces could also have an adverse impact onits Retail segment. Also, many
factors uniqueto retail operations presentrisks and uncertainties, some ofwhich are beyond the Company's control, that could
adversely affect the Retail segment's future results, cause its actual results to differ from those currently expected, and/or have an
adverse effect on the Company's consolidated results of operations. Potential risks and uncertainties unique to retail operations that
could have an adverse impact on the Retail segment include, amongother things, macro-economic factors that have a negative impact
on generalretail activity; inability to manage costs associated with store construction and operation; lack of consumer acceptance of the
Company's retail approach;failure to attract new users to the Macintosh platform;inability to sell third-party hardware and software
products at adequate margins; failure to managerelationships with existing retail channel partners; lack of experience
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in managingretail operations outside the U.S.; costs associated with unanticipated fluctuations in the value of Apple-branded and third-
_ party retail inventory; and inability to obtain quality retail locations at reasonable cost.

Investment in new business strategies and initiatives could disrupt the Company's's ongoing business and may present risks not
originally contemplated.

The Company may decide to invest in new businessstrategies or engage in acquisitions that complement the Company's strategic
direction and product roadmap. Such endeavors may involvesignificantrisks and uncertainties, including distraction of management's
attention away from normalbusiness operations; insufficient revenue generation to offset liabilities assumed and expenses associated
with the strategy; and unidentified issues not discovered in the Company's due diligence process. Because these new ventures are
inherently risky, no assurance can be given that such strategies and initiatives will be successful and will not materially adversely affect
the Company's business, operating results or financial condition.

Declines in the sales ofthe Company's professionalproducts or increases in sales ofconsumer products, including iPods, may
negatively impact the Company's gross margin and operating margin percentages

Unit sales of the Company's professional products, including Power Macintosh and PowerBooksystems, generally have higher gross
margins than the Company's consumer products, including iMacs, iBooks, iPods, and content from the iTunes Music Store. A shift in
sales mix away from higher margin professional products towards lower margin consumerproducts could adversely affect the
Company's future gross margin and operating margin percentages. The Company's traditional professional customers may choose to
buy consumerproducts, specifically the iMac G5 and iBook,instead ofprofessional products. Professional users may choose to buy the
iMac G5 duetoits relative price performance, use of the same PowerPC G5 processor used in the Company's Power Macs, and unique
design featuring a flat panel screen. Potential PowerBook customers may also choose to purchase iBooksinstead due to their price
performance and screen size. Additionally, significant future growth in iPod sales without corresponding growth in higher margin
product sales could also reduce gross margin and operating margin percentages.

The Companybelieves that weak economic conditions over the past several years are having a pronounced negative impact on its
professional and creative customers whoare significant users ofits professional systems. Also,it is likely that many of the Company's
current and potential professional, creative, and small business customers, who are mostlikely to utilize professional systems, believe
that the relatively slower MHzrating or clock speed of the microprocessors the Companyutilizes in its Macintosh systems compares
unfavorably to those utilized by other computer manufacturers and translates to slower overall system performance. These factors may
result in an adverse impactto sales of the Company's professional products as well as to gross margin and operating margin
percentages.

The Company expects its quarterly revenue and operating results tofluctuatefor a variety ofreasons.

The Company's profit margins vary amongits products andits distribution channels. The Company's direct sales, primarily throughits
retail and online stores, generally have higher associated profitability than its indirect sales. Additionally, the Company's direct
channels have traditionally had more sales of software and higher priced hardware products, which generally have higher gross
margins, than through its indirect channels. As a result, the Company's gross margin and operating margin percentages as well as
overall profitability may be adversely impacted asa result of a shift in product, geographic or channel mix.In addition, the Company
generally sells more products during the third month of each quarter than it does during either of the first two months, a pattern typical
in the personal computerindustry. This sales pattern can produce pressure on the Company's internal infrastructure duringthethird
month of a quarter and may adversely impact the Company's ability to predict its financial results accurately. Developmentslate in a
quarter, such as lower-than-anticipated demand for the Company's products, an internal systemsfailure, or failure of one of the
Company's key logistics, components suppliers, or manufacturing partners, can have significant adverse impacts on the Company and
its results of operations and financial condition.
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The Company has higher research and developmentand selling, general and administrative costs, as a percentage ofrevenue, than
many ofits competitors.

The Company's ability to compete successfully and maintain attractive gross margins and revenue growthis heavily dependent uponits
ability to ensure a continuing and timely flow of innovative and competitive products and technologies to the marketplace. As a result,
the Companyincurs higher research and developmentcosts as a percentage of revenue than its competitors whosell personal computers
based on other operating systems. Many of these competitors seek to compete aggressively on price and maintain very low cost
structures. Further, as a result of the expansion of the Company's Retail segment and costs associated with marketing the Company's
brand includingits unique operating system, the Companyincurs higherselling costs as a percentage of revenue than manyofits
competitors. If the Companyis unable to continue to develop andsell innovative new products with attractive gross margins,its results
of operations may be materially adversely affected by its operating cost structure.

The Companyis exposed to credit risk on its accounts receivables. This risk is heightened duringperiods when economic conditions
worsen.

The Company distributes its products through third-party computer resellers andretailers and directly to certain educationalinstitutions
and commercial customers. A substantial majority of the Company's outstanding trade receivables are not covered by collateral or credit
insurance. The Companyalso has unsecured non-tradereceivables from certain of its manufacturing vendors resulting from thesale by
the Company of raw material components to these manufacturing vendors who manufacture sub-assemblies or assemblefinal products
for the Company. While the Companyhas proceduresin place to monitor and limit exposureto credit risk on its trade and non-trade
receivables, there can be no assurance that such procedureswill be effective in limiting its credit risk and avoiding losses. Additionally,
if the global economy and regional economies fail to improve or continue to deteriorate, it becomes more likely that the Companywill
incur a material loss or losses as a result of the weakening financial condition of one or more ofits customers or manufacturing
vendors.

The Company's success depends largely onits ability to attract and retain key personnel.

Muchofthe future success of the Company depends on the continued service and availability of skilled personnel, including its Chief
Executive Officer, members ofits executive team, and those in technical, marketing and staff positions. Experienced personnelin the
information technology industry are in high demand and competition fortheir talents is intense, especially in the Silicon Valley, where
the majority of the Company's key employees are located. The Companyhasrelied onits ability to grant stock options as one
mechanism for recruiting and retaining this highly skilled talent. Potential accounting regulations requiring the expensing of stock
options may impair the Company's future ability to provide these incentives without incurring significant compensation costs. There
can be no assurance that the Company will continue to successfully attract and retain key personnel.

The Company is subjectto risks associated with the availability and costofinsurance.

The Company has observed rapidly changing conditions in the insurance markets relating to nearly all areas of traditional commercial
insurance. Such conditions have and may continue to result in higher premium costs, higher policy deductibles, lower coverage limits
and mayalso yield possible policy form exclusions. For somerisks, because of cost and/or availability, the Company does not have
insurance coverage. Because the Companyretains someportion ofits insurable risks, and in some casesself insures completely,
unforeseen or catastrophic losses in excess of insured limits may have a material adverse effect on the Company's results of operations
and financial position. ,

Failure ofinformation technology systems and breaches in the security ofdata upon which the Companyrelies could adversely affect
the Company'sfuture operating results.

Information technology system failures and breaches of data security could disrupt the Company's ability to function in the normal
course ofbusiness by potentially causing delays or cancellation of customer
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orders, impeding the manufacture or shipment of products,or resulting in the unintentional disclosure of customer or Company
information. Managementhas taken steps to address these concernsfor its own systems by implementing sophisticated network
security and internal control measures. However, there can be no assurance that a system failure or data security breach of the Company
or a third-party vendorwill not have a material adverse effect on the Company's results of operations.

The Company's business is subject to the risks ofinternational operations.

A large portion of the Company's revenue is derived from its international operations. As a result, the Company's operating results and
financial condition could be significantly affected by risks associated with international activities, including economic and labor
conditions, political instability, tax laws (including U.S. taxes on foreign subsidiaries), and changesin the value of the U.S. dollar
versus the local currency in which the products are sold and goods and services are purchased. The Company's primary exposure to
movements in foreign currency exchangerates relate to non-dollar denominated sales in Europe, Japan, Australia, Canada, and certain
parts of Asia and non-dollar denominated operating expenses incurred throughout the world. Weaknesses in foreign currencies,
particularly the Japanese Yen and the Euro, can adversely impact consumer demand for the Company's products and the U.S. dollar
value of the Company's foreign currency denominated sales. Conversely, strengthening in these and other foreign currencies can
increase the cost to the Company ofproduct components, negatively affecting the Company's results of operations.

Margins on sales of the Company's products in foreign countries, and on sales of products that include components obtained from

foreign suppliers, can be adversely affected by foreign currency exchange rate fluctuations and by international trade regulations,
including tariffs and antidumping penalties.

Derivative instruments, such as foreign exchange forward and option positions have been utilized by the Company to hedge exposures
to fluctuations in foreign currency exchangerates. The use of such hedgingactivities may not offset more than a portion of the adverse
financial impactresulting from unfavorable movements in foreign exchangerates.

Further information related to the Company's global market risks may be found in Part II, Item 7A of this Form 10-K under the
subheading "Foreign Currency Risk" and may be found in Part II, Item 8 of this Form 10-K at Notes | and 2 of Notes to Consolidated
Financial Statements.

The Companyis subject to risks associated with environmental regulations.

Production and marketing of products in certain states and countries may subject the Company to environmental and other regulations
including, in some instances, the requirement to provide customersthe ability to return product at the endofits useful life, and place
responsibility for environmentally safe disposal or recycling with the Company. Such laws and regulations have recently been passed in
several jurisdictions in which the Company operates, including various European Union member countries, Japan and certain states
within the U-S. In the future, these laws could have a material adverse affect on the Company.

Changes in accounting rules could adversely affect the Company'sfuture operating results.

Financial] statements are prepared in accordance with U.S. generally accepted accounting principles. These principles are subject to
interpretation by various governing bodies, including the FASB andthe Securities and Exchange Commission (SEC), who interpret and
create appropriate accounting regulations. A change from current accounting regulations, including accounting for stock-based
compensation, could have a significant effect on the Company's results of operations and could impact the manner in which the
Company conducts business.
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Unanticipated changes in the Company's tax rates could affect itsfuture results.

The Company's future effective tax rates could be favorably or unfavorably affected by unanticipated changes in the mix of earningsin
countries with differing statutory tax rates, changes in the valuation of the Company's deferred tax assets andliabilities, or by changes
in tax lawsortheir interpretation. In addition, the Company is subject to the continuous examination of its income tax returns by the
Internal Revenue Service and other tax authorities. The Company regularly assesses the likelihood of adverse outcomesresulting from
these examinations to determine the adequacyofits provision for incometaxes. There can be no assurance that the outcomes from these
continuous examinations will not have an adverse effect on the Company's operating results and financial condition.

The Company's stockprice may be volatile.

The Company's stock has at times experienced substantial price volatility as a result of variations betweenits actual and anticipated
financial results and as a result of announcements by the Company and its competitors. The stock market has experienced extremeprice
and volumefluctuations that have affected the market price of many technology companies in ways that have been unrelated to the
operating performance of these companies. These factors, including lack ofpositive performance in the Company's stock price, as well
as general economic andpolitical conditions and investors' concerns regarding the credibility of corporate financial reporting and
integrity of financial markets, may materially adversely affect the marketprice of the Company's stock in the future. In addition,
increases in the Company's stock price mayresult in greater dilution of earnings per share.
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Item 7A. Quantitative and Qualitative Disclosures About Market Risk

Interest Rate and Foreign Currency Risk Management

The Companyregularly reviewsits foreign exchange forward and option positions andits interest rate swap andoptionpositions, both
on a stand-alone basis and in conjunction with its underlying foreign currency and interest rate related exposures. However, given the
effective horizons of the Company's risk managementactivities and the anticipatory nature of the exposures, there can be no assurance
the hedges will offset more than a portion of the financial impact resulting from movements in either foreign exchangeorinterestrates.
In addition, the timing ofthe accounting for recognition of gains and losses related to mark-to-market instruments for any given period
may not coincide with the timing of gains and lossesrelated to the underlying economic exposuresand, therefore, may adversely affect
the Company's operating results and financial position.

Interest Rate Risk

While the Companyis exposedto interest rate fluctuations in many of the world's leadingindustrialized countries, the Company's
interest income and expense is most sensitive to fluctuations in the general level of U.S. interest rates. In this regard, changes in U.S.
interest rates affect the interest earned on the Company's cash, cash equivalents, and short-term investments as well as costs associated
with foreign currency hedges.

The Company's short-term investmentpolicy and strategy is to ensure the preservation ofcapital, meet liquidity requirements, and
optimize return in light of current credit and interest rate trends. The Company benchmarksits performancebyutilizing external money
managers to manage a small portion of the aggregate investmentportfolio. The external managers adhere to the Company's investment
policies and also provide occasional research and market information that supplements internal research used to make credit decisions
in the investment process.

The Company's exposure to market risk for changesin interest rates relates primarily to the Company's investment portfolio. The
Companyplacesits short-term investments in highly liquid securities issued by high credit quality issuers and, by policy, limits the
amount of credit exposure to any one issuer. The Company's general policy is to limit the risk ofprincipal loss and ensure the safety of
invested funds by limiting marketand credit risk. All highly liquid investments with maturities of three monthsorlessare classified as
cash equivalents; highly liquid investments with maturities greater than three monthsare classified as short-term investments. As of
September 25, 2004, approximately $180 million of the Company's short-term investments had underlying maturities ranging from 1 to
5 years. As of September 27, 2003, $629 million of the Company's investment portfolio classified as short-term investments had
maturities ranging from | to 5 years. The remainderall had underlying maturities between 3 and 12 months. The Company maysellits
investments prior to their stated maturities, due to liquidity needs, in anticipation of credit deterioration, or for duration management.
Asa result of such activity, the Company recognized net gains of $1 million in 2004, $21 million in 2003, and $7 million in 2002.

In order to provide a meaningful assessmentofthe interest rate risk associated with the Company's investmentportfolio, the Company
performed a sensitivity analysis to determine the impact that a change in interest rates would have on the value of the investment
portfolio assuming a 100 basis pointparallel shift in the yield curve. Based on investmentpositions as of September 25, 2004, a
hypothetical 100 basis point increase in interest rates across all maturities wouldresult in a $14.4 million decline in the fair market
value of the portfolio. As of September 27, 2003, a similar 100 basis point shift in the yield curve would have resulted in a
$12.9 million decline in fair value. Such losses would only be realized if the Companysold the investments prior to maturity. Except in
instances noted above, the Company's policy is to hold investments to maturity.

From time to time, the Company has enteredinto interest rate derivative transactions with financial institutions in order to better match
the Company's floating-rate interest income on its cash equivalents
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and short-term investments with its fixed-rate interest expense on its debt, and/or to diversify a portion of the Company's exposure
away from fluctuations in short-term U.S. interest rates. The Company did notenter into any interest rate derivatives during 2004 or
2003 and had no openinterest rate derivatives at September 25, 2004.

In prior years, the Company had enteredinto interest rate debt swaps with financial institutions. The interest rate debt swaps required
the Company topaya floating interest rate based on the three- or six-month U.S. dollar LIBORandreceivea fixed rate of interest
without exchangesof the underlying notional amounts. These swaps effectively converted the Company's fixed-rate 10-year debt to
floating-rate debt. Due to prevailing market interest rates, during 2001 and 2002 the Company entered into and then subsequently
closed out interest rate debt swap positions realizing gains of $23 million. The gains were deferred, recognized in long-term debt and
were amortized to other income and expense over the remaininglife of the debt.

Foreign Currency Risk

In general, the Companyis a net receiver of currencies other than the U.S. dollar. Accordingly, changes in exchangerates, and in
particular a strengthening of the U.S.dollar, may negatively affect the Company's net sales and gross margins as expressed in U.S.
dollars. There is also a risk that the Companywill have to adjust local currency productpricing due to competitive pressures when there
has been significant volatility in foreign currency exchange rates.

The Company mayenter into foreign currency forward and option contracts with financial institutions to protect against foreign
exchangerisks associated with existing assets andliabilities, certain firmly committed transactions, forecasted future cash flows, and
net investments in foreign subsidiaries. Generally, the Company's practice is to hedge a majority ofits existing material foreign
exchangetransaction exposures. However, the Company maynot hedge certain foreign exchange transaction exposures due to
immateriality, prohibitive economic cost of hedging particular exposures, and limited availability of appropriate hedging instruments.

In order to provide a meaningful assessmentof the foreign currency risk associated with certain of the Company's foreign currency
derivative positions, the Company performeda sensitivity analysis using a value-at-risk (VAR) model to assess the potential impact of
fluctuations in exchange rates. The VAR model consisted of using a Monte Carlo simulation to generate 3000 random market price
paths. The VARis the maximum expected loss in fair value, for a given confidence interval, to the Company's foreign exchange
portfolio due to adverse movementsin rates. The VAR model is not intended to represent actual losses but is used as a risk estimation
and management tool. The model assumes normal market conditions. Forecasted transactions, firm commitments, and assets and
liabilities denominated in foreign currencies were excluded from the model. Based onthe results of the model, the Company estimates
with 95% confidence a maximum one-dayloss in fair value of $3.2 million as of September 25, 2004 compared to a maximum one-day
loss of $7.5 million as of September 27, 2003. Because the Companyuses foreign currency instruments for hedging purposes, losses
incurred on those instruments are generally offset by increasesin the fair value of the underlying exposures.

Actual gainsandlosses in the future associated with the Company's investment portfolio and derivative positions may differ materially
from the sensitivity analyses performed as of September 25, 2004 dueto the inherent limitations associated with predicting the changes
in the timing and amountofinterest rates, foreign currency exchangesrates, and the Company's actual exposures and positions.
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Item 8. Financial Statements and Supplementary Data

Index to Consolidated Financial Statements : : Page 

Financial Statements:

Consolidated Balance Sheets as of September 25, 2004 and September 27, 2003 60
Consolidated Statements of Operations for the three fiscal years ended September 25, 2004 61
Consolidated Statements of Shareholders' Equity for the three fiscal years ended September 25, 2004 62
Consolidated Statements of Cash Flowsforthe three fiscal years ended September 25, 2004 63
Notes to Consolidated Financial Statements 64

Selected Quarterly Financial Information (Unaudited) 102
Report of Independent Registered Public Accounting Firm, KPMG LLP 103

All financial statement schedules have been omitted, since the required information is not applicable or is not present in amounts
sufficient to require submission of the schedule, or because the information required is included in the Consolidated Financial
Statements and Notesthereto.
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CONSOLIDATED BALANCE SHEETS

(In millions, except share amounts)

 September 25, 2004 September27, 2003

ASSETS:

Currentassets:

Cash and cash equivalents $ 2,969
Short-term investments 2,495
Accounts receivable, less allowances of $47 and $49, respectively TT4
Inventories 101
Deferred tax assets 231
Other current assets 485

Total current assets 7,055

Property, plant, and equipment, net 707
Goodwill 80

Acquired intangible assets 17
Otherassets 191

Total assets $ 8,050

 
LIABILITIES AND SHAREHOLDERS' EQUITY:

Current liabilities:

Accounts payable $ 1,451 § 1,154
Accrued expenses 1,229 899
Current debt — 304

Total current liabilities 2,680 2,357
Deferred tax liabilities and other non-currentliabilities 294 235

Totalliabilities 2,974 2,592EREAERIALIREAOEE,_SareeaetetapmrcITRNS

Commitments and contingencies

Shareholders’ equity:
Commonstock, no par value; 900,000,000 shares authorized; 391,443,617 and

 

366,726,584 shares issued and outstanding, respectively 2,514
Deferred stock compensation (93)
Retained earnings 2,670
Accumulated other comprehensive income(loss) (15)

Total shareholders’ equity 5,076

Total liabilities and shareholders’ equity $ 8,050
 

See accompanying notes to consolidated financial statements.
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CONSOLIDATED STATEMENTS OF OPERATIONS

(In millions, except share and per share amounts)

Threefiscal years ended September 25, 2004enrNiNeAECEREESO TERESESSNEETRE,

Net sales
Cost of sales

Gross margin

Operating expenses:
Research and development
Selling, general, and administrative
Restructuring costs
Purchased in-process research and development

Total operating expenses

Operating income(loss)

Other income and expense:
Gains(losses) on non-current investments, net
Interest and other income, net

Total other income and expense

Income before provision for income taxes
Provision for income taxes

Incomebefore accounting changes
Cumulative effects of accounting changes, net of income taxes

Net income

Eamings per common share before accounting changes:
Basic
Diluted

Earnings per commonshare:
Basic
Diluted

Shares used in computing earnings per share (in thousands):
Basic
Diluted

2004

$ 8,279

2003

$ 6,207

Page 63 of 122

2002

$ 5,742

 

 

 

 

383
107

SERIE

 

0.74
0.71

$
$

0.74

0.71PA

371,590
387,311

$ 0.19
$ 0.19

$ 0.19
$ 0.19

360,631
363,466

eneanarmeesmbereannenAaaeES

(42)
112

omarraa

70

87
22

65

$ 65
SEEREee

$ 0.18
$ 0.18

$ 0.18
$ 0.18

355,022
361,785

See accompanying notes to consolidated financial statements.
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CONSOLIDATED STATEMENTS OF SHAREHOLDERS' EQUITY

(In millions, except share amounts which are in thousands)

Balances as of September 29, 2001
Components of comprehensive
income:

Net income

Changein foreign currency
translation

Changein unrealized gain on
available-for-sale securities, net of
tax

Change in unrealized gain on
derivative investments, net of tax

Total comprehensive income
Amortization of deferred stock

compensation
Commonstock issued under stock

plans
Tax benefit related to stock options

Balances as of September 28, 2002
Components of comprehensive
income:

Net income

Changein foreign currency
translation

Changein unrealized gain on
available-for-sale securities, net of
tax

Change in unrealized gain on
derivative investments, net of tax

Total comprehensive income
Amortization of deferred stock

compensation
Write-off of deferred stock

compensation
Commonstock issued under stock

plans
Settlement of forward purchase
agreement
Tax benefit related to stock options

Balances as of September 27, 2003
Components of comprehensive
income:

Net income

Change in foreign currency
translation

Change in unrealized gain on
available-for-sale securities, net of
tax

Changein unrealized loss on
derivative investments, net of tax

http://www.sec.gov/Archives/edgar/data/320193/000104746904035975/a2147337z10-k.htm

CommonStock
ieeteararecmceet eee 

Shares Amount

350,922 $ 1,693

8,037 105
— 28

358,959 $ 1,826

9,299 128

(1,531) (35)
— 7

366,727 $ 1,926

 

Accumulated

 

 

 

Other Total
Deferred Stock Retained Comprehensive Sharcholders'

Compensation Earnings Income (Loss) Equity

$ ais 2,260 $ (22)$ 3,920

— 65 — 65

— — 5 5

— — (17) (17)

— — (5) (15)

38

4 — — 4

— — — 105
— — — 28

$ (7)$ 2,325 $§ (49) $ 4,095

— 69 — 69

— — 31 31

—_ — (12) (12)

_— — (5) (5)

83

15 — —_— 15

5 — — 5

(75) — — 53

— —_ — (35)
_ — — 7

$ (62)$ 2,394 $ (35)$ 4,223

— 276 —_ 276

— — 13 13

— — (5) (5)

— — 12 12
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Total comprehensive income 296
Issuance of restricted stock units — 64 (64) — — —
Adjustment to commonstock related
to a prior year acquisition (79) (2) — — — (2)
Amortization of deferred stock

compensation — — 33 — —_ 33
Commonstock issued under stock

plans 24,796 427 — — —_ 427
Tax benefit related to stock options —_ 99 — — —_— 99

Balances as of September 25, 2004 391,444 2,514 $ (93)$ 2,670 $ (15)$ 5,076
OS EE geareens RRRNEOIE§aSes BERNAue A
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CONSOLIDATED STATEMENTS OF CASH FLOWS

Threefiscal years ended September 25, 2004‘SREELESESRNEESOESECLDLLBDDEI LET EA TEED

Cash and cash equivalents, beginning of the year

 

Operating Activities:
Net income

Cumulative effects of accounting changes, net of taxes
Adjustments to reconcile net income to cash generated by operatingactivities:

Depreciation, amortization and accretion
Stock-based compensation expense
Non-cash restructuring
Provision for (benefit from) deferred income taxes
Loss on disposition ofproperty, plant, and equipment
Gains on sales of short-term investments, net
(Gains) losses on non-current investments, net
Gain on forward purchase agreement
Purchased in-process research and development

Changesin operating assets and liabilities:
Accounts receivable
Inventories
Other current assets
Otherassets

Accounts payable
Otherliabilities

Cash generated by operating activities

Investing Activities:
Purchases of short-term investments
Proceeds from maturities of short-term investments
Proceeds from sales of short-term investments
Proceeds from sales of non-current investments

Purchases of property, plant, and equipment
Cash used for business acquisitions
Other

Cash generated by (used for) investing activities -

Financing Activities:
Paymentof long-term debt
Proceeds from issuance of commonstock

Cash used for repurchase of commonstock

Cash generated by financing activities

Increase (decrease) in cash and cash equivalents

Cash and cash equivalents, end of the year

Supplemental cash flow disclosures:
Cash paid during the year for interest
Cash paid (received) for incometaxes, net

(in millions)

2004

$ 3,396

ARNEREES

(3,270)
1,141

801
5

(176)

11

(1,488)scerouemunnenamnmaormcereT

(300)
427

AapRERUNS

127
Sika

(427)

$ 2,969

$ 10

$ (7)

See accompanying notes to consolidated financial statements.
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2003
‘eyiRaenteaeneacrerareeees

$ 2,252

69

Q)

113
16
12

(il)
2

(21)
(10)

(6)

(201)
(11)
(34)
(30)
243
159

289od

(2,648)
2,446
1,116

45

(164)

33

828

53

(26)

27
RN

1,144 teececntnemINTERES

$ 3,396
AEEA

$ 20
$ 45
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2602

$ 2,310

65

114

(34)

(7)
42

(99)
(34)

(114)
(11)
110
36

89SEER

(4,144)
2,846
1,254

25

(174)
(52)

(7)

(252)SAYAREETERALANS

105

105‘REPENSSTREIER

(58)REESERDORRATIA

$ 2,252
SAR

$ 20
$ 11
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NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Note 1—Summaryof Significant Accounting Policies

Apple Computer, Inc. and subsidiaries (the Company) designs, manufactures and markets personal computers and related software,
services, peripherals and networking solutions. The Companyalso designs, develops and marketsa line of portable digital music
players along with related accessories and services including the online distributionof third-party music and audio books. The
Companysells its products worldwide throughits online stores, its own retail stores, its direct sales force and third-party wholesalers,
resellers and value addedresellers. In addition to its own hardware, software and peripheral products, the Companysells a variety of
third-party hardware and software products throughits online andretail stores. The Companysells to education, consumer,creative
professional, business and government customers.

Basis of Presentation and Preparation

The accompanying consolidated financial statements include the accounts of the Company. Intercompany accounts andtransactions
have been eliminated. The preparation of these consolidated financial statements in conformity with U.S. generally accepted accounting
principles requires management to make estimates and assumptionsthat affect the amounts reported in these consolidated financial
statements and accompanying notes. Actual results could differ materially from those estimates. Certain prior year amounts in the
consolidated financial statements and notes thereto have been reclassified to conform to the current year presentation.

Typically, the Company's fiscal year ends on the last Saturday of September. Fiscal years 2004, 2003 and 2002 were each 52-week
years. However, approximately every six years, the Company reports a 53-week fiscal yearto align its fiscal quarters with calendar
quarters by adding a weektoits first fiscal quarter. The Company expects to add this additional week in its first fiscal quarter of 2006.
All information presented herein is based on the Company's fiscal calendar.

Financial Instruments

Cash Equivalents and Short-term Investments

All highly liquid investments with maturities of three monthsor less at the date of purchase are classified as cash equivalents. Highly
liquid investments with maturities greater than three monthsare classified as short-term investments. Management determines the
appropriate classification of its investments in debt and marketable equity securities at the time of purchase and reevaluates such
designation as of each balance sheet date. The Company's debt and marketable equity securities have been classified and accounted for
as available-for-sale. These securities are carried at fair value, with the unrealized gains and losses, net of taxes, reported as a
componentof shareholders' equity. The cost of securities sold is based upon the specific identification method.

Financial Instruments with Characteristics ofBoth Liabilities and Equity

On May15, 2003, the Financial Accounting Standards Board (FASB)issued Statement of Financial Accounting Standards (SFAS)
_ No. 150, Accountingfor Certain Financial Instruments with Characteristics ofBoth Liabilities and Equity. SFAS No. 150 requires

issuersto classify as liabilities (or assets in some circumstances)certain freestanding financial instruments that embody obligations for
the issuer and have characteristics of both liabilities and equity. The Company adopted the provisions of SFAS No.150 on June 29,
2003, which resulted in a favorable cumulative-effect type adjustment of approximately $3 million. This adjustmentrelated to a
forward purchase agreementthat allowed the Company to acquire 1.5 million shares of its commonstock at an average price of $16.64
per share for a total cost of $25.5 million. The Companysettled this forward purchase agreement in August 2003, which resulted in an
additional gain of

a RSBNASEISOEO EEEESORG PEPERERESSEREIAEDEEESASES AOE A a URSARROREaaak
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approximately $6 million representing the increase in fair value of the agreement from June 29, 2003 through the settlement date.

Derivative Financial Instruments

The Company accounts for its derivative instruments as either assets orliabilities and carries them at fair value. Derivatives that are not
hedges mustbe adjusted to fair value through income.If the derivative is a hedge, depending onthe nature of the hedge, changes in fair
value will either be offset against the change in fair value of the hedgedassets,liabilities, or firm commitments throughearnings, or
recognized in other comprehensive incomeuntil the hedged item is recognized in earnings.

For derivative instruments that hedge the exposure to variability in expected future cash flows that are designated as cash flow hedges,
the net gain or loss on the derivative instrumentis reported as a component of other comprehensive incomein shareholders’ equity and
reclassified into earnings in the sameperiod or periods during which the hedged transaction affects earnings. To receive hedge
accounting treatment, cash flow hedges mustbe highly effective in achieving offsetting changes to expected future cash flows on
hedgedtransactions. For derivative instruments that hedge the exposure to changes in the fair value of an asset ora liability and that are
designated as fair value hedges, the net gain or loss on the derivative instrument as well as the offsetting gain or loss on the hedged item
attributable to the hedgedrisk are recognized in earnings in the current period. The net gain or loss on the effective portion of a
derivative instrument that is designated as an economic hedgeof the foreign currency translation exposure of the net investment in a
foreign operation is reported in the same manneras a foreign currency translation adjustment. For forward contracts designated as net
investment hedges, the Company excludes changesin fair value relating to changes in the forward carry componentfromits definition
of effectiveness. Accordingly, any gains orlossesrelated to this component are recognized in current earnings. For derivative
instruments not designated as hedging instruments, changesin fair value are recognized in earningsin the currentperiod.

In accordance with SFAS No.133, hedgesrelated to probable but not firmly committed transactions of an anticipatory nature are
designated and documentedat hedge inception as cash flow hedges and evaluated for hedge effectiveness quarterly. For foreign
currency forward contracts designated as cash flow hedges, hedge effectiveness is measured based on changes in the fair value of the
contract attributable to changesin the forward exchange rate. Changes in the expected future cash flows on the forecasted hedged
transaction and changesin the fair value of the forward hedge are both measured from the contract rate to the forward exchangerate
associated with the forward contract's maturity date. For currency option contracts, hedge effectiveness is assessed by comparing the
presentvalue of the cumulative change in expected future cash flows on the hedged transaction to changes in expected cash flow of the
option hedge at maturity. The net gains or losses on derivative instruments qualifying as cash flow hedges are reported as components
of other comprehensive income in shareholders’ equity and reclassified into earnings in the same period or periods during which the
hedged transaction affects earnings. Any hedge ineffectiveness is recognized in current earnings in other income and expense. For
interest rate swap agreements qualifying as fair value hedges, the Company assumesno ineffectiveness because these swaps meet the
criteria for accounting under the short-cut method.

The Company mayenter into foreign currency forward contracts to hedge the translation and economic exposure of a net investment
position in a foreign subsidiary. For such contracts, hedge effectiveness is measured based on changes in the fair value of the contract
attributable to changes in the spot exchangerate. The effective portion of the net gain or loss on a derivative instrument designated as a
hedge of the net investmentposition in a foreign subsidiary is reported in the same manneras a foreign currency .
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translation adjustment. Any residual changesin fair value ofthe forward contract, including changesin fair value based on the
differential between the spot and forward exchange rates, are recognizedin current earnings in other income and expense.

Inventories

Inventories are stated at the lower of cost(first-in, first-out) or market. If the cost of the inventories exceeds their market value,
provisions are madecurrently for the difference between the cost and the marketvalue.

Property, Plant, and Equipment

Property, plant, and equipmentare stated at cost. Depreciation is computed byuseofthe straight-line methodover the estimated useful
lives of the assets, which are 30 years for buildings, from 2 to 5 years for equipment, and the shorter of lease terms or 10 years for
leasehold improvements. The Companycapitalizes eligible costs to acquire or develop internal-use software that are incurred
subsequentto the preliminary project stage. Capitalized costs related to internal-use software are amortized using the straight-line
method overthe estimated useful lives of the assets, which range from 3 to 5 years.

Asset, Retirement Obligations

On September 29, 2002, the Company adopted SFAS No. 143, Accountingfor Asset Retirement Obligations, which addresses financial
accounting and reporting for obligations associated with the retirement of tangible long-lived assets and the associated asset retirement
costs. The standardappliesto legal obligations associated with the retirement of long-lived assets that result from the acquisition,
construction, development and/or normaluseoftheassets. SFAS No. 143 requires thatthe fair value ofa liability for an asset
retirement obligation be recognized in the period in whichit is incurred if a reasonable estimate of fair value can be made. The fair
value ofthe liability is added to the carrying amountofthe associated asset andthis additional carrying amount is depreciated overthe
life of the asset. All of the Company's existing asset retirement obligations are associated with commitments to return property subject
to operating leases to original condition uponlease termination. The Company estimated that as of September 29, 2002, gross expected
future cash flows of $9.5 million would be required to fulfill these obligations.

Asofthe date of adoption, the Company recorded a $6 million long-term asset retirementliability and a corresponding increase in
leasehold improvements. This amountrepresents the present value of expected future cash flows associated with returning certain of the
Company's leased properties to original condition. The difference between the gross expected future cash flow of $9.5 million andits
presentvalue of $6 million at September 29, 2002, is being accreted overthe life of the related leases as an operating expense. Net of
the related incometax effect of approximately $1 million, adoption of SFAS No. 143resulted in an unfavorable cumulative-effect type
adjustmentto net income duringthe first quarter of 2003 of approximately $2 million. This adjustment represents cumulative
depreciation and accretion that would have been recognized through the date of adoption of SFAS No. 143 had the statement been
applied to the Company's existing asset retirement obligations at the time they wereinitially incurred.
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The following table reconciles changes in the Company's asset retirementliabilities for fiscal 2003 and 2004 (in millions):

Asset retirementliability as of September 29, 2002 $ 5.5
Additional asset retirement obligations recognized 0.5
Accretion recognized 1.2

Assetretirement liability as of September 27, 2003 $ 7.2
Additional asset retirement obligations recognized 0.5
Accretion recognized 0.5

Asset retirement liability as of September 25, 2004 $ 8.2eee

Long-Lived Assets Including Goodwill and Other Acquired Intangible Assets

The Companyreviewsproperty, plant, and equipmentandcertain identifiable intangibles, excluding goodwill, for impairment
whenever events or changes in circumstances indicate the carrying amount of an asset may not be recoverable. Recoverability of these
assets is measured by comparisonofits carrying amount to future undiscounted cash flows the assets are expected to generate.If
property, plant, and equipmentandcertain identifiable intangibles are considered to be impaired, the impairment to be recognized
equals the amount by which the carrying valueofthe assets exceedsits fair market value. For the three years ended September25,
2004, September 27, 2003, and September 28, 2002 the Company had no material impairmentofits long-lived assets, exceptfor the
impairmentofcertain assets in connection with the restructuring actions described in Note5.

The Company adopted SFAS No. 142, Goodwill and Other Intangible Assets, in the first quarter of fiscal 2002. SFAS No. 142 requires
that goodwill and intangible assets with indefinite useful lives no longer be amortized, but instead be tested for impairmentat least
annually or sooner whenever events or changes in circumstances indicate that they may be impaired.Prior to fiscal 2002, goodwill was
amortized using the straight-line method overits estimated useful life. The Company completedits transitional goodwill impairment
test as of October 1, 2001, andits annual goodwill impairmenttests on August 30 of each year thereafter and found no impairment. The
Companyestablished reporting units based onits current reporting structure. For purposes oftesting goodwill for impairment, goodwill
has been allocated to these reporting units to the extent it relates to each reporting unit.

SFAS No. 142 also requires that intangible assets with definite lives be amortized over their estimated useful lives and reviewedfor
impairment in accordance with SFAS No. 144, Accountingfor the ImpairmentofLong-Lived Assets andfor Long-Lived Assets to Be
Disposed Of. The Companyis currently amortizing its acquired intangible assets with definite lives over periods ranging from 3 to
10 years. '

Foreign Currency Translation

The Companytranslates the assets andliabilities of its international non-U.S. functional currency subsidiaries into U.S. dollars using
exchangerates in effect at the end of each period. Revenue and expenses for these subsidiaries are translated using rates that
approximate those in effect during the period. Gains and losses from these translations are credited or chargedto foreign currency
translation included in "accumulated other comprehensive income(loss)” in shareholders! equity. The Company's foreign
manufacturing subsidiaries and certain other international subsidiaries that use the U.S. dollar as their functional currency remeasure
monetary assets andliabilities at exchangerates in effect at the end of each period, and inventories, property, and nonmonetary assets
andliabilities at historical rates. Gains and
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losses from these translations were insignificant and have been included in the Company's results of operations.

Revenue Recognition

Netsales consist primarily of revenue from the sale ofproducts (hardware, software, and peripherals), and extended warranty and
support contracts. The Company recognizes revenue pursuantto applicable accounting standards, including StatementofPosition
(SOP) No. 97-2, Software Revenue Recognition, as amended, and Securities and Exchange Commission (SEC)Staff Accounting
Bulletin (SAB) No. 104, Revenue Recognition.

The Company recognizes revenue when persuasive evidence of an arrangementexists, delivery has occurred, the sales price is fixed or
determinable, and collection is probable. Product is considered delivered to the customer onceit has been shipped andtitle and risk of
loss have been transferred. For most of the Company's product sales, these criteria are met at the time the productis shipped. Foronline
sales to individuals, for some sales to education customers in the U.S., and for certain other sales, the Company defers revenue until the
customerreceives the product because the Companylegally retains a portion of the risk of loss on these sales during transit. If at the
outset of an arrangement the Company determines the arrangementfee is not, or is presumedto notbe, fixed or determinable, revenue
is deferred and subsequently recognized as amounts become due and payable.

Revenue from extended warranty and support contracts is deferred and recognized ratably over the warranty and support periods. These
contracts typically include extended phone support, certain repairs, web-based support resources, diagnostic tools, and extend the
Company's one-year basic limited parts and labor warranty.

The Companysells software and peripheral products obtained from other companies. The Companyestablishes its own pricing and
retains related inventory risk, is the primary obligor in sales transactions with its customers, and assumesthe credit risk for amounts
billed to its customers. Accordingly, the Company recognizes revenuefor the sale of products obtained from other companiesat the
gross amountbilled.

Revenue on arrangements that include multiple elements such as hardware, software, and servicesis allocated to each element based on
the relative fair value of each element, which is generally determined by vendorspecific objective evidence (VSOE). Allocated revenue
for each element is recognized when revenue recognition criteria have been met for each element. VSOEis determined based on the
price charged when each elementis sold separately.

The Company records reductions to revenue for estimated commitments related to price protection and for customer incentive
programs, includingreseller and end userrebates, and other sales programs and volume-basedincentives. The estimated cost of these
programsis accrued as a reduction to revenue in the period the Company has sold the product and committed to a plan. The Company
also records reductions to revenue for expected future product returns based on the Company's historical experience.

Generally, the Company doesnotoffer specified or unspecified upgrade rights to its customers in connection with softwaresales or the
sale of extended warranty and support contracts. However, a limited number of the Company's software products are available with
maintenance agreementsthat grant customers rights to unspecified future upgrades over the maintenance term on a when and if
available basis. Revenue associated with such maintenance is recognized ratably over the maintenance term.
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Shipping Costs

The Company's shipping and handling costs are includedin cost ofsales for all periods presented.

Warranty Expense

The Company providescurrently for the estimated cost for product warranties at the time the related revenueis recognized.

Research and Development

Research and developmentcosts are expensed as incurred. Developmentcosts of computer software to be sold, leased or otherwise
marketed are subject to capitalization beginning when a product's technological feasibility has been established and ending when a
productis available for general release to customers pursuant to SFAS No. 86, Computer Software to be Sold, Leased, or Otherwise
Marketed. In mostinstances, the Company's products are released soon after technological feasibility has been established. Therefore,
costs incurred subsequent to achievement of technological feasibility are usually not significant, and generally all software development
costs have been expensed.

Duringthe fourth quarter of 2004, the Company incurred substantial developmentcosts associated with the development of Mac OS X
version 10.4 (code-named "Tiger"), which enhances the features and functionality of the previous version of Mac OS X, subsequentto
achievementof technological feasibility as evidenced by public demonstration in August 2004 and subsequentrelease of a developer
beta version of the product, both ofwhich were prior to the planned release ofthe final version of the productin the first half of
calendar year 2005. Therefore, during the fourth quarter of 2004, the Company capitalized approximately $4.5 million of costs
associated with developmentofTiger. Amortization ofthis asset will begin when Tiger begins shipping andwill be recognized straight-
line over a 3 year estimated usefullife.

During the second quarter of 2004, the Companyincurred substantial developmentcosts associated with FileMaker Pro 7 subsequentto
achievementof technologicalfeasibility as evidenced by public demonstration and release of a developer beta version, andpriorto the
release ofthe final version of the product in March 2004. Therefore, during the second quarter of 2004, the Companycapitalized
approximately $2.3 million of costs associated with the development of FileMaker Pro 7. In accordance with SFAS No.86,
amortization ofthis asset began in March 2004 when FileMaker Pro 7 was shipped and is being recognized ona straight-line basis over
a3 year estimated usefullife.

During the third and fourth quarters of 2003, the Companyincurredsubstantial developmentcosts associated with the developmentof
Mac OS X version 10.3 (code-named "Panther"), subsequent to achievementof technological feasibility as evidenced by public
demonstration and release of a developer beta in June 2003, andpriorto release ofthe final version of the product in the first quarter of
2004. Therefore, during 2003 the Company capitalized approximately $14.7 million of development costs associated with the
developmentofPanther. Amortization of this asset beganin the first quarter of 2004 when Panther was shipped and is being recognized
onastraight-line basis in accordance with SFAS No. 86 over a 3 year estimated usefullife.

Duringthe third and fourth quarters of 2002, the Companyincurred substantial developmentcosts associated with the developmentof
Mac OS X version 10.2 (code-named "Jaguar") subsequent to achievement of technological feasibility as evidenced by public
demonstration and release of a developer beta in May 2002,andpriorto release ofthe final version of the product in the fourth quarter
of 2002. Assuch, the Company capitalized approximately $13.3 million of development costs associated with developmentof Jaguar.
Amortization ofthis asset began in the fourth quarter of 2002 when Jaguar was
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shipped andis being recognized onastraight-line basis in accordance with SFAS No. 86 over a 3 year estimated usefullife. In addition,
during 2002, the Company also began capitalizing certain costs related to developmentofits new PowerSchoolenterprise student
information system. Capitalization of approximately $6 million began upon achievementoftechnologicalfeasibility in the first quarter
of 2002. Thefinal version ofthe enterprise student information system was released in July 2002.

Total amortization related to capitalized software development costs was $10.7 million, $5.8 million, and $1.2 million in 2004, 2003
and 2002, respectively.

Advertising Costs

Advertising costs are expensed as incurred. Advertising expense was $206 million, $193 million, and $209 million for 2004, 2003, and
2002, respectively.

Restructuring Charges

In June 2002, the FASB issued SFAS No. 146, Accountingfor Costs Associated with Exit or Disposal Activities. SFAS No. 146
supersedes Emerging Issues Task Force (EITF) Issue No. 94-3, Liability Recognitionfor Certain Employee Termination Benefits and
Other Costs To Exit an Activity (Including Certain Costs Associated with a Restructuring) and requires thata liability for a cost
associated with an exit or disposal activity be recognized whentheliability is incurred, as opposed to when management commits to an
exit plan. SFAS No. 146also establishes that the liability should initially be measured and recordedat fair value. This Statement was
effective for exit or disposalactivities initiated after December 31, 2002. The provisions of SFAS No. 146 were required to be applied
prospectively after the adoption date to newly initiated exit activities.

Stock-Based Compensation

The Company measures compensation expensefor its employee stock-based compensation plans using the intrinsic value method
prescribed by Accounting Principles Board (APB) Opinion No.25, Accountingfor Stock Issued to Employees. The Company applies
the disclosure provisions of SFAS No. 123, Accountingfor Stock-based Compensation, as amended by SFAS No. 148, Accountingfor
Stock-based Compensation—Transition and Disclosure asif the fair value-based method had been applied in measuring compensation
expense. The Company haselected to follow APB Opinion No.25 because,as discussed below,the alternative fair value accounting
provided for under SFAS No.123 requires use of option valuation models that were not developed for use in valuing employee stock
options and employee stock purchase plan shares. Under APB Opinion No.25, when the exercise price of the Company's employee
stock options equals the marketprice of the underlying stock on the date of the grant, no compensation expenseis recognized.

Asrequired under SFAS No.123, the pro forma effects ofstock-based compensation on net incomeand earnings per common share for
employee stock options granted and employeestock purchase plan share purchases have been estimated at the date of grant and
beginningofthe period, respectively, using a Black-Scholes option pricing model. For purposesofpro forma disclosures, the estimated
fair value of the options and shares is amortized to pro formanet income(loss) overthe options’ vesting period andthe shares’ plan
period.

The Black-Scholes option valuation model was developed for use in estimating the fair value offreely traded options that have no
vesting restrictions and are fully transferable. In addition, option valuation models require the input ofhighly subjective assumptions
including the expectedlife of options and the Company's expectedstockprice volatility. Because the Company's employeestock
options and employee
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stock purchase plan shares have characteristics significantly different from those offreely traded options, and because changesin the
subjective input assumptions can materially affect the fair value estimate, in management's opinion,the existing models do not provide
a reliable measure ofthe fair value of the Company's employee stock options and employee stock purchase plan shares.

Forpurposesofpro formadisclosures, the estimated fair value of the options and shares is amortized to pro formanet income(loss)
over the options' vesting period andthe shares’ plan period. The Company's pro formainformation for each ofthelast three fiscal years
follows (in millions, except per share amounts):

2004 2003 2002

Net income—asreported $ 276 $ 69 §$ 65

Add: Stock-based employee compensation expense included in
reported net income,net oftax 33 15 5
Deduct: Stock-based employee compensation expense determined
underthe fair value based methodforall awards, net of tax g41) =s481) (234)Cnemomtanememocectme—aySaumtimencteatmeeeae:©RRR

Net income(loss)——pro forma  $ (97) $ (164)
 

Net income per common share—as reported
Basic $ 074 $ 019 $ 0.18
Diluted $ O71 $ O19 $ 0.18

Netincome(loss) per common share—pro forma
Basic $ 045 $ (0.27) $ (0.46)
Diluted $ 044 $ (0.27) $ (0.46)

Earnings Per Common Share

Basic earnings per common share is computed by dividing incomeavailable to commonshareholders by the weighted-average number
of shares of commonstock outstanding during the period. Diluted earnings per common share is computed by dividing income
available to common shareholders by the weighted-average numberof shares of common stock outstanding during the period increased
to include the number ofadditional shares of common stock that would have been outstandingif the dilutive potential shares of
commonstock had beenissued. Thedilutive effect of outstanding options, restricted stock and restricted stock units is reflected in
diluted earnings per share by application ofthe treasury stock method. Under the treasury stock method, an increasein the fair market
value of the Company's commonstock can result in a greater dilutive effect from outstanding options,restricted stock andrestricted
stock units. Additionally, the exercise of employee stock options and the vesting ofrestricted stock andrestricted stock units can result
in a greater dilutive effect on earnings per share.
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The following table sets forth the computation of basic and diluted earnings per share:

 

September25, September27, September 28,

For the Years Ended 2004 2003 2002
wa LSEESCSRSSEELESSNS, RENENORCOIMAETREZEIES. WETSTSSEESUERUESCDESC ‘IRISIAENSESETESTOR

Numerator(in millions):
Incomebefore accounting changes $ 276 $ 68=§$ 65
Cumulative effects of accounting changes, net of tax — 1 —SRSARESONESRISOE,SESS

Net income $ 276 § 69 $ 65
 

Denominator(in thousands):
Weighted-average shares outstanding, excluding unvested
restricted stock 371,590 360,631 355,022
Effect of dilutive options, restricted stock units and restricted
stock 15,721 2,835 6,763  eeeatsEIRENE,

Denominatorfor diluted earnings per share 387,311 363,466    

Basic earnings per share before accounting changes $ 0.74 §$ 0.19 § 0.18
Cumulative effects of accounting changes, net of tax —_ — —

Basic earnings per share after accounting changes $ 0.74 
Diluted earnings per share before accounting changes $ 0.71 $ 0.19 § 0.18
Cumulative effects of accounting changes, net of tax — — —

Diluted earnings per share after accounting changes $ 0.71 $ 0.18 

Potentially dilutive securities, including stock options; restricted stock units; and restricted stock, to purchase approximately
4.4 million, 50.8 million, and 58.0 million shares of commonstock for the years ended September 25, 2004, September 27, 2003, and
September 28, 2002, respectively, were excluded from the computation of diluted earnings per share for these periods because their
effect would have been antidilutive.

Comprehensive Income

Comprehensive incomeconsists of two components, net income and other comprehensive income. Other comprehensive incomerefers
to revenue, expenses, gains and losses that under generally accepted accounting principles are recorded as an element of shareholders’
equity but are excluded from net income. The Company's other comprehensive income is comprised of foreign currency translation
adjustments from those subsidiaries not using the U.S. dollar as their functional currency, unrealized gains and losses on marketable
securities categorized as available-for-sale, and net deferred gains and losses on certain derivative instruments accounted for as cash
flow hedges.

Segment Information

The Company reports segment information based on the "management" approach. The management approach designates the internal
reporting used by management for making decisions and assessing performanceas the source of the Company's reportable segments.
Information about the Company's products, major customers, and geographic areas on a company-widebasis is also disclosed.
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Note 2—Financial Instruments

The carrying amounts of cash and cash equivalents, accounts receivable, accounts payable, and accruedliabilities approximate their fair
value due to the short maturities of those instruments.

Cash, Cash Equivalents and Short-Term Investments

The following table summarizes the fair value of the Company's cash and available-for-sale securities held in its short-term investment
portfolio, recorded as cash and cash equivalents or short-term investments as of September 25, 2004, and September 27, 2003 (in
millions):

September 27,

September 25, 2004 2003

Cash $ 200 $ 158

U.S. Treasury and Agencysecurities 87 87
U.S. corporate securities 1,795 2,368
Foreign securities 887 783

Total cash equivalents 2,769 3,238

U.S. Treasury-and Agencysecurities 1,080 454
U.S. corporate securities 1,352 623
Foreign securities 63 93

Total short-term investments 2,495 1,170

Total cash, cash equivalents, and short-term
investments $ 5,464 $ 4,566

SE 

The Company's short-term investmentportfolio consists of investments in U.S. Treasury and Agencysecurities, U.S. corporate
securities, and foreign securities. The Company's U.S. corporate securities consist primarily of commercial paper, certificates of
deposit, time deposits and corporate debt securities. Foreign securities consist primarily of foreign commercialpaper,certificates. of
deposit and time deposits with foreign institutions, most of which are denominated in U.S. dollars. The Companyhadnet unrealized
losses totaling $4 million on its investmentportfolio, primarily related to investments with stated maturities less than 1 year as of
September 25, 2004 andnet unrealized gains of $1 million on its investment portfolio, primarily related to investments with stated

' maturities greater than 1 year, as of September 27, 2003. The Company occasionally sells short-term investmentspriorto their stated
maturities. As a result of such sales, the Company recognized net gains before taxes of $1 million in 2004, $21 million in 2003 and
$7 million in 2002. These net gains were included in interest and other income,net.

As of September 25, 2004, approximately $180 million of the Company's short-term investments had underlying maturities ranging
from 1 to 5 years. The remaining short-term investments as of September 25, 2004 had maturities of 3 to 12 months. As of
September 27, 2003, approximately $629 million of the Company's short-term investments had underlying maturities ranging from 1 to
5 years. The remaining short-term investments as of September 27, 2003 had maturities of 3 to 12 months.

In accordance with EITF 03-1, The Meaning ofOther-Than-Temporary Impairment and Its Application to Certain Investments, the
following table showsthe gross unrealized losses and fair value of the Company's
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investments, aggregated by investment category and length oftimethat individualsecurities have been in a continuousunrealized loss
position as of September 25, 2004 (in millions):

    

  

  

Less than 12 Months 12 Months or Greater Total

Fair Unrealized Fair Unrealized Fair Unrealized
Security Description Value Loss Value Loss Value Loss

US. Treasury and Agencies $ 1,126 $ (4)$ — $ —$ 1,126 $ (4)
Corporate bonds 134 — 144 qd) 278 qd)
Certificate of deposits 420 Q) — — 420 qd)
Asset backed securities 426 — — — 426 —_
Commercial paper 2,407 () — — 2,407 dQ)

Total $ 4,513 $ (6)$ 144 (1)$ 4,657 $ (7)
FcloeesaCeseri marae paises ERENCE: ECS RA aa   

Market values were determined for each individual security in the investment portfolio. The declines in value of these investments is
primarily related to changesin interest rates and are considered to be temporary in nature. Investments are reviewed periodically to
identify possible impairment. When evaluating the investments, the Company reviewsfactors such as the length of time and extentto
which fair value has been below cost basis, the financial condition of the investee, and the Company's ability and intent to hold the
investmentfor a period of time which maybesufficient for anticipated recovery in market value.

Accounts Receivable

Trade Receivables

The Companydistributes its products through third-party resellers and directly to certain education, consumer, and commercial
customers. The Companygenerally does notrequire collateral from its customers. However, whenpossible the Company does attempt
to limit credit risk on trade receivables with credit insurance for certain customers in Latin America, Europe and Asia and by arranging
with third-party financing companiesto provide flooring arrangements andother loan and lease programs to the Company's direct
customers. These credit financing arrangements are directly between the third-party financing company and the end customer. As such,
the Company generally does not assumeany recourseor credit risk sharing related to any of these arrangements. However, considerable
trade receivables that are not covered by collateral, third-party flooring arrangements, or credit insurance are outstanding with the
Company's distribution and retail channel partners. No customer accounted for more than 10% oftrade receivables as of September 25,
2004. Trade receivables from a single customer, Ingram Micro, Inc., accounted for approximately 10.3% of net accounts receivable as
of September 27, 2003.

The following table summarizes the activity in the allowance for doubtful accounts (in millions):

2004 2003 2002

Beginning allowance balance $ 49 $ 51 $ 51
Charged to costs and expenses 3 4 10
Deductions(a) (5) (6) (10)

Ending allowance balance $ 47 $ 49 $ 51

(a) Represents amounts written off against the allowance,netof recoveries.
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Vendor Non-Trade Receivables

The Company has non-trade receivables from certain of its manufacturing vendorsresulting from the sale of raw material components
to these manufacturing vendors who manufacture sub-assemblies or assemblefinal products for the Company. The Company purchases
these raw material componentsdirectly from suppliers. These non-trade receivables, which are included in the consolidated balance
sheets in other current assets, totaled $276 million and $184 million as of September 25, 2004 and September 27, 2003, respectively.
The Company does not recognize anyprofits on these sales orreflect the sale of these componentsin its netsales.

Inventory Prepayment

In April 2002, the Company made a $100 million prepaymentto an Asian supplier for the purchase of components overthe following
nine months.In return for this deposit, the supplier agreed to supply the Companywith a specified level of components during the three
consecutive fiscal quarters ended December 28, 2002. Duringthe first six months of 2003, the remaining $53 million of the deposit
balance wasfully utilized for the purchase of components. The deposit was unsecured and hadno stated interest component. The
Company imputed an amountto cost ofsales and interest income during each period the deposit was outstanding at a 3.25% interest
rate to reflect the economicsofthis transaction.

Derivative Financial Instruments

The Companyuses derivativesto partially offset its business exposure to foreign exchangeandinterestrate risk. Foreign currency
forward and option contracts are usedto offset the foreign exchangerisk on certain existing assets and liabilities and to hedge the
foreign exchangerisk on expected future cash flowson certain forecasted revenue and costofsales. From time to time, the Company
enters into interest rate derivative agreements to modify the interestrate profile of certain investments and debt. The Company's
accounting policies for these instruments are based on whetherthe instruments are designated as hedge or non-hedge instruments. The
Companyrecords all derivatives on the balance sheetat fair value.

The following table showsthe notional principal, net fair value, and credit risk amounts of the Company's foreign currency instruments
as of September 25, 2004 and September 27, 2003 (in millions):

 

  

September 25, 2004 September 27, 2003

Notional Fair Credit Risk Notional . Fair Credit Risk
Principal Value Amounts Principal Value Amounts

Foreign exchangeinstruments qualifying as
accounting hedges:

Spot/Forward contracts $ 598 $ (3)$ 3 $ 464 $ (21)$ —
Purchased options $ 482 $ 4$ 4$ 512 $ 3 $ 3
Sold options $ 521 $ GB)$ —$ 645 $ (8)$ —

Foreign exchange instruments other than accounting
hedges:

Spot/Forward contracts $ 609 $ 3 $ 4$ 445 $ 3 $ 3
Purchased options $ — $ — $ /_ — § 8 $ — §$ —
Sold options $ — $ —$ —$ 5 $ — $ —

The notional principal amounts for derivative instruments provide one measure ofthe transaction volume outstanding as of year-end,
and do not represent the amount of the Company's exposure to credit or market loss. The credit risk amount shownin the table above
represents the Company's gross exposure to
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potential accounting loss on these transactionsifall counterparties failed to perform accordingto the termsof the contract, based on
then-current currency exchangerates at each respective date. The Company's exposure to credit loss and marketrisk will vary over time
as a function of currency exchangerates.

The estimates offair value are based on applicable and commonly usedpricing models using prevailing financial market information as
of September 25, 2004 and September 27, 2003. In certain instances where judgmentis required in estimating fair value, price quotes
were obtained from several of the Company's counterparty financial institutions. Although the table abovereflects the notional
principal, fair value, and credit risk amounts of the Company's foreign exchange instruments,it does notreflect the gains orlosses
associated with the exposures and transactions that the foreign exchange instruments are intended to hedge. The amounts ultimately
realized upon settlementofthese financial instruments, together with the gains and losses on the underlying exposures, will depend on
actual market conditions during the remaininglife of the instruments.

Foreign Exchange Risk Management

The Company may enter into foreign currency forward and option contracts with financial institutions to protect against foreign
exchange risk associated with existing assets andliabilities, certain firmly committed transactions and forecasted future cash flows.
Generally, the Company's practice is to hedge a majority ofits existing material foreign exchange transaction exposures. However, the
Company may not hedge certain foreign exchangetransaction exposures due to immateriality, prohibitive economic cost of hedging
particular exposures, or limited availability of appropriate hedging instruments.

To protect gross margins from fluctuations in foreign currency exchangerates, the Company's U.S. dollar functional subsidiaries hedge
a portion of forecasted foreign currency revenues, and the Company's non-U.S.dollar functional subsidiaries selling in local currencies
hedgea portion of forecasted inventory purchases not denominatedin the subsidiaries’ functional currency. Other comprehensive
incomeassociated with hedges of foreign currency revenuesis recognized as a component ofnet sales in the same period asthe related
sales are recognized, and other comprehensive incomerelated to inventory purchases is recognized as a componentofcostofsales in
the sameperiod as the related costs are recognized. Typically, the Company hedges portionsofits forecasted foreign currency exposure
associated with revenues and inventory purchasesovera time horizon of 3 to 9 months.

Derivative instruments designated as cash flow hedges must be dedesignated as hedges whenit is probable that the forecasted hedged
transaction will not occur in the initially identified time period or within a subsequent 2 month time period. Deferred gains andlossesin
other comprehensive incomeassociated with such derivative instruments are immediately reclassified into earnings in other income and
expense. Any subsequentchangesin fair value of such derivative instruments are also reflected in current earnings unless they are
redesignated as hedgesofother transactions. During 2004, the Company recorded net losses of $2.8 million in other income and
expenserelated to the loss of hedge designation on discontinued cash flow hedges due to changes in the Company's forecast of future
net sales and cost of sales and due to prevailing market conditions. No net gains, or losses, of a similar nature were recordedin 2003.
During 2002, the Company recorded-net gains of $2.5 million in other income and expenserelated to the loss of hedge designation on
discontinued cash flow hedges due to changes in the Company's forecast of future net sales and cost of sales and due to prevailing
market conditions. As of September 25, 2004, the Company hadanet deferred loss associated with cash flow hedges of approximately
$4.4 million, net of taxes, substantially all ofwhich is expected to be reclassifiedto earnings by the end of the second quarteroffiscal
2005.
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The Company mayenter into foreign currency forward contracts to hedge the translation and economic exposure of a net investment
position in a foreign subsidiary. The Company mayalso enter into foreign currency forward and option contracts to offset the foreign
exchange gains and losses generated by the remeasurementof certain recorded assets and liabilities in non-functional currencies.
Changesin the fair value ofthese derivatives are recognized in current earnings in other income and expenseas offsets to the changes
in the fair value ofthe related assets orliabilities. Due to market movements, changes in option time value can lead to increased
volatility in other income and expense.

Interest Rate Risk Management

From timeto time, the Companyhistorically entered into interest rate derivative transactions with financialinstitutions in order to better
match the Company's floating-rate interest income on its cash equivalents and short-term investments with its fixed-rate interest
expense on any outstanding long-term debt, and/orto diversify a portion of the Company's exposure away from fluctuations in short-
term U.S. interestrates.

In prior years, the Company had enteredinto interest rate debt swaps with financial institutions in order to better match the Company's
floating-rate interest income on cash equivalents and short term investments with its fixed rate interest expense on its long term debt,
and/orto diversify a portion of the Company's exposure away from fluctuationsin short term U.S. interest rates. The interest rate swaps
required the Companyto pay a floating interest rate based on the three- or six-month U.S. dollar LIBOR and receivea fixed rate of
interest without exchanges of the underlying notional amounts. These swapseffectively converted the Company's fixed-rate 10-year
debt to floating-rate debt. Due to prevailing market interest rates, during 2001 and 2002 the Companyentered into and then
subsequently closed out interest rate debt swap positionsrealizing gains of $23 million which were deferred over the remaining life of
the debt.

As of September 25, 2004 and September 27, 2003, the Company hadnointerest rate derivatives outstanding.

Debt

In February 2004, the Companyretired $300 million of debt outstanding in the form of 6.5% unsecured notes. The notes were
originally issued in 1994 and were sold at 99.9925% ofparfor an effective yield to maturity of 6.51%. As of September 27, 2003, the
carrying amountof these notes, including unamortized deferred gains associated with closed debt interest rate swaps, was $304 million,
respectively, while the fair value was $302 million. The fair value of the notes was based on their listed market values as of
September 27, 2003.

Non-Current Debt and Equity Investments and Related Gains and Losses

The Companyhasheld significant investments in ARM Holdings plc (ARM), Akamai Technologies, Inc. (Akamai) and EarthLink
Network, Inc. (EarthLink). These investments have been reflected in the consolidated balance sheets as long term assets within other
assets and have been categorized as available-for-sale requiring that they be carried at fair value with unrealized gains and losses, net of
taxes, reported in equity as a component of accumulated other comprehensive income.All realized gains on the sale of these
investments have been included in other income and expense. In fiscal 2004, the Companysold all of its remaining non-current
investments in public companies.
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EarthLink

In January 2000, the Company invested $200 million in EarthLink, an Internet service provider (ISP). The investment was in
EarthLink's Series C Convertible Preferred Stock, which was convertible by the Companyafter January 4, 2001, into approximately
7.1 million shares of EarthLink common stock. Concurrent with this investment, EarthLink and the Company entered into a multi-year
agreement to deliver ISP service to Macintosh usersin the U.S. Underthe terms of the agreement, the Companyprofits from each new

. Macintosh customerthat subscribes to EarthLink's ISP service for a specified period of time, and EarthLink is the default ISP in the
Company's Internet Setup Software included with all Macintosh computers sold in the U.S.

Duringthe first quarter of 2003, the Company sold 2,580,000 shares of EarthLink stock for net proceeds of approximately
$13.7 million, an amount that approximated the Company's carrying value ofthe shares. During the third quarter of 2003, the Company
sold all of its remaining holdings in EarthLink, consisting of 3,960,000 shares of stock for net proceeds of approximately $23 million,
and a gain before taxes of $2 million.

Duringthe first quarter of 2002, the Company sold 117,000 shares of EarthLink stock for net proceeds of $2 million and a gain before
taxes of $223,000. No sales of EarthLink were madein any of the subsequent quarters of fiscal 2002. However, during the fourth
quarter of 2002, the Company determinedthat the then current decline in the fair value of its investment in EarthLink was other-than-
temporary. As a result, the Company recognized a $44 million charge to earnings to write-down the basis ofits investment in EarthLink
to $35 million. This charge was included in gains (losses) on non-current investments, net. As of September 28, 2002, the Company
held 6.5 million shares of EarthLink stock valued at $35 million.

Akamai

In June 1999, the Company invested $12.5 million in Akamai, a global Internet content delivery service. The investment was in the
form of convertible preferred stock that converted into 4.1 million shares of Akamai commonstock (adjusted for subsequent stock
splits) at the time of Akamai's initial public offering in October 1999. Beginning in the first quarter of 2000, the Company categorized
its shares in Akamai as available-for-sale.

During 2004, the Companysold its remaining 986,000 shares of Akamai stock. The transaction generated proceeds of approximately
$5 million and a gain before taxes of approximately $4 million.

During the fourth quarter of 2003, the Company sold 1,875,000 shares of Akamai stock for net proceeds of $9 million and a gain before
taxes of $8 million. As of September 27, 2003, the Company's remaining investment in Akamai consisted of 986,000 shares of Akamai
stock valued at $5 million.

During the first quarter of 2002, the Company sold 250,000 shares of Akamai stock for net proceeds of $2 million and a gain before
taxes of $710,000. No sales of Akamai were madein any of the subsequent quarters of fiscal 2002. However, during the fourth quarter
of 2002, the Company determinedthe declinein the fair valueofits investment in Akamai was other-than-temporary. Asa result, the
Company recognized a $6 million charge to earnings to write-downthe basis of its investment in Akamai to $3 million. This charge
wasincluded in gains (losses) on non-current investments, net.
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ARM

ARM isa publicly held company in the U.K.involvedin the design andlicensing of high performance microprocessorsandrelated
technology.

During the third quarter of 2003, the Companysold all ofits remaining holdings in ARM stock,consisting of 278,000 shares for net
proceeds of approximately $295,000, and a gain before taxes of $270,000.

Duringthefirst quarter of 2002, the Company sold 4.7 million shares ofARM stock for both net proceeds anda gain before taxes of
$21 million. No sales ofARM were made in any ofthe subsequent quartersoffiscal 2002.

Other Strategic Investments

The Company has made additional minority debt and equity investments in several privately held technology companies, which were
reflected in the consolidated balance sheets in other assets. These investments were inherently risky because the products and/or
markets of these companies were typically not fully developed. During 2002, the Company determinedthe decline in fair value of
certain of these investments was other-than-temporary and, accordingly, recognized a charge to earnings of $15 million. These charges
were included in gains (losses) on non-current investments, net. As of September 25, 2004, the Company had $1.4 million of equity
investments reflected in its consolidated balance sheet. As of September 27, 2003, the Company had noprivate debt or equity
investments reflected in its consolidated balance sheet.

Note 3—Consolidated Financial Statement Details (in millions)

Inventories

2004 2003

Purchased parts $ 1 $ 2
Workin process — 4
Finished goods 100 50

Total inventories $ 101 $ 56

Other Current Assets

2004 2003

Vendornon-trade receivables $ 276 $ 184
Other current assets 209 125.

Total other current assets $ 485 $ 309
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Property, Plant, and Equipment

 

 

2004 2003

Land and buildings $ 351 $ 350
Machinery, equipment, and internal-use software 422, 393
Office furniture and equipment 79 74
Leasehold improvements 446 357

1,298 1,174
Accumulated depreciation and amortization (591) (505)

Net property, plant, and equipment $ 707 §$ 669

Other Assets

2004 2003

Non-current deferred tax assets $ 86 §$ 60

Capitalized software developmentcosts, net 25 28
Otherassets 80 62

Total other assets $ 191 $ 150
Ea Re

Accrued Expenses

2004 2003

Deferred revenue $ 344 $ 368
Accrued marketing and distribution 147 124
Accrued compensation and employee benefits 134 101
Accrued warranty and related costs 105 67
Other current liabilities 299 239

Total accrued expenses $ 1,229 $ 899

Interest and Other Income, Net

2004 2003 2002

Interest income $ 64 § 69 $ 118

Interest expense (3) (8) (11)
Gains onsales of short term investments 1 21 7

Other income (expense),net (9) (5) (2)
Gain on forward purchase agreement — 6 —

Total interest and other income, net $ 53 §$ 83 $ 112
SRR LE Ea
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Note 4—Acquisitions

Goodwill and Other Intangible Assets

The Companyis currently amortizing its acquired intangible assets with definite lives over periods ranging from 3 to 10 years. The
Company ceased amortization of goodwill at the beginning of fiscal 2002 when it adopted SFAS No. 142.

The following table summarizes the components of gross and net intangible asset balances (in millions):

 

   

September25, 2004 September 27, 2003

Gross Net Gross Net
Carrying Accumulated Carrying Carrying Accumulated Carrying
Amount Amortization Amount Amount Amortization Amount

Goodwill (a) $ 80 — $ 80 $ 85 —$ 85
Other acquired intangible assets 5 (5) —_ 5 (5) —
Acquired technology 42 (25) 17 42 (18) 24
 BUENASIONRaNMopTRESTEIERROTEERAENISHRIIRIETSARENS—RODRCeMneateassteaa,

Total acquired intangible assets $ 127 $ (30) $ 97 $ 132 $ (23) $ 109
  

(a) Accumulated amortization related to goodwill of $55 million arising prior to the adoption of SFAS No. 142 has been reflected in
the gross carrying amount of goodwill as of September 25, 2004 and September 27, 2003.

During the third quarter of 2004, the Company recorded an adjustment of approximately $5 million to goodwill related to the
acquisition of PowerSchool, Inc (PowerSchool)in fiscal 2001. This reduction of goodwill includedthe cancellation of 79,167 shares of
Apple commonstock, valued at approximately $2 million, that were previously held in escrow and were refunded uponresolution of
certain matters arising out of the acquisition of PowerSchool. This adjustment also included approximately $3 million to adjust the
original estimates of the pre-acquisition PowerSchoolrestructuring liability to actual costs incurred.

Expected annual amortization expense related to acquired technology is as follows(in millions):

Fiscal Years:
2005 $6
2006 3
2007 2
2008 1
2009 1
Thereafter 4

Total expected annual amortization expense $ 17RES

Amortization expense related to acquired intangible assets is as follows (in millions):

2004 2003 2002

Other acquired intangible assets amortization $ — § — $ 1
Acquired technology amortization 7 10 5mamacmemeeenims©negara: BRST

$ 10 $ 6Total amortization  
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Acquisition of Emagic GmbH

During the fourth quarter of 2002, the Company acquired Emagic GmbH (Emagic), a provider of professional software solutions for
computer based music production, for approximately $30 million in cash; $26 million ofwhich was paid immediately upon closing of
the deal and $4 million of which was held-back for future payment contingent on continued employmentby certain employees that
would beallocated to future compensation expense in the appropriate periods over the following 3 years. Duringfiscal 2003, contingent
consideration totaling $1.3 million was paid. The acquisition has been accounted for as a purchase. The portion of the purchase price
allocated to purchased in-process research and development (IPR&D) was expensed immediately, and the portion ofthe purchaseprice
allocated to acquired technology and to tradenamewill be amortized overtheir estimated useful lives of 3 years. Goodwill associated
with the acquisition of Emagic is not subject to amortization pursuantto the provisions of SFAS No. 142. Total consideration was
allocated as follows (in millions):

Nettangible assets acquired $ 23
Acquired technology 3.8
Tradename 0.8
In-process research and development 0.5
Goodwill 18.6

Total consideration $ 26.0SEER

The amountofthe purchaseprice allocated to IPR&D was expensed upon acquisition, because the technological feasibility ofproducts
under developmenthad notbeen established and noalternative future uses existed. The IPR&Drelates primarily to Emagic's Logic
series technology and extensions. At the date of the acquisition, the products under development were between 43%-83% complete, and
it was expected that the remaining work would be completed during the Company's fiscal 2003 at a cost of approximately $415,000.
The remaining efforts, which were completed in 2003, includedfinalizing user interface design and development,andtesting. The fair
value of the IPR&D was determined using an income approach, whichreflects the projected free cash flowsthat will be generated by
the IPR&D projects and that are attributable to the acquired technology, and discounting the projected net cash flows backto their
present value using a discount rate of 25%.

Acquisition of certain assets of Zayante, Inc., Prismo Graphics, and Silicon Grail

Duringfiscal 2002 the Company acquired certain technology andpatent rights of Zayante, Inc., Prismo Graphics, and Silicon Grail
Corporation for a total of $20 million in cash. These transactions have been accountedfor as asset acquisitions. The purchase price for
these asset acquisitions, except for $1 million identified as contingent consideration which would beallocated to compensation expense
over the following 3 years, has been allocated to acquired technology and would be amortizedona straight-line basis over 3 years,
except for certain assets acquired from Zayante associated with patent royalty streams that would be amortized over 10 years.

Acquisition of Nothing Real, LLC

During the second quarter of 2002, the Company acquired certain assets of.Nothing Real, LLC (Nothing Real),a privately-held
company that develops and markets high performancetools designed for the digital image creation market. Ofthe $15 million purchase
price, the Companyhas allocated $7 million to acquired technology, which will be amortized overits estimated life of 5 years. The
remaining $8 million, which has been identified as contingent consideration, rather than recorded as an additional componentof ,
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the cost of the acquired assets, would be allocated to future compensation expense in the appropriate periods overthe following 3 years.

Note 5—Restructuring Charges

Fiscal 2004 Restructuring Actions

The Company recordedtotal restructuring charges of approximately $23 million during the year ended September 25, 2004,including
approximately $14 million in severance costs, $5.5 million in asset impairments, and a $3.5 million charge for lease cancellations. Of
the $23 million charge, $14.3 million had beenspentby the end of2004, with the remaining $8.7 million consisting of $5.2 million for
employee severance benefits and $3.5 million for lease cancellations.

During the fourth quarter of 2004, the Company recognized restructuring expense of $5.5 million. In conjunction with the European
workforce reduction during the second quarter of 2004, the Company vacated a leasedsales facility during the fourth quarter of 2004
resulting in a charge of $3.7 million for contract termination and asset impairmentcosts. The Companyalso recognized employee
termination costs of $1.8 million related to the elimination of non-essential positions, principally in Europe. In addition, the Company
reversed $400,000 of excess restructuring expense from prior periods related primarily to lower than expected disposal costs on
Sacramento manufacturing-related fixed assets. The net cost of the restructuring plans for the fourth quarter of 2004 was $5.1 million,
of which $300,000 had been paid prior to the end of 2004. Theseactionswill result in the termination of 54 positions, 4 of which had
been terminatedpriorto the end of 2004.

During the third quarter of2004, the Companyfinalized restructuring plansrelated to closing Company-owned manufacturing activities
in Sacramento.In addition, the Company's management approved restructuring plansrelated to certain headcount reductions primarily
for various sales and marketing activities principally in the U.S. Total cost of the restructuring plan for the third quarter of 2004 was
$7.9 million, of which $7.2 million had been paid prior to the end of 2004. These actions will result in the termination of 83 positions,
77 of which had been terminatedprior to the end of 2004.

The closing of manufacturing operations in Sacramentoresulted in the elimination of 67 positions for a severance cost of $1.9 million
and write-offof $5.3 million in manufacturing-related fixed assets whose use ceased during the third quarter of 2004. Termination of
sales and marketing activities, principally in the U.S., resulted in severance of $0.7 million for the elimination of 16 positions.

During the second quarter of 2004, the Company's managementapprovedrestructuring plansrelated to the termination of Company-
owned manufacturing activities in Sacramento and headcountreductionsrelated primarily to various sales and marketing activities in
the U.S. and Europe.Total cost of the actions was $9.6 million for the termination of 348 positions. As ofthe end ofthe fourth quarter
of 2004, $6.8 million had been spent and 310 positions had been eliminatedrelated to these actions.
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The following table summarizesactivity associated with restructuring actions initiated during fiscal 2004 (in millions):

Employee
Severance Asset Lease

Benefits Impairments Cancellations Totals

Total charge $ 14.0 $ 5.5 $ 3.5 $ 23.0
Total spending through September 25, 2004 (8.7) —_ — (8.7)
Total non-cash items —_ (5.2) — (5.2)
Adjustments (0.1) ~ (0.3) — (0.4)

Accrual at September 25, 2004 $ 5.2ES 
Fiscal 2003 Restructuring Actions

The Companyrecordedtotal restructuring charges of approximately $26.8 million during the year ended September 27, 2003, including
approximately $7.4 million in severancecosts, a $5.0 million charge to write-off deferred compensation, $7.1 million in asset
impairments and a $7.3 million charge for lease cancellations. Of the $26.8 million charge, all had been spentby the end of 2004,
except for approximately $3.0 million related to operating lease costs on abandoned facilities. During the third quarter of 2003,
approximately $500,000 of the amountoriginally accruedfor lease cancellations was determined to be in excess due to the sublease of a
property soonerthan originally estimated and a shortfall of approximately $500,000 was identified in the severance accrual due to
higher than expected severance costs related to the closure of the Company's Singapore manufacturing operations. These adjustments
had no net effect on reported operating expense.

During the second quarter of 2003, the Company's managementapproved andinitiated restructuring actions that resulted in recognition
ofa total restructuring charge of $2.8 million, including $2.4 million in severance costs and $400,000 for asset write-offs and lease
payments on an abandonedfacility. Actions taken in the second quarter were for the most part supplementalto actionsinitiated in the
prior two quarters and focused on further headcountreductions in various sales and marketing functions in the Company's Americas
and Europe operating segments and further reductions associated with PowerSchool-related activities in the Americas operating
segment, including an accrual for asset write-offs and lease payments on an abandonedfacility. The second quarter actions resulted in
the termination of 93 employees.

Duringthefirst quarter of 2003, the Company's managementapproved andinitiated restructuring actions with a total cost of
$24 million that resulted in the termination of manufacturing operations at the Company-ownedfacility in Singapore, further reductions
in headcountresulting from the shift in PowerSchool product strategy that took place at the end of fiscal 2002, and termination of
various sales and marketing activities in the U.S. and Europe. Theserestructuring actions resulted in the elimination of 260positions
worldwide.

Closure of the Company's Singapore manufacturing operationsresulted in severance costs of $1.8 million and costs of $6.7 million to
write-off manufacturing related fixed assets, whose use ceased during thefirst quarter. PowerSchool related costs included severance of
approximately $550,000 andrecognition of $5 million ofpreviously deferred stock compensation that arose when PowerSchool was
acquired by the Company in 2001 related to certain PowerSchool employee stockholders who were terminated in the first quarter of
2003. Termination of sales and marketingactivities and employees, principally in the U.S. and Europe, resulted in severance costs of
$2.8 million and accrual of costs associated with operating leases on
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closed facilities of $6.7 million. The total net restructuring charge of $23 million recognized during the first quarter of 2003 also
reflects the reversal of $600,000 of unusedrestructuring accrualoriginally made during the first quarter of 2002.

The following table summarizes activity associated with restructuring actions initiated during fiscal 2003 (in millions):

 

 

Employee Deferred
Severance Compensation Asset Lease

Benefits Write-off Impairments Cancellations Totals

Total charge $ 74 § 5.0 $ 7.1 $ 73° $ 268
Total spending through
September 25, 2004 (7.9) — — (3.8): (11.7)
Total non-cash items — (5.0) (7.1) — (12.1)
Adjustments 0.5 — — (0.5) —

Accrual at September 25, 2004 $ _ — § — $ — §$ 3.0   

Fiscal 2002 Restructuring Actions

During fiscal 2002, the Companyrecordedtotal restructuring charges of approximately $30 million related to actions intended to
eliminate certain activities and better align the Company's operating expenses with existing general economic conditions andto
partially offset the cost of continuing investments in new product developmentandinvestments in the Company's Retail operating
segment.

During the fourth quarter of 2002, the Company's management approved andinitiated restructuring actions with a total cost of
approximately $6 million designed to reduce headcountcosts in corporate operations andsales andto adjust its PowerSchoolproduct
strategy. These restructuring actionsresulted in the elimination of approximately 180 positions worldwide at a cost of $1.8 million,all
of which wereeliminated by September 27, 2003. Eliminatedpositions were primarily in corporate operations, sales, and PowerSchoo!
related research and development in the Americas operating segment. Theshift in product strategy at PowerSchoolincluded
discontinuing development and marketing of PowerSchool's PSE product. This shift resulted in the impairmentofpreviously
capitalized development costs associated with the PSE product in the amount of $4.5 million.

Duringthefirst quarter of 2002, the Company's managementapproved andinitiated restructuring actions with a total cost of
approximately $24 million. These restructuring actions resulted in the elimination of approximately 425 positions worldwideat a cost
of $8 million. Positions were eliminated primarily in the Company's operations, information systems, and administrative functions. In
addition, these restructuring actions also included significant changes in the Company's information systems strategy resulting in
termination of equipmentleases and cancellation of existing projects and activities. The Company ceased using the assets associated
with first quarter 2002 restructuring actions during that same quarter. Related lease and contract cancellation charges totaled
$12 million, and chargesfor asset impairments totaled $4 million. The first quarter 2002 restructuring actions were primarily related to
corporateactivity not allocated to operating segments. Duringthe first quarter of 2003, the Company reversed the remaining unused
accrual of $600,000. All amounts associated with the fiscal 2002 restructuring actions had been spentby the endoffiscal 2003.
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Note 6—Income Taxes

The provision for incometaxes consisted of the following (in millions):

 

2004 2003 2002

Federal:

Current $ 34 §$ 18 $ 12
Deferred 56 (7) (32)

90 il (20)

State:

Current 5 4 3
Deferred (18) qd) 6

(13) (7) 9

Foreign:
Current 46 21 29
Deferred (16) Q) 4

30 20 33

Provision for income taxes $ 107 $ 24 §$ 22

The foreign provision for incometaxesis based on foreign pretax earnings of approximately $384 million, $250 million and
$284 million in 2004, 2003, and 2002, respectively. As of September 25, 2004, approximately $3.2 billion of the Company's cash, cash
equivalents, and short-term investments are held by foreign subsidiaries and are generally based in U.S. dollar-denominatedholdings.
Amounts held by foreign subsidiaries are generally subject to U.S. incometaxation on repatriation to the U.S. The Company's
consolidatedfinancial statements fully provide for any related tax liability on amounts that may be repatriated, aside from undistributed
earnings ofcertain of the Company's foreign subsidiaries that are intendedto be indefinitely reinvested in operations outside the U.S.
U.S. incometaxes have not been provided on a cumulative total of $972 million of such earnings.It is not practicable to determine the
incometaxliability that might be incurred if these earnings were to be distributed.

Deferred tax assets and liabilities reflect the effects of tax losses, credits, and the future incometax effects of temporary differences
between the consolidated financial statementcarrying amounts ofexisting assets andliabilities and their respective tax bases and are
measured using enacted tax rates that apply to taxable incomein the years in which those temporary differences are expected to be
recoveredorsettled.
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As of September 25, 2004 and September27, 2003, the significant components of the Company's deferred tax assets andliabilities were
(in millions):

2004

Deferred tax assets:

Accounts receivable and inventory reserves $ 32
Accruedliabilities and other reserves 195

Basis of capital assets and investments 65
Tax losses and credits 329
Other 26

Total deferred tax assets 647
Less valuation allowance . 30

Net deferred tax assets 617

Deferred tax liabilities:

Unremitted earnings of subsidiaries 413

Total deferred tax liabilities 413

Net deferred tax asset $ 204
seems

2003

$ 35
155
47

204
1]

452
30

422

398
eae

398

$ 24
 

Asof September25, 2004, the Company had operating loss carryforwards for federal tax purposes of approximately $446 million,
whichexpire from 2011 through 2024. A portion of these carryforwards was acquired from NeXTandother acquisitions,the utilization
of whichis subject to certain limitations imposed by the Internal Revenue Code. The Company also has Federal credit carryforwards
and variousstate and foreign tax loss and credit carryforwards, the tax effect of which is approximately $132 million and which expire
between 2005 and 2024. The remaining benefits from tax losses and credits do not expire. As of September 25, 2004, a valuation
allowance of $30 million was recorded against the deferred tax asset for the benefits of tax losses that may not be realized. The
valuation allowancerelates primarily to the operating loss carryforwards acquired from NeXT and other acquisitions. Management
believesit is more likely than not that forecasted income, including income that may be generated asa result of certain tax planning
strategies, together with the tax effects of the deferred taxliabilities, will be sufficient to fully recover the remaining deferred tax assets.
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A reconciliation of the provision for incometaxes, with the amount computed by applyingthe statutory federal incometax rate (35% in
2004, 2003, and 2002) to income before provision for incometaxes, is as follows (in millions):

  

 

2004 2003 2002

Computed expected tax $ 134 $ 32 $ 30
State taxes, net of federal effect (5) (4) 7
Indefinitely invested earnings of foreign subsidiaries G1) (13) —
Nondeductible executive compensation: 10 5 Q)
Stock repurchase — (2) —_
Purchase accounting and asset acquisitions — 4 3
Change in valuation allowance — — (16)
Research and developmentcredit, net (5) (7) (8)
Nondeductible expenses 2° 6 4
Other items 2 3 3

Provision for income taxes $ 107 $ 24 $ 22

Effective tax rate 28% 26% 25%

The Internal Revenue Service (IRS) has completedits field audit of the Company's federal income tax returns for all years prior to 2001
and proposed certain adjustments. Certain of these adjustments are being contested through the IRS Appeals Office. Substantially all
IRS audit issues for these years have been resolved. In addition, the Companyis also subject to audits by state, local, and foreign tax
authorities. Management believes that adequate provision has been made for any adjustments that mayresult from tax examinations.
However, the outcome oftax audits cannotbe predicted with certainty. Should any issues addressed in the Company's tax audits be
resolved in a mannernot consistent with management's expectations, the Company could be required to adjust its provision for income
tax in the period such resolution occurs.

Note 7—Shareholders' Equity

Restricted Stock Units

During fiscal 2004, the Company's Board ofDirectors approved the grant of 2.515 million restricted stock units to selected members of
the Company's senior management, excluding its Chief Executive Officer (CEO). These restricted stock units generally vest in two
equalinstallments on the second and fourth anniversaries of the date of grant. The Company hasrecorded the $64.4 million value of
these restricted stock units as a component ofshareholders’ equity and will amortize that amountonastraight-line basis over the 4 year
requisite service period. The value ofthe restricted stock units was based on the closing market price of the Company's commonstock
on the date of grant. Quarterly amortization will be approximately $4.0 million, of which approximately $0.5 million will be included in
cost of sales; $1.3 million will be included in research and development expense; and the remaining $2.2 million will be included in
selling, general and administrative expense. Therestricted stock units have been includedin the calculation of diluted earnings per
share utilizing the treasury stock method.

CEO Restricted Stock Award

On March 19, 2003, the Companyentered into an Option Cancellation and Restricted Stock Award Agreement(the Agreement) with
Mr. Steven P. Jobs, its CEO. The Agreementcancelled stock option
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awards for the purchase of 27.5 million shares of the Company's commonstock previously granted to Mr. Jobs in 2000 and 2001.
Mr. Jobs retained options to purchase 60,000 shares of the Company's commonstock granted in August of 1997 in his capacity as a
memberof the Company's Board of Directors, prior to becoming the Company's CEO. The Agreement replaced the cancelled options

’ with a restricted stock award of 5 million shares of the Company's commonstock. The restricted stock award generally vests three years
from date of grant. Vesting of someorall of the restricted shares will be accelerated in the event Mr. Jobs is terminated withoutcause,
dies, or has his managementrole reduced following a change in control of the Company.

The Company has recordedthe value ofthe restricted stock award of $74.75 million as a componentof shareholders’ equity and is
amortizing that amount ona straight-line basis over the 3 year service period. The value ofthe restricted stock award was based on the
closing market price of the Company's commonstock of $14.95 on the date of the award. Amortization expense for this award, which
amounts to approximately $6.2 million per quarter, has been includedin selling, general, and administrative expense beginning in
March 2003 and will continue to be included through March 2006. The 5 million restricted shares have been included in the calculation
of diluted earnings per share utilizing the treasury stock method.

_ Stock Repurchase Plan

In July 1999, the Company's Board ofDirectors authorized a plan for the Company to repurchase up to $500 million of its common
stock. This repurchase plan does not obligate the Company to acquire any specific numberof shares or acquire shares over any
specified periodoftime.

During the fourth quarter of 2001, the Company entered into a forward purchase agreementto acquire 1.5 million shares of its common
stock in September of 2003 at an averageprice of $16.64 per share for a total cost of $25.5 million. In August 2003, the Company
settled this agreementpriorto its maturity, at which time the Company's common stock had a fair value of $22.81. Other than this
forward purchasetransaction, the Company has not engagedin any transactions to repurchase its commonstock since fiscal 2000. Since
inception of the stock repurchase plan, the Company had repurchased a total of 6.55 million shares at a cost of $217 million. The
Company was authorized to repurchaseup to an additional $283 million of its commonstock as of September 25, 2004.

Preferred Stock

The Companyhas 5 million shares of authorized preferred stock, none of which is outstanding. Underthe terms of the Company's
Restated Articles of Incorporation, the Board of Directors is authorized to determineoralter the rights, preferences, privileges and
restrictions of the Company's authorized but unissued shares of preferred stock.

Comprehensive Income

Comprehensive income consists of two components, net income and other comprehensive income. Other comprehensive incomerefers
to revenue, expenses, gains and losses that under generally accepted accounting principles are recorded as an elementof shareholders'
equity but are excluded from net income. The Company's other comprehensive incomeconsists of foreign currencytranslation
adjustments from those subsidiaries not using the U.S.dollar as their functional currency, unrealized gains and losses on marketable
securities categorized as available-for-sale, and net deferred gains and losses on certain derivative instruments accounted for as cash .
flow hedges.
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The following table summarizes the components of‘accumulated other comprehensive income(loss), net of taxes (in millions):

 

2004 2003 2002

Unrealized gains (losses) on available-for-sale securities $ (4) $ 1 $ 13
Unrealized losses on derivative investments (4) (16) qa)
Cumulative foreign currency translation , . (7) (20) (51)

Accumulated other comprehensive income(loss) $ (15) $ (35) $ (49)
  

The following table summarizesactivity in other comprehensive incomerelated to available-for-sale securities, net of taxes (in
millions):

 
2004 2003 2002

Changein fair value of available-for-sale securities $ (1) $ ll §$ (49)
Adjustmentfor net (gains) losses realized and included in net income (4) (23) 32

Change in unrealized gain/loss on available-for-sale securities $ (5) $ (12) $ ay    

The tax effect related to the change in unrealized gain on available-for-sale securities was $4 million, $6 million, and $10 million for
fiscal 2004, 2003, and 2002, respectively. The tax effect on the reclassification adjustment for net gains (losses) included in net income
was $1 million, $(8) million and $10 million for fiscal 2004, 2003, and 2002, respectively.

The following table summarizes activity in other comprehensive incomerelated to derivatives, net of taxes, held by the Company (in
millions):

2004 2003 2002

Changesin fair value of derivatives $ (21) $ (24) $ 4
Adjustmentfor net gains(losses) realized and includedin net income 33 19 qd9)

Changein unrealized gain/loss on derivative instruments $ 12 $ (5) $ (15)
 se ERS

Thetax effect related to the changesin fair value of derivatives was $10 million, $11 million and $(2) million for fiscal 2004, 2003, and
2002, respectively. The tax effect related to derivative gains (losses) reclassified from other comprehensive income was $(13) million,
$(7) million and $8 million for fiscal 2004, 2003, and 2002, respectively.

Note 8—Employee Benefit Plans

2003 Employee Stock Option Plan

At the Annual Meeting of Shareholders held on April 24, 2003, the shareholders approved an amendmentto the 1998 Executive Officer
Stock Plan to change the nameofthe plan to the 2003 Employee Stock Option Plan (the 2003 Plan), to provide for broad-based grants
to all employees in addition to executive officers and other key employees and to prohibit future "repricings” of employee stock
options, including 6-months-plus-1-day option exchange programs, without shareholder approval. Based on the termsofindividual
option grants, options granted under the 2003 Plan generally expire 7 to 10 years after the grant date and generally become exercisable
over a period of 4 years, based on continued employment, with
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either annual or quarterly vesting. The 2003 Plan permits the granting ofincentive stock options, nonstatutory stock options, restricted
stock units, stock appreciation rights, and stock purchaserights.

1997 Employee Stock Option Plan

In August 1997, the Company's Board of Directors approved the 1997 Employee Stock Option Plan (the 1997 Plan), a non-shareholder
approved plan for grants of stock options to employees whoare not officers of the Company. Based on the termsofindividual option
grants, options granted under the 1997 Plan generally expire 7 to 10 years after the grant date and generally becomeexercisable over a
period of 4 years, based on continued employment, with either annual or quarterly vesting. Asa result of shareholder approval of
amendmentsto the 1998 Executive Officer Stock Plan in April 2003, the Company terminated the 1997 Employee Stock Option Plan
and cancelled all remaining unissued shares totaling 14,295,351 following the completion of an employee stock option exchange -
program in October 2003.

Employee Stock Option Exchange Program

On March 20, 2003, the Company announced a voluntary employee stock option exchange program (the Exchange Program) whereby
eligible employees, other than executive officers and membersof the Board of Directors, had an opportunity to exchange outstanding
options with exercise prices at or above $25.00 per share for a predetermined smaller number of new stock options issued with exercise
prices equal to the fair market value of one share of the Company's commonstock on the day the new awardsare issued, which was to
be at least six months plus one day after the exchangeoptions are cancelled. On April 17, 2003, in accordance with the Exchange
Program, the Company cancelled options to purchase 16,569,193 shares of its common stock. On October 22, 2003, new stock options
totaling 6,697,368 shares were issued to employeesat an exercise price of $22.76 per share, which is equivalent to the closing price of
the Company's stock on that date. No financial or accounting impact to the Company's financialposition,results of operations or cash
flow was associated with this transaction.

1997 Director Stock Option Plan

In August 1997, the Company's Board of Directors adopted a shareholder approved Director Stock Option Plan (DSOP)for non-
employee directors of the Company.Initial grants of 30,000 options under the DSOPvest in three equal installments on each ofthefirst
through third anniversaries of the date of grant, and subsequent annual grants of 10,000 options are fully vested at grant.

Rule 1065-1 Trading Plans

Certain ofthie Company's executive officers, including Mr. Timothy D. Cook, Mr. Jonathan Rubinstein, Mr. Bertrand Serlet, and
Mr. Avadis Tevanian,Jr., have entered into trading plans pursuant to Rule 10b5-1(c)(1) of the Securities Exchange Act of 1934,as
amended. A trading plan is a written documentthat pre-establishes the amounts, prices and dates (or formula for determining the
amounts, prices and dates) of future purchasesorsales of the Company's stock including the exercise and sale of employee stock
options and shares acquired pursuantto the Company's employee stock purchase plan and upon vesting ofrestricted stock units.

Employee Stock Purchase Plan

The Companyhas a shareholder approved employee stock purchase plan (the Purchase Plan), under which substantially all employees
may purchase commonstock through payroll deductions at a price equal to 85% ofthe lowerof the fair market values as ofthe
beginning andendofsix month offering periods. Stock purchases under the Purchase Plan are limited to 10% of an employee's
compensation, up.to a maximum
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of $25,000 in any calendar year. Beginning with the six-month offering periodthat started on June 30, 2003, the number of shares
authorized for issuance is limited to a total of 1 million shares per offering period. During 2004, 2003, and 2002, 2.0 million,
2.1 million, and 1.8 million, respectively were issued under the Purchase Plan. As of September 25, 2004, approximately 2 million
shares were reserved for future issuance under the Purchase Plan.

Employee Savings Plan

The Company has an employee savingsplan (the Savings Plan) qualifying as a deferred salary arrangement under Section 401(k) of the
Internal Revenue Code. Underthe Savings Plan,participating U.S. employees may defer a portion oftheir pre-tax earnings, up to the
Internal Revenue Service annual contributionlimit ($13,000 for calendar year 2004). The Company matches 50% to 100% of each
employee's contributions, depending on length of service, up to a maximum 6% of the employee's earnings. The Company's matching
contributions to the Savings Plan were approximately $24 million, $21 million, and $19 million in 2004, 2003, and 2002, respectively.

Stock Option Activity

A summary of the Company's stock option activity and related information for the years ended September 25, 2004, September 27,
2003 and September 28, 2002 follows (option amounts are presented in thousands):

Balance at September 29, 2001
Additional Options Authorized
Options Granted
Options Cancelled
Options Exercised
Plan Shares Expired

Balance at September 28, 2002
Restricted Stock Granted

Options Granted
Options Cancelled
Options Exercised
Plan Shares Expired

Balance at September 27, 2003
Restricted Stock Units Granted

Options Granted
Options Cancelled
Options Exercised
Plan Shares Expired

Balance at September 25, 2004

‘eruptonUNaEReURENRertoRCRREeeNee 

Shares
Available

for Grant

10,075
15,000

(23,239)
4,737

(2)

6,571
(5,000)
(4,179)

- 48,443

(5)

45,830
(2,515)

(18,197)
3,005

(16,098)eeseemomsimmeenceneee

REGSUN 

Numberof

Shares

97,179

23,239
(4,737)
(6,251)

109,430

4,179
(48,443)

(2,154)

 

63,012

18,197
(3,005)

(22,843)

eeprom

55,361
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Outstanding Optionscanescens 

Weighted Average
Exercise Price

‘Bormana

$ 29.24

$ 19.89
$ 30.98
$ 11.99

$ 28.17

$ 16.38
$ 39.61
$ 14.04

$ 19.08

$ 22.97
$ 20.70
$ 17.20

$ 21.05
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The options outstanding as of September 25, 2004 have been segregatedinto five ranges for additional disclosure as follows (option
amounts are presented in thousands):

  

  
 

 

Options Outstanding Options Exercisable

: - : Weighted- / 7
Options Average Weighted Options Weighted

Outstanding as of Remaining Average Exercisable as of Average
September25, Contractual Exercise September25, Exercise

2004 Life in Years Price 2004 Price

$0.83-$15.59 6,426 465 $ 12.26 4,958 $ 11.59
$15.60-$18.50 15,729 5.87 §$ 17.94 12,969 $§$ 18.04
$18.51-$20.54 9,998 691 $ 20.26 5,769 $ 20.25
$20.55-$22.76 15,109 6.23 $ 22.20 1,401 $ 21.77
$22.77-$69.78 8,099 6.24 §$ 32.90 4,926 $ 36.46

$0.83-$69.78 55,361 6.07 $ 21.05 30,023 $ 20.59
  

As of September 27, 2003, the Company had exercisable options to purchase 38.8 million shares outstanding with a weighted average
exercise price of $18.75 per share. As of September 28, 2002, the Companyhad exercisable options to purchase 57.9 million shares
outstanding with a weighted average exercise price of $30.85 per share.

The Company had 2.515 million restricted stock units outstanding as of September 25, 2004, which were excluded from the options
outstanding balancesin the preceding tables. Noneoftheserestricted stock units were vested as of September 25, 2004. The grant of
these restricted stock units has been deducted from the shares available for grant under the Company's stock option plans.

Note 9—Stock-Based Compensation

The Company hasprovided pro forma disclosures in Note 1 of these Notes to Consolidated Financial Statements ofthe effect on net
income and earningsper share asif the fair value method of accounting for stock compensation had been usedfor its employee stock
option grants and employee stock purchase plan purchases. These pro formaeffects have been estimated at the date of grant and
beginningof the period, respectively, using the Black-Scholes option pricing model.

For purposesof the pro forma disclosures provided pursuant to SFAS No.123, the option awardsissued in October 2003 and the
awards cancelled as part of the Employee Stock Option Exchange Program have been accounted for using modification accounting. In
accordance with SFAS No. 123, the grant date of the awards issued is the date of acceptance of the exchangeoffer by participating
employees. The cancellation of certain of the Company's CEO's options and replacementwith restricted shares in March 2003 is also
being accountedfor using modification accounting for purposes of the pro formadisclosures provided pursuant to SFAS No. 123.
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The assumptions used for each ofthe last three fiscal years and the resulting estimate of weighted-average fair value per share of
options granted during those years are as follows:

  
2004 2003 2002

Expectedlife of stock options . 3.5 years 3.5-4 years 4 years
Expectedlife of stock purchases 6 months 6 months 6 months
Interest rate—stock options . 2.33%-3.15% 2.14%-2.45% 2.90%
Interest rate—stock purchases 0.96%-1.67% 1,10%-1.77% 2.71%
Volatility—stock options 40% 40%-63% 64%
Volatility—stock purchases 32%-44% 35%-44% 51%
Dividend yields — — —_

Weighted-averagefair value of options granted during the year $ 7.37 $ 6.63 § 10.11
Weighted-average fair value of stock purchases during the year $ 5.56 $ 4.24 § 6.73

For purposesofthe pro formadisclosures provided pursuant to SFAS No.123, the expected volatility assumptionsused by the
Companypriorto the third quarter of 2003 had been based solely on the historical volatility of the Company's commonstock over the
most recent period commensurate with the estimated expectedlife of the Company's stock options. Beginning in the third quarter of
2003, the Company has modified this approach to considerother relevant factors including impliedvolatility in market traded options
on thé Company's commonstock and the impact of unusual fluctuations not reasonably expected to recur on the historical volatility of
the Company's common stock. The Company will continue to monitor these and other relevant factors in developing the expected
volatility assumption used to value future awards. ‘

Beginning in the third quarter of 2003, the Company shortenedits estimate of the expectedlife of new options grantedto its employees
from 4 years to 3.5 years. The Companybasesits expected life assumption onits historical experience and on the terms and conditions
of the stock options it grants to employees. The change in the expected life assumption made during the third quarter of 2003 wasthe
result of the expected impact of shortening the contractual life of new options granted to employees from 10 years to 7 years and
changingthe vesting provisions of new options granted to employees from 4 year straight-line annual vesting to 4 yearstraight-line
quarterly vesting.

Note 10—Commitments and Contingencies

Lease Commitments

The Company leases various equipmentandfacilities, including retail space, under noncancelable operating lease arrangements. The
Company does not currently utilize any other off-balance-sheet financing arrangements. The majorfacility leases are for terms of 5 to
10 years and generally provide renewaloptionsfor terms of3 to 5 additional years. Leases for retail space are for terms of 5 to 16 years
and often contain multi-year renewal options. As of September 25, 2004, the Company's total future minimum lease payments under ,
noncancelable operating leases were $617 million, of which $436 million related to leases for retail space.

Rent expense underall operating leases, including both cancelable and noncancelable leases, was $103 million, $97 million, and
$92 million in 2004, 2003, and 2002, respectively. Future minimum lease
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payments under noncancelable operating leases having remaining terms in excessof one year as of September 25, 2004, are as follows
(in millions):

Fiscal Years

2005 $ 89
2006 91
2007 79
2008 65
2009 61
Later years 232

Total minimum lease payments $ 617
 

Accrued Warranty and Indemnifications

The Company offers a basic limited parts and labor warranty on its hardware products. The basic warranty period for hardware products
is typically one year from the date of purchase by the end-user. The Company also offers a 90-day basic warranty for Apple service
parts used to repair Apple hardware products. The Companyprovides currently for the estimated cost that may be incurred underits
basic limited product warranties at the time related revenueis recognized. Factors considered in determining appropriate accruals for
product warranty obligationsinclude thesize ofthe installed base ofproducts subject to warranty protection, historical and projected
warranty claim rates, historical and projected cost-per-claim, and knowledgeofspecific productfailures that are outside ofthe
Company's typical experience. The Company assesses the adequacy ofits preexisting warrantyliabilities and adjusts the amountsas
necessary based on actual experience and changes in future expectations.

The following table reconciles changes in the Company's accrued warranties and related costs (in millions):

2004 2003 2002

Beginning accrued warranty andrelated costs $ 67 §$ 69 $ 87
Cost of warranty claims (105) (71) (79)
Accruals for product warranties 143 69 61

Ending accrued warranty andrelated costs | $ 105 $ 67 $ 69
 

The Companygenerally does not indemnify end-usersofits operating system and application software againstlegal claimsthat the
software infringes third-party intellectual property rights. Other agreements entered into by the Company sometimes include
indemnification provisions under which the Company could be subject to costs and/or damagesin the event of an infringementclaim
against the Company or an indemnified third-party. However, the Companyhasnot been required to make any significant payments
resulting from such an infringementclaim asserted againstitself or an indemnified third-party and, in the opinion of management, does
not have a potential liability related to unresolved infringement claims subject to indemnification that would have a material adverse
effect on its financial condition, liquidity or results of operations. Therefore, the Company did not recorda liability for infringement
costs as of either September 25, 2004 or September 27, 2003.
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Concentrations in the Available Sources of Supply of Materials and Product

Although most componentsessential to the Company's business are generally available from multiple sources, other key components
(including microprocessors and application-specific integrated circuits, or ("ASICs"))are currently obtained by the Company from
single or limited sources. Some other key components, while currently available to the Company from multiple sources, areat times
subject to industry-wide availability and pricing pressures. In addition, the Company uses some components that are not commonto the
rest of the personal computer industry, and new products introduced by the Company ofteninitially utilize custom components obtained
from only one source until the Company has evaluated whether there is a need for and subsequently qualifies additional suppliers. If the
supply of a key single-sourced componentto the Company were to be delayed or curtailed or in the event a key manufacturing vendor
delays shipments of completed products to the Company, the Company's ability to ship related products in desired quantities and in a
timely manner could be adversely affected. The Company's business and financial performance could also be adversely affected
depending on the time requiredto obtain sufficient quantities from the original source, or to identify and obtain sufficient quantities
from an alternative source. Continued availability of these components may be affected if producers were to decide to concentrate on
the production of common components instead of components customized to meet the Company's requirements. Finally, significant
portions of the Company's CPUs, logic boards, and assembled products are now manufactured by outsourcing partners, the majority of
which occurs in various parts of Asia. Although the Company works closely with its outsourcing parmers on manufacturing schedules,
the Company's operating results could be adversely affectedif its outsourcing partners were unable to meettheir productionobligations.

Contingencies

Beginning on September 27, 2001, three shareholderclass action lawsuits were filed in the U.S. District Court for the Northern District
of California against the Company and its Chief Executive Officer. These lawsuits are substantially identical, and purport to bring suit
on behalf of persons who purchased the Company's publicly traded common stock between July 19, 2000, and September 28, 2000. The
complaints allege violations of the 1934 Securities Exchange Act and seek unspecified compensatory damagesandotherrelief. The
Company believes these claims are without merit and intends to defend them vigorously. The Companyfiled a motion to dismiss on
June 4, 2002, which was heard by the Court on September 13, 2002. On December 11, 2002, the Court granted the Company's motion
to dismissfor failure to state a cause of action, with leave to Plaintiffs to amend their complaint within thirty days. Plaintiffs filed their
amended complaint on January 31, 2003, and on March 17, 2003, the Companyfiled a motion to dismiss the amended complaint. The
Court heard the Company's motion on July 11, 2003 and dismissed Plaintiffs’ claims with prejudice on August 12, 2003. Plaintiffs have
appealed the ruling.

The Companyis subjectto certain other legal proceedings and claims that have arisen in the ordinary course of business and havenot
been fully adjudicated. In the opinion of management, the Company does not have a potential liability related to any currentlegal
proceedings and claims that wouldindividually or in the aggregate have a material adverse effect on its financial condition,liquidity or
results of operations. However,the results of legal proceedings cannotbe predicted with certainty. Should the Company fail to prevail
in any ofthese legal matters or should several of these legal matters be resolved against the Company in the same reporting period, the
operating results of a particular reporting period could be materially adversely affected.

Production and marketing ofproducts in certainstates and countries may subject the Company to environmental and other regulations
including, in some instances, the requirement to provide customers
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the ability to return productat the end ofits usefullife, and place responsibility for environmentally safe disposal or recycling with the
Company. Such laws and regulations have recently been passed in severaljurisdictions in which the Companyoperates including
various European Union membercountries, Japan andcertain states within the U.S. Although the Company doesnotanticipate any
material adverse effects in the future based on the natureofits operations and the thrust of such laws, there is no assurancethat such
existing laws or future lawswill not have a material adverse effect on the Company's results of operations andfinancialposition.

Note 11—Segment Information and Geographic Data

In accordance with SFAS No. 131, Disclosures about Segments ofan Enterprise and Related Information, the Companyreports
segmentinformation based on the "management" approach. The management approach designates the internal reporting used by
managementfor making decisions and assessing performanceas the source of the Company's reportable segments.

The Company managesits business primarily on a geographic basis. The Company's reportable operating segments are comprised of
the Americas, Europe, Japan, and Retail. The Americas segment includes both North and South America, except for the activities of the
Company's Retail segment. The Europe segmentincludes European countries as well as the Middle East and Africa. The Japan segment
includes only Japan and excludes revenue from the Company's ownretail stores in Japan, whichis included in the Company's Retail
segment. The Retail segment operated Apple-ownedretail stores in the U.S. and Japan during fiscal 2004. Other operating segments
include Asia-Pacific, which includes Australia and Asia except for Japan, and the Company's subsidiary, FileMaker,Inc. Each
reportable geographic operating segmentprovides similar hardware and software products and similar services, and the accounting
policies of the various segments are the same as those described in Note 1, "Summary of Significant Accounting Policies,” except as
described below for the Retail segment.

The Companyevaluates the performanceofits operating segments based onnet sales. The Retail segment's performanceis also
evaluated based on operating income. Netsales for geographic segments are generally based on the location of the customers.
Operating income for each segmentincludesnetsales to third parties, related cost of sales, and operating expensesdirectly attributable
to the segment. Operating income for each segment excludes other income and expense and certain expensesthat are managedoutside
the operating segments. Costs excluded from segmentoperating income include various corporate expenses, manufacturingcosts not
includedin standard costs, income taxes, and various nonrecurring charges. Corporate expenses include research and development,
corporate marketing expenses, and other separately managed general and administrative expenses including certain corporate expenses
associated with support ofthe Retail segment. The Companydoesnotinclude intercompanytransfers between segments for
managementreporting purposes. Segment assets exclude corporate assets. Corporate assets include cash, short-term and long-term
investments, manufacturing facilities, miscellaneous corporate infrastructure, goodwill and other acquired intangible assets, andretail
store construction-in-progress that is not subject to depreciation. Except for the Retail segment, capital expenditures for long-lived
assets are not reported to managementby segment. Capital expenditures by the Retail segment were $104 million, $92 million and
$106 million for 2004, 2003 and 2002, respectively.

Operating incomefor all segments, except Retail, includes costof sales at manufacturing standard cost, othercostofsales, related sales
and marketing costs, and certain general and administrative costs. This measure of operating income, which includes manufacturing
profit, provides a comparable basis for comparison between the Company's various geographic segments. Certain manufacturing
expenses and

97

  

http://www.sec.gov/Archives/edgar/data/320193/000104746904035975/a2147337z10-k.bhtm 8/27/2010



Page 101 of 122

related adjustments not included in segmentcostofsales, including variances between standard and actual manufacturing costs and the
’ mark-up abovestandard costfor product supplied to the Retail segment, are included in corporate expenses.

Managementassesses the operating performanceofthe Retail segmentdifferently than it assesses the operating performanceofthe
Company's geographic segments. The Retail segment revenueand operating incomeis intended to depict a comparable measureto that
of the Company's major channel partners in the U.S. operating retail stores so the Company canevaluate the Retail segment
performanceasif it were a channelpartner. Therefore, the Company makesthree significant adjustments to the Retail segment for
management reporting purposesthat are not included in the results of the Company's other segments.

First, the Retail segment's operating incomeincludescost of sales for Apple products at an amount normally charged to major channel
partners in the U.S. operating retail stores, less the cost of sales programsand incentives provided to those channel partners and the
Company's cost to support those partners. For the years ended September 25, 2004, September 27, 2003, and September 28, 2002, this
resulted in the recognition of additional cost of sales above standard cost by the Retail segmentand an offsetting benefit to corporate
expensesof approximately $213 million, $106 million, and $52 million, respectively.

Second, the Company's extended warranty, support andservice contracts are transferred to the Retail segmentat the samecostas that
charged to the Company's majorretail channelpartnersin the U.S., resulting in a comparable measure of revenue and gross margin
between the Company's Retail stores and those retail channel partners. The Retail segment recognizesthe full amountof revenue and
costofsales at the time of sale of the Company's extended warranty, support and service contracts. Because the Companyhas notyet
earned the revenue orincurred the costs associated with the sale of these contracts, an offset to these amounts is recognized in other
operating segments’net sales and cost ofsales. For the year ended September 25, 2004,this resulted in the recognition of net sales and
cost of sales by the Retail segment, with corresponding offsets in other operating segments, of $54 million and $37 million,
respectively. For the year ended September 27, 2003, the net sales and cost of sales recognized by the Retail segmentfor sales of
extended warranty, support and service contracts were $30 million and $20 million, respectively. For the year ended September 28,
2002, this resulted in the recognition of net sales and cost of sales by the Retail segment of $8 million and $6 million, respectively.

Third, the Companyhas openedsix high profile stores in New York, Los Angeles, Chicago, San Francisco, Tokyo, Japan and Osaka,
Japan as of September 25, 2004 and has an additional store under development in London, England, whichis expected to open by the
end of calendar year 2004. These high profile stores are larger than the Company's typical retail stores and were designedto further
promote brand awareness and provide a venuefor certain corporate sales and marketing activities, including corporate briefings. As
such, the Companyallocates certain operating expenses associated with these stores to corporate marketing expenseto reflect the
estimated benefit realized Company-wide. The allocation of these operating costs is based on the excess amountincurred for a high
profile store to that of a more typical Companyretail location. Expensesallocated to corporate marketing resulting from the operations
ofthese stores were $16 million, $6 million and $1 million for the years ended September 25, 2004, September 27, 2003, and
September 28, 2002 respectively.
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Summary information by operating segment follows (in millions):

2004 2003 2002

Americas:

Net sales $ 4,019 §$ 3,181 $ 3,131
Operating income $ 465 $ 323 $ 278
Depreciation, amortization and accretion $ 6 §$ 5 $ 4
Segmentassets (a) $ 563 $ 494 § 395

Europe:
Netsales $ 1,799 $ 1,309 $ 1,251
Operating income $ 280 $ 130 $ 122
Depreciation, amortization and accretion $ 4 $ 4 $ 4
Segmentassets $ 259 § 252 $ 165

Japan:
Netsales $ 677 §$ 698 § 710
Operating income $ 115 $ 121 $ 140
Depreciation, amortization and accretion $ 2 $ 3. $ 2
Segmentassets $ 114 $ 130 $ 50

Retail:

Netsales $ 1,185 $ 621 $ 283
Operating income(loss) $ 39 § (5) $ (22)
Depreciation, amortization and accretion (b) $ 35 $ 25 $ 16
Segmentassets(b) $ 351 $ 243 $ 141

Other Segments (c):
Netsales $ 599 $ 398 $ 367
Operating income $ 90 $ 51 $ 44
Depreciation, amortization and accretion $ 2 $ 2 §$ 2
Segmentassets $ 124 §$ 78 $ 67SDESIRIIRIS

(a) The Americas asset figures do not include fixed assets held in the U.S. Such fixed assets are not allocated specifically to
the Americas segment and are includedin the corporateassets figures below.

(b) Retail segment depreciation andasset figures reflect the cost and related depreciation ofits retail stores and related
infrastructure. Retail store construction-in-progress, whichis not subject to depreciation, is reflected in corporate assets.

(c} Other Segments include Asia-Pacific and FileMaker.
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A reconciliation of the Company's segment operating income andassets to the consolidated financial statements follows (in millions):

Segment operating income
Corporate expenses, net
Purchased in-process research and development
Restructuring costs

Consolidated operating income(loss)

Segmentassets
Corporate assets

Consolidated assets

Segment depreciation, amortization and accretion
Corporate depreciation, amortization and accretion

Consolidated depreciation, amortization and accretion

2002
SILRRANTRITTER

562

 

 

 

 

2004

$ 989

(640)

(23)

$ 326

$ 1,411
6,639

$ 8,050

$ 49
101

2003

620 $

(595)

(26)

(1) $

1,197 $
5,618 $

6,815 $

39 §
74
 

 

A large portion of the Company's net sales is derived from its international operations. Also, a majority of the raw materials usedin the
Company's products is obtained from sources outside of the U.S., and a majority of the products sold by the Company is assembled
internationally in the Company's facility in Cork,Ireland or by third-party vendors in Taiwan, Korea, the Netherlands, the People's
Republic of China, and the Czech Republic. Asa result, the Companyis subject to risks associated with foreign operations, such as
obtaining governmental permits and approvals, currency exchangefluctuations, currencyrestrictions, political instability, labor
problems,trade restrictions, and changesintariff and freight charges. No single customer accounted for more than 10% ofnetsales in
2004, 2003 or 2002.

Netsales and long-lived assets related to operations in the U.S., Japan, and other foreign countries are as follows(in millions):

Net Sales:
US.

Japan
Other Countries

Total Net Sales

Long-Lived Assets:
US.

Japan
Other Countries

Total Long-Lived Assets

ARLERNHSERIEEONIE ELTDERESEETEEERRRESORG ERLELST EEE BLES ETE EEE REECEELITELEGLEE

2004

$ 4,393
738

2,648

$ 8,279

2003

$ 3,627
698

1,882

 

$ 637
52
72

$ 761

$ 635
19
60

$ 714
ATS
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Information regarding net sales by productis as follows (in millions):

 

 

 

2004 2003 2002

Net Sales:

Power Macintosh (a) $ 1419 § 1,237
PowerBook 1,589 1,299
iMac (b) / 954 1,238
iBook 961 717

Total Macintosh Net Sales $ 4,923 § 4,491

iPod 1,306 345

Other Music Products (c) 278 36
Peripherals and other hardware (d) 951 691
Software (e) 502 362
Service and other Net Sales 319 282

Total Net Sales | $ $ 6,207

 
sameeren 

(a) Includes Xserve productline.

(b) Includes eMac product line.

(c) Other Music Products includes iTunes Music Store sales and iPodrelated services, and Apple-branded andthird-party
iPod-related accessories.

(d) Net sales ofperipherals and other hardware include sales of Apple-branded and third-party displays, wireless
connectivity and networkingsolutions, and other hardware accessories.

(e) Netsales of software include sales of Apple-branded operating system and application software and sales ofthird-party
software.

Note 12—Related Party Transactions and Certain Other Transactions

In March 2002, the Companyentered into a Reimbursement Agreement with its CEO, Mr. Steven P. Jobs, for the reimbursementof
expenses incurred by Mr. Jobs in the operation ofhis private plane when used for Apple business. The Reimbursement Agreement
becameeffective for expenses incurred by Mr. Jobs for Apple business purposes since he took delivery of the plane in May 2001. The
Company recognizedatotal of $483,000, $404,000, and $1,168,000 in expenses pursuant to the Reimbursement Agreementduring
2004, 2003 and 2002,respectively. All expenses recognized pursuant to the Reimbursement Agreement have beenincludedin selling,
general, and administrative expenses in the consolidated statements of operations.

In connection with a relocation assistance package, the Company in May 2000 loaned Mr. Ronald B. Johnson, Senior Vice President,
Retail, $1.5 million for the purchaseofhis principal residence. The loan was secured by a deedoftrust and was due and payable in
May 2004. Underthe termsof the loan, Mr. Johnson agreed that should he exercise any of his stock options prior to the due date of the
loan, he would pay the Company an amount equalto the lesser of (1) an amount equal to 50% ofthe total net gain realized from the
exercise of the options; or (2) $375,000 multiplied by the number of years between the exercise date and the date ofthe loan.
Mr. Johnson repaid $750,000ofthis loan in fiscal 2003 and repaid the remaining balance of $750,000in fiscal 2004.

Mr. Jerome York, a memberof the Board of Directors of the Company,is a memberofan investment group that purchased
MicroWarehouse, Inc. (MicroWarehouse) in January 2000. Until September 7, 2003, he also served as Microwarehouse's Chairman,
President and Chief Executive Officer. MicroWarehouse wasa reseller of computer hardware, software and peripheral products,
including products made by the ;
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Company. On September 8, 2003, CDW Corporation (CDW), acquired selected North American assets of MicroWarehouse.
MicroWarehouse subsequently filed for Chapter 11 bankruptcy protection in the U.S. MicroWarehouse accounted for approximately
0.3%, 2.4% and 3.3% of the Company's net sales for the years ended September 25, 2004, September 27, 2003, and September 28,
2002, respectively. Trade receivables from MicroWarehouse were $4.3 million and $9.9 million as of September 25, 2004 and
September 27, 2003, respectively. The Company has provided whatit believes to be an adequate allowance onthe outstanding
receivable based on the Company's secured interest position in selected MicroWarehouse assets and the expected payments to
unsecured creditors. Sales to MicroWarehouse andrelated trade receivables were generally subject to the same terms and conditions as
those with the Company's otherresellers. In addition, the Company has purchased miscellaneous equipmentand supplies from
MicroWarehouse. Total purchases amounted to approximately $2.3 million and $2.9 million for the years ended September 27, 2003
and September 28, 2002, respectively. No purchases were made by the Company from MicroWarehousein fiscal 2004.

Note 13—-Selected Quarterly Financial Information (Unaudited)

Fourth Quarter Third Quarter Second Quarter First Quarter  se, NSO RATED  

(Tabular amounts in millions, except per share amounts)

2004

Netsales $ 2,350 =§$ 2,014 $ 1,909 $ 2,006
Gross margin - $ 634 §$ 559 § 530 $ 536
Net income $ 106 §$ 61 $ 46 $ 63

Earnings per commonshare:
Basic $ 0.28 § 0.16 § 0.13 $ 0.17
Diluted $ 0.26 $- 0.16 § 0.12 § 0.17

2003

Netsales $ 1,715 §$ 1,545 $ 1,475 $ 1,472
Gross margin $ 456 §$ 428 § . 418 § 406
Net income(loss) $ 44 § 19 §$ , 14 § (8)
Earnings (loss) per common share:

Basic $ 0.12 §$ 0.05 § 0.04 §$ (0.02)
Diluted $ 0.12 $ 0.05 §$ 0.04 § (0.02)

Basic and diluted earnings (loss) per share are computed independently for each of the quarters presented. Therefore, the sum of
quarterly basic and diluted per share information may not equal annual basic and diluted earningsper share.

Net income duringthe fourth, third, and second quarters of 2004 included restructuring charges,net of tax, of $4 million, $6 million,
and $7 million, respectively.

Net income during the fourth and third quarters of 2003 included after-tax net gains related to non-current investments of $5 million
and $1 million, respectively. Net income for the fourth quarter also includedsettlement of the Company's forward purchase agreement
resulting in a gain of $6 million and a favorable cumulative-effect type adjustmentrelated to the adoption of SFAS No.150 of
$3 million. Net income(loss) during the second and first quarters of 2003 included restructuring charges, net of tax, of $2 million and
$18 million, respectively. Net loss for the first quarter of 2003 included an after-tax unfavorable cumulative-effect type adjustment for
the adoption of SFAS No.143 of $2 million.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

The Board of Directors and Shareholders

Apple Computer, Inc.:

Wehaveaudited the accompanying consolidated balance sheets of Apple Computer, Inc. and subsidiaries (the Company)as of
September 25, 2004 and September 27, 2003,and the related consolidated statements of operations, shareholders’ equity, and cash
flows for each ofthe years in the three-year period ended September 25, 2004. These consolidated financial statements are the
responsibility of the Company's management. Ourresponsibility is to express an opinion on these consolidated financial statements
based on our audits.

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

In our opinion, the consolidatedfinancial statements referred to above presentfairly, in all material respects, the financial position of
Apple Computer, Inc. and subsidiaries as of September 25, 2004 and September 27, 2003, and the results of their operations and their
cash flows for each of the years in the three-year period ended September 25, 2004, in conformity with U.S. generally accepted
accounting principles.

As discussed in Note 1 to the consolidated financial statements, the Company changed its method of accounting for asset retirement
obligations andfor financial instruments with characteristics ofboth liabilities and equity in 2003 and changed its method of accounting
for goodwill in 2002.

/s/ KPMG LLP

Mountain View, California
October 12, 2004
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Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure

Notapplicable.

Item 9A. Controls and Procedures

Based on an evaluation under the supervision and with the participation of the Company's management, the Company's principal
executive officer andprincipal financial officer have concluded that the Company's disclosure controls and procedures (as defined
under the Securities Exchange Act of 1934, as amended (Exchange Act)) were effective as of September 25, 2004 to ensure that
information required to be disclosed by the Company in reports thatit files or submits under the Exchange Actis recorded,processed,
summarized and reported within the time periods specified in Securities and Exchange Commission rules and forms.

There were no significant changesin the Company's internal control over financial reporting identified in management's evaluation
during the fourth quarter offiscal 2004 that have materially affected or are reasonably likely to materially affect the Company's internal
control over financial reporting.
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PART Hl

Item 10. Directors and Executive Officers of the Registrant

Directors

Listed below are the Company's seven directors whose terms expire at the next annual meeting of shareholders.

    Name Position With the Company Age Director Since

Fred D. Anderson Director 60 2004

William V. Campbell Director 64 1997
Millard S. Drexler Director . 60 1999

Albert Gore,Jr. Director 57 2003
Steven P. Jobs Director and Chief Executive Officer 49 1997
Arthur D. Levinson Director 54 2000
Jerome B. York Director 66 1997

-Fred D. Anderson has been a founding partner of Elevation Partners, a private equity firm focused on the media and entertainment
industry, since July 2004. Previously, Mr. Anderson served as the Company's Executive Vice President and Chief Financial Officer
from April 1996 to June 2004. Mr. Anderson also serves on the Board of Directors of eBay Inc. and E.piphany,Inc.

William V. Campbell has been Chairmanofthe Board of Directors of Intuit, Inc. ("Intuit") since August 1998. From September 1999
to January 2000, Mr. Campbell acted as Chief Executive Officer of Intuit. From April 1994 to August 1998, Mr. Campbell was
President and Chief Executive Officer and a director of Intuit. From January 1991 to December 1993, Mr. Campbell was President and
Chief Executive Officer of GO Corporation. Mr. Campbell also serves on the Board of Directors of Opsware, Inc.

Millard S. Drexler has been Chairman and Chief Executive Officer of J. Crew Group, Inc. since January 2003. Previously, Mr. Drexler
was Chief Executive Officer of Gap Inc. from 1995 and President from 1987 until September 2002. Mr. Drexler was also a member of
the Board of Directors of Gap Inc. from November 1983 until! October 2002.

Albert Gore, Jr. has served as a Senior Advisor to Google, Inc. since 2001. He hasalso served as Executive Chairman of INdTV since
2002 and as Chairman of Generation Investment Managementsince 2004. Heis a visiting professor at Fisk University and Middle
Tennessee State University. Mr. Gore was inaugurated as the 45th Vice President of the U.S. in 1993. He wasre-elected in 1996 and
servedfor a total of eight years as President of the Senate, a member of the Cabinet and the National Security Council. Prior to 1993, he
served eightyears in the U.S. Senate and eight years in the U.S. House of Representatives.

Steven P. Jobsis one of the Company's co-founders and currently serves as its Chief Executive Officer. Mr. Jobs is also the Chairman
and Chief Executive Officer of Pixar Animation Studios. In addition, Mr. Jobs co-founded NeXT Software, Inc. ("NeXT") and served as
the Chairman and Chief Executive Officer ofNeXT from 1985 until 1997 when NeXT was acquired by the Company.

Arthur D. Levinson, Ph.D. has been Chief Executive Officer and a director of Genentech Inc. ("Genentech") since July 1995.
Dr. Levinson has been Chairman of the Board of Directors of Genentech since September 1999. He joined Genentech in 1980 and
served in a numberof executive positions, including Senior Vice President of R&D from 1993 to 1995. Mr. Levinson also serves on the
Board of Directors of Google, Inc.

Jerome B. York has been Chief Executive Officer of Harwinton Capital Corporation, a private investment company which hecontrols,
since September 2003. From January 2000 until September 2003, Mr. York was Chairman and Chief Executive Officer of
MicroWarehouse,Inc., a reseller of computer hardware, software and peripheral products. From September 1995 to October 1999, he
was Vice Chairman of Tracinda
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Corporation. From May 1993 to September 1995 he was Senior Vice President and Chief Financial Officer of IBM Corporation, and
served as a member of IBM's Board of Directors from January 1995 to August 1995. Mr. York is also a director of Tyco
International Ltd. and Metro-Goldwyn-Mayer,Inc.

Role of the Board; Corporate Governance Matters

It is the paramountduty of the Board of Directors to oversee the Chief Executive Officer and other senior managementin the competent
and ethical operation of the Company on a day-to-day basis and to assure that the long-term interests of the shareholders are being
served. To satisfy this duty, the directors take a proactive, focused approach to their position, and set standards to ensure that the
Company is committed to business success through maintenanceof the highest standards of responsibility and ethics.

Membersof the Board bring to the Company a wide range of experience, knowledge and judgment. These varied skills mean that good
governance depends on far morethan a "check the box" approach to standards or procedures. The governance structure in the Company
is designed to be a working structure for principled actions, effective decision-making and appropriate monitoring of both compliance
and performance. The key practices and procedures ofthe Board are outlined in the Corporate Governance Guidelines available on the
Company's website at www.apple.com/investor.

Board Committees

The Board has a standing Compensation Committee, a Nominating and Corporate Governance Committee ("Nominating Committee")
and an Audit and Finance Committee ("Audit Committee").

The Compensation Committee is primarily responsible for reviewing the compensation arrangements for the Company's executive
officers, including the Chief Executive Officer, and for administering the Company's stock option plans. Members of the Compensation
Committee are Messrs. Campbell, Drexler and Gore.

The Nominating Committee assists the Board in identifying qualified individuals to becomedirectors, determines the composition of
the Board and its committees, monitors the process to assess Board effectiveness and helps develop and implement the Company's
corporate governance guidelines. Members of the Nominating Committee are Messrs. Drexler and Gore and Dr. Levinson.

The Audit Committee is primarily responsible for overseeing the services performed by the Company's independentauditors and
internal audit department, evaluating the Company's accountingpolicies and its system of internal controls and reviewing significant
financial transactions. Members of the Audit Committee are Messrs. Campbell and York and Dr. Levinson.

The Audit, Compensation and Nominating Committees operate under written charters adopted by the Board. These charters are
available on the Company's website at www.apple.com/investor.

Audit Committee Financial Expert

While more than one memberof the Company's Audit Committee qualifies as an "audit committee financial expert" under Item 401(h)
of Regulation S-K, Mr. Jerome B. York, the Committee chairperson,is the designated audit committee financial expert. Mr. York is
considered "independent" as the term is used in Item 7(d)(3)(iv) of Schedule 14A under the Exchange Act.

Codeof Ethics

The Companyhasa code ofethics that applies to all of the Company's employees, includingits principal executive officer, principal
financial officer, principal accounting officer and its Board of Directors. A copyof this code, "Ethics: The Way We Do Business
Worldwide"is available on the Company's website at www.apple.com/investor. The Company intendsto disclose any changes in or
waivers from its code ofethics by posting such information on its website or by filing a Form 8-K.
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Executive Officers

The followingsets forth certain information regarding executive officers of the Company. Information pertaining to Mr. Jobs, whois
both a director and an executive officer of the Company, may be foundin the section entitled "Directors."

Timothy D. Cook, Executive Vice President, Worldwide Sales and Operations (age 44), joined the Company in February 1998. Prior
to joining the Company, Mr. Cook held the position of Vice President, Corporate Materials for Compaq Computer Corporation
("Compaq"). Previous to his work at Compaq, Mr. Cook was the Chief Operating Officer of the Reseller Division at Intelligent
Electronics. Mr. Cook also spent 12 years with IBM, most recently as Director ofNorth American Fulfillment.

Nancy R. Heinen, Senior Vice President, General Counsel and Secretary (age 48), joined the Company in September 1997. Prior to
joining the Company, Ms. Heinenheld the position of Vice President, General Counsel and Secretary of the Board of Directorsat
NeXT from February 1994 until the acquisition of NeXT by the Company in February 1997.

Ronald B. Johnson, Senior Vice President, Retail (age 46), joined the Company in January 2000. Prior to joining the Company,
Mr. Johnson spent 16 years with Target Stores, most recently as Senior Merchandising Executive.

Peter Oppenheimer, Senior Vice President and Chief Financial Officer (age 41), joined the Company in July 1996. Mr. Oppenheimer
also served with the Companyin the position of Vice President and Corporate Controller and as Senior Director of Finance for the
Americas. Prior to joining the Company, Mr. Oppenheimer was CFO ofone of the four business units for Automatic Data
Processing,Inc. ("ADP"). Prior to joining ADP, Mr. Oppenheimer spent six years in the Information Technology Consulting Practice
with Coopers and Lybrand.

Jonathan Rubinstein, Senior Vice President, iPod Division (age 48), joined the Company in February 1997. Mr. Rubinstein also
served with the Company in the position of Senior Vice President, Hardware Engineering. Before joining the Company, Mr. Rubinstein
was Executive Vice President and Chief Operating Officer of FirePower Systems Incorporated, from May 1993 to August 1996.
Mr. Rubinstein also serves as a memberof the Board of Directors of Immersion Corporation.

Philip W.Schiller, Senior Vice President, Worldwide Product Marketing (age 44), rejoined the Company in 1997. Priorto rejoining
the Company, Mr. Schiller was Vice President of Product Marketing at Macromedia, Inc. from December 1995 to March 1997 and was
Director of Product Marketing at FirePower Systems,Inc. from 1993 to December 1995. Prior to that, Mr. Schiller spent six years at the
Company in various marketing positions.

BertrandSerlet, Ph.D., Senior Vice President, Software Engineering (age 43), joined the Company in February 1997 upon the
Company's acquisition ofNeXT. At NeXT, Dr. Serlet held several engineering and managerial positions, including Director of Web
Engineering. Prior to NeXT, from 1985 to 1989, Dr. Serlet worked as a research engineer at Xerox PARC.

Sina Tamaddon,Senior Vice President, Applications(age 47), joined the Company in September 1997. Mr. Tamaddonhasalso served
with the Companyin the position of Senior Vice President Worldwide Service and Support, and Vice President and General Manager,
Newton Group. Before joining the Company, Mr. Tamaddon held the position of Vice President, Europe with NeXT from
September 1996 through March 1997. From August 1994 to August 1996, Mr. Tamaddonheldthe position of Vice President,
Professional Services with NeXT. ,

Avadis Tevanian,Jr., Ph.D., Senior Vice President, Chief Software Technology Officer (age 43), joined the Company in
February 1997 upon the Company's acquisition of NeXT. Dr. Tevanian served with the Company in the position of Senior Vice
President, Software Engineering from 1997 to July 2003. With NeXT, Dr. Tevanian held several positions, including Vice President,
Engineering, from April 1995 to
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February 1997. Prior to April 1995, Dr. Tevanian worked as an engineer with NeXT and held several managementpositions.

i

Item 11. Executive Compensation

Information Regarding Executive Compensation

The following table summarizes compensation information for the last three fiscal years for (1) Mr. Jobs, Chief Executive Officer and
(ii) the four most highly compensated executive officers other than the Chief Executive Officer who were serving as executive officers
of the Companyatthe end ofthe fiscal year (collectively, the "Named Executive Officers").

SUMMARY COMPENSATION TABLE

  

  

Long-Term

Annual Compensation Compensation

Securities
Restricted Underlying All Other

Fiscal Salary Bonus Stock Award Options* Compensation

Nameand Principal Position Year (3) (8) (3) @) (8)

Steven P. Jobs 2004 1 — — — —

Chief Executive Officer 2003 1 — 74,750,000(1) — —
2002 1 2,268,698(2) — 7,500,000(1) 1,302,795(2)

Timothy D. Cook 2004 602,632 — 7,650,000(3) —_ 12,588(4)
Executive Vice President, 2003 617,673 — —_ —_ 9,929(4)
Worldwide Sales and Operations 2002 563,829 —_ — — 8,025(4)

Ronald B. Johnson 2004 484,836 1,500,000 6,375,000(3) — —
Senior Vice President, Retail 2003 452,404 1,500,000 — — —

2002 452,404 — — 300,000 —

Jonathan Rubinstein 2004 485,216 — 6,375,000(3) — 12,300(4)
Senior Vice President, iPod 2003 452,939 — — — 11,986(4)
Division 2002 452,558 — — — 9,996(4)

Avadis Tevanian, Jr. Ph.D .2004 469,681 1,000 5,100,000(3) — 12,338(4)
Senior Vice President, Chief 2003 456,731 — —_— — 11,962(4)
Software Technology Officer 2002 492,212 — —_ — 10,700(4) TARE RU ERTONIETE aay

Q) In March 2003, Mr. Jobs voluntarily cancelled all of his outstanding options, excluding those granted to him in his capacity as a
director. In March 2003, the Board awarded Mr. Jobs five million restricted shares of the Company's CommonStock,that
generally vest in full on the third anniversary of the grant date.

(2) In December 1999, Mr. Jobs was given a special executive bonus for past services as the Company's interim Chief Executive
Officer, in the form of anaircraft with a total cost to the Company of approximately $90,000,000. In fiscal 2002, approximately
$2.27 million paid by the Company towards the purchase of the plane and approximately $1.3 miflion in related tax assistance
was reported as income to Mr. Jobs. ,

QB) Market value of restricted stock units granted on March 24, 2004 (based on $25.50 per share, the closing price of the Company's
commonstock on the NASDAQ National Market on the day of grant). Restricted stock units generally vest over four years with
50% of the total numberof shares vesting on each of the second and fourth anniversary of the grant date.

(4) Consists of matching contributions made by the Company in accordance with the terms of the 401(k) plan.

Option Grants in Last Fiscal Year

There were no options granted to the Named Executive Officers during fiscal year 2004, although restricted stock units which are
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shown above in the Summary Compensation Table, were granted.
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Options Exercised and Year-End Option Holdings

The following table provides information about stock option exercises by the Named Executive Officers during fiscal year 2004 and
stock options held by each of them at fiscal year-end.

AGGREGATED OPTION EXERCISES IN THE LAST FISCAL YEAR
AND FISCAL YEAR-END OPTION VALUES

   

   

Numberof Securities Underlying Value of Unexercised
Unexercised Options at Fiscal In-the-Money Options at Fiscal Year-End (3)

Year-End (#) qd)

Shares Value TEAte SEENNoa
Acquired Realized

on Exercise (#) (8) Exercisable Unexercisable Exercisable Unexercisable

— — 60,000(2) — $ 1,547,400(2)$ —
Timothy D. Cook 1,350,000 14,719,950 — 250,000 $ — $ 5,119,375
Ronald B. Johnson —_ — 1,631,250 168,750 $ 7,359,188 $§$ 2,426,813
Jonathan J. Rubinstein 1,500,000 26,370,700 650,000 250,000 $ 12,985,375 §$ 5,119,375
Avadis Tevanian,Jr. 350,000 8,828,328 1,800,000 250,000 $ 36,652,959 $ 5,119,375  

qd) Marketvalue ofsecurities underlying in-the-money options atthe endof fiscal year 2004 (based on $37.29 per share, the
closing price of CommonStock on the NASDAQ National Market on September 24, 2004), minusthe exercise price.

(2) Consists of 60,000 options granted to Mr. Jobs in his capacity as a director pursuant to the 1997 Director Stock Option Plan. In
March 2003, Mr. Jobs voluntarily cancelled all of his outstanding options, excluding those granted to him in his capacity as a
director.

Director Compensation

The form and amountof director compensation is determined by the Boardafter a review of recommendations made by the Nominating.
Committee. The current practice of the Boardis to base a substantial portion of a director's annual retainer on equity. In 1998,
shareholders approved the 1997 Director Stock Option Plan (the "Director Plan") and 800,000 shares were reserved for issuance
thereunder. Pursuant to the Director Plan, the Company's non-employee directors are granted an option to acquire 30,000 shares of
CommonStock upontheir initial election to the Board ("Initial Options"). The Initial Options vest and become exercisable in three
equal annualinstallments on each ofthe first through third anniversaries of the grant date. On the fourth anniversary of a non-employee
director's initial election to the Board and on each subsequent anniversary thereafter, the director will be entitled to receive an option to
acquire 10,000 shares of CommonStock ("Annual Options"). Annual Options are fully vested and immediately exercisable on their
date of grant. As of the endofthe fiscal year, there were options for 440,000 shares outstanding under the Director Plan. Since
accepting the position of CEO, Mr. Jobs is no longereligible for grants under the Director Plan. Non-employee directors also receive a
$50,000 annualretainer paid in quarterly increments. In addition, directors receive up to two free computer systems per year and are
eligible to purchase additional equipmentat a discount. Directors do not receive any additional consideration for serving on committees
or as committee chairperson.

- Compensation Committee Interlocks and Insider Participation

The current members of the Compensation Committee are Messrs. William V. Campbell, Millard S. Drexler, and Albert Gore, Jr., none
of whom are employees of the Company andall of whom are considered "independent" directors under the applicable NASDAQrules.
No person who was an employee of the Companyin fiscal year 2004 served on the Compensation Committee. No executiveofficer of |
the Company (i) served as a memberof the compensation committee (or other board committee performingsimilar functionsor, in the
absence of any such committee, the board of directors) of another entity, one ofwhose executive officers served on the Company's
Compensation Committee,(ii) served as a
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director of another entity, one of whose executive officers served on the Company's Compensation Committee,or(i11) served as a
member of the compensation committee (or other board committee performing similar functionsor, in the absence of any such
committee, the board of directors) of another entity, one of whose executive officers served as a director of the Company.

Item 12. Security Ownership of Certain Beneficial Owners and Management

The following table sets forth certain information as ofNovember 10, 2004 (the "Table Date") with respect to the beneficial ownership
of the Company's CommonStockby(i) each person the Company believesbeneficially holds more than 5% of the outstanding shares
of CommonStock;(ii) each director; (iii) each Named Executive Officerlisted in the Summary Compensation Table under the heading
"Executive Compensation;" and(iv)all directors and executive officers as a group. On the Table Date, 401,476,094 shares of
CommonStock were issued and outstanding. Unless otherwise indicated, all persons named as beneficial owners of Common Stock
have sole voting power and sole investment power with respectto the shares indicated as beneficially owned. In addition, unless
otherwise indicated, all persons named below can be reached at Apple Computer,Inc., 1 Infinite Loop, Cupertino, CA 95014.

Security Ownership of 5% Holders, Directors, Nominees and Executive Officers

    

Shares of Common Percent of Common
Stock Stock

Nameof Beneficial Owner Beneficially Owned(1) Outstanding

Private Capital Management, Inc. 20,457, 156(2) 5.10%
Steven P. Jobs 5,060,002(3) 1.26%
Fred D. Anderson 2,672 *
William V. Campbell 100,502(4) *
Timothy D. Cook 5,903 *
Millard S. Drexler 100,000(5) *
Albert Gore, Jr. 10,000(6) *
Ronald B. Johnson 1,355,903(7) *
Arthur D, Levinson 201,600(8) *
Jonathan J. Rubinstein 161,087(9) *
Avadis Tevanian,Jr. 1,501,252(10) *
Jerome B. York 30,000(1 1) *
All executive officers and directors as a group
(16 persons) 10,203,443(12) 2.51%SIMAARENSONEAS

qd) Represents shares of Common Stock held and/or options held by such individuals that were exercisable at the Table Date or
within 60 days thereafter.

(2) Based on a Form 13-F showing holdings as of September 30, 2004 by Private Capital Management,Inc. Private Capital
Management, Inc. lists its address as 8889 Pelican Bay Blvd., Naples, FL, 34108, in suchfiling.

(3) Includes 60,000 shares of Common Stock that Mr. Jobs hasthe right to acquire by exercise of stock options.

(4) Includes 100,000 shares of Common Stock that Mr. Campbell has the right to acquire by exercise of stock options.

(5) Includes 80,000 shares of Common Stock that Mr. Drexler has the right to acquire by exercise of stock options.

(6) Includes 10,000 shares of Common Stock that Mr. Gore hasthe right to acquire by exercise of stock options.
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(Y) Includes 1,350,000 shares of Common Stock that Mr. Johnson hasthe right to acquire by exercise of stock options.

(8) Includes 1,400 shares of CommonStock that Dr. Levinson holdsindirectly and 40,000 shares of CommonStock that
Dr. Levinson hasthe right to acquire by exercise of stock options.

(9) Includes 150,000 shares of CommonStock that Mr. Rubinstein has the right to acquire by exercise of stock options.

(10) Includes 1,500,000 shares of CommonStock that Dr. Tevanian has the right to acquire by exercise of stock options.

(11) Includes 10,000 shares of CommonStock that Mr. York has the right to acquire by exercise of stock options.

(12) Includes 4,956,148 shares of CommonStock that executive officers or directors have the right to acquire by exercise of stock
options.

* Represents less than 1% ofthe issued and outstanding shares of Common Stock on the Table Date.

- Section 16(a) Beneficial Ownership Reporting Compliance

Section 16(a) of the Securities Exchange Act of 1934, as amended, requires the Company's officers and directors, and persons who own
morethan ten percentof a registered class of the Company's equity securities, to file reports of securities ownership and changes in
such ownership with the Securities and Exchange Commission ("SEC"). Officers, directors and greater than ten percent shareholders
also are required by rules promulgated by the SEC to furnish the Company with copies ofall Section 16(a) forms theyfile.

Basedsolely upon a review of the copies of such forms furnished to the Companyor written representations that no Forms 5 were
required, the Companybelieves that all Section 16(a) filing requirements were met during fiscal year 2004.

Equity Compensation Plan Information

The following table sets forth certain information, as of September 25, 2004, concerning shares of commonstock authorized for
issuance underall of the Company's equity compensationplans.

(c)
Numberof Securities

{b) Remaining Available for
(a) Weighted Average Future Issuance Under

Numberof Securities Exercise Price of Equity Compensation
to be Issued Upon Outstanding Plans (Excluding Securities

Exercise of Options Options Reflected in Column(a))a Ee   IESTE

Equity compensation plans approved

  

by shareholders 21,992,912 §$ 22,32 14,072,423(1)
Equity compensation plans not
approved by shareholders 33,286,253 §$ 20.25 —

Total equity compensation plans(2) 55,279,165 §$ 21.07 14,072,423   
SRC 

(1) This numberincludes 2,047,911 shares of commonstock reserved. for issuance under the Employee Stock Purchase Plan,
240,000 shares available for issuance under the 1997 Director Stock Option Plan and 14,299,512 shares available for issuance
under the 2003 Employee Stock Plan. The grant of 2,515,000 shares of restricted stock units have been deducted from the
numberofshares available for future issuance. It does not include shares under the 1990 Stock Option Plan which was
terminated in 1997. No new options can be granted under the 1990 Stock Option Plan.

lll
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(2) This table does not include 81,642 outstanding options assumed in connection with mergers and acquisitions of the companies
whichoriginally established those plans. These assumed options have a weighted average exercise price of $4.39 per share. No
additional options may be granted under those assumedplans.

Arrangements with Named Executive Officers

Change In Control Arrangements—Stock Options, Restricted Stock, and Restricted Stock Units

In the eventof a "change in control" of the Company,all outstanding options under the Company's stock option plans, except the
Director Plan, will, unless otherwise determined by the plan administrator, become exercisable in full, and will be cashed outat an
amount equalto the difference between the applicable "changein control price" and the exercise price. The Director Plan providesthat
upon a "change in control" of the Company, all unvested options held by non-employeedirectors will automatically becomefully
vested and exercisable and will be cashed out at an amount equalto the difference between the applicable "change in control price" and
the exercise price of the options. A "change in control" under these plans is generally definedas(i) the acquisition by any person of
50% or more ofthe combined voting powerof the Company's outstanding securities or (ii) the occurrence ofa transaction requiring
shareholder approval and involvingthe sale ofall or substantially all of the assets of the Company or the merger of the Company with
or into another corporation.

In addition, options,restricted stock grants, and restricted stock units granted to the Named Executive Officers generally provide that in
the event there is a "changein control,” as defined in the Company's stock option plans, and if in connection with or following such
"change in control,” their employmentis terminated without "Cause"orif they should resign for "Good Reason,” those options,
restricted stock, and restricted stock units outstanding that are not yet vested as of the date of such "change in control" shall become
fully vested. Further, restricted stock and restricted stock units granted to the Named Executive Officers also provide that, in the event
the Company terminates the Officer without cause at any time, the restricted stock units and restricted stock will vest in full. Generally,
"Cause" is defined to include a felony conviction, willful disclosure of confidential information or willful and continued failure to
perform his or her employmentduties. "Good Reason"includes resignation of employmentas a result of a substantial diminution in
position or duties, or an adverse changein title or reduction in annualbase salary.

Item 13. Certain Relationships and Related Transactions

In connection with a relocation assistance package, the Company loaned Mr. Johnson (Senior Vice President, Retail) $1,500,000 for the
purchaseofhis principal residence. The loan was securedbya deed oftrust and was dueandpayable in May 2004. The largest amount
ofthe indebtedness outstanding on this loan during fiscal year 2004 was $750,000. Mr. Johnson repaid the Company $750,000 during
the fiscal year andthe loan has beenrepaid in full.

In March 2002, the Company entered into a Reimbursement Agreement with its Chief Executive Officer, Mr. Steven P. Jobs, for the
reimbursementof expenses incurred by Mr. Jobs in the operation of his private plane when used for Apple business. The
Reimbursement Agreementis effective for expenses incurred by Mr. Jobs for Apple business purposes since he took delivery of the
plane in May 2001. During 2004, the Company recognized a total of $483,000 in expenses pursuantto this reimbursement agreement
related to expenses incurred by Mr. Jobs during 2004. .
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The following table sets forth the fees paid to the Company's independentregistered public accounting firm, KPMG LLP,duringfiscal

  

years 2004 and 2003.

Audit and Non-Audit Fees

2004 2003

Audit Fees $ 3,402,30001)$ 3,028,000
Audit-Related Fees 57,000(2) 144,600
Tax Fees 784,500(3) 1,017,100
All Other Fees — _

Total $ 4,243,800 $ 4,189,700
    

 

(1) Audit fees relate to professional services rendered in connection with the audit of the Company's annualfinancial statements,. Pp . + . . p y . * . .
quarterly review of financial statements included in the Company's Forms 10-Q, and audit services provided in connection with
other statutory and regulatory filings.

(2) Audit-related fees include professional services related to the audit of the Company's financial statements, consultation on
accounting standards or transactions, and audits of employee benefit plans.

(3) Tax fees include $667,600 for professional services rendered in connection with tax compliance and preparationrelating to the
Company's expatriate program, tax audits and international tax compliance; and $116,900 for tax consulting and planning
services relating to interest computations and international tax changes. The Company does not engage KPMGto perform
personal tax services for its executive officers.

Policy on Audit Committee Pre-Approval of Audit and Non-Audit Services Performed by the Independent Registered Public
Accounting Firm

Prior to the enactment of the Sarbanes-Oxley Act of 2002 (the "Act"), the Company adopted an auditor independencepolicy that
bannedits auditors from performing non-financial consulting services, such as information technology consulting and internal audit
services. This auditor policy also mandatesthat the audit and non-audit services and the related budget be approved by the Audit
Committee in advance, and that the Audit Committee be provided with quarterly reporting on actual spending. This policy also
mandates that no auditor engagements for non-audit services may be entered into without the express approval of the Audit Committee.
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PARTIV

Item 15. Exhibits, Financial Statement Schedules.

(a) Index to Exhibits

Incorporated

by Reference

Exhibit Filing Date/ Filed

Number Exhibit Description Form Period End Date herewithROSEEESENSPESEBEPOO OT POSERESTAS «NH nesta     
SBRSRR CEteEO Rermunmonnermormnesrenars

3.1 Restated Articles of Incorporation,filed with the Secretary of State 8-3 7/27/88
of the State of California on January 27, 1988.

3.2 Amendmentto Restated Articles of Incorporation, filed with the 10-Q 5/11/00
Secretary of State of the State of California on May 4, 2000.

3.3. By-Laws of the Company, as amended through June 7, 2004. 10-Q 6/26/04

4.2 Indenture dated as of February 1, 1994, between the Company and 10-Q 4/01/94
Morgan Guaranty Trust Company of New York.

4.3. Supplemental Indenture dated as of February 1, 1994, among the 10-Q 4/01/94
Company, Morgan Guaranty Trust Company ofNew York,as
resigning trustee, and Citibank, N.A., as successortrustee.

4.5 Form of the Company's 6!/2% Notes due 2004. 10-Q 4/01/94

48 Registration Rights Agreement, dated June 7, 1996 amongthe 8-3 8/28/96
Company and Goldman, Sachs & Co. and Morgan Stanley & Co.
Incorporated.

4.9 Certificate of Determination of Preferences of Series A Non-Voting 10-K 9/26/97
Convertible Preferred Stock of Apple Computer, Inc.

10.A.3 Apple Computer, Inc. Savings and Investment Plan, as amended and 10-K 9/27/91
restated effective as of October 1, 1990.

10.A.3-1 Amendment of Apple Computer, Inc. Savings and Investment Plan 10-K 9/25/92
dated March 1, 1992.

10.A.3-2 Amendment No. 2 to the Apple Computer, Inc. Savings and 10-Q _ 3/28/97
InvestmentPlan.

10.4.5 1990 Stock Option Plan, as amended through November5, 1997, 10-Q 12/26/97

10.4.6 Apple Computer, Inc. Employee Stock Purchase Plan, as amended 5-8 6/24/03
through April 24, 2003.

10.A.8 Form of Indemnification Agreement between the Registrant and each 10-K 9/26/97
officer of the Registrant.

10.A.43 NeXT Computer, Inc. 1990 Stock Option Plan, as amended. S-8 3/21/97
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10.A.49 1997 Employee Stock Option Plan, as amended through October 19, 10-K 9/28/02
2001.

10.A.50 1997 Director Stock Option Plan. 10-Q 3/27/98

10.4.51 2003 EmployeeStock Option Plan, as amended through April 24, 10-Q 6/28/03
2003.

10.A.52 Reimbursement Agreementdated as of May 25, 2001 by and 10-Q 6/29/02
between the Registrant and Steven P. Jobs.

10.A.53 Option Cancellation and Restricted Stock Award Agreementdated as 10-Q 6/28/03
of March 19, 2003 by and between The Registrant and Steven P.
Jobs. ;

10.A.54 Form ofRestricted Stock Unit Award Agreement 10-Q 3/27/04

10.B.18 Custom Sales Agreement effective October 21, 2002 between the 10-K 9/27/03
Registrant and International Business Machines Corporation.

14.1 Code of Ethics of the Company | 10-K 9/27103

21 Subsidiaries ofApple Computer, Inc.

23.1 Consent of Independent Registered Public Accounting Firm

31.1 Rulel3a-14(a)/15d-14(a) Certification of Chief Executive Officer

31.2 Rulel3a-14(a)/15d-14(a) Certification of Chief Financial Officer ~~KeMOK
32.1 Section 1350 Certifications of Chief Executive Officer and Chief

Financial Officer
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SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) ofthe Securities Exchange Act of 1934, the registrant has duly causedthis report to
be signed on its behalf by the undersigned, thereunto duly authorized, this 30th day ofNovember 2004.

APPLE COMPUTER,INC.
By: /s/ PETER OPPENHEIMER
 

»Peter Oppenheimer_
Senior Vice President and

ChiefFinancial Officer

KNOW ALL PERSONS BY THESE PRESENTS,that each person whosesignature appears below constitutes and appoints Steven P.
Jobs and Peter Oppenheimer, jointly and severally, his attorneys-in-fact, each with the power ofsubstitution, for him in any and all
capacities, to sign any amendmentsto this Annual Report on Form 10-K, and to file the same, with exhibits thereto and other
documents in connection therewith, with the Securities and Exchange Commission, hereby ratifying and confirmingall that each of said
attorneys-in-fact, or his substitute or substitutes, may do or cause to be done by virtue hereof.

Pursuantto the requirementsofthe Securities Exchange Act of 1934, this report has been signed belowbythe following personson
behalfof the registrant and in the capacities and on the dates indicated:

Name Title Date
REEeERSTDINIGGENETBEBEAEESNEDIIAAENTIESSTONTTT CUTSCENEETSONTTSTIIOENSIE SRUADEREEISENERC

/s! STEVEN P. JOBS Chief Executive Officer and Director
SSCENEOeS . November30, 2004

STEVEN P. JOBS (Principal Executive Officer)

 

 

  

 

/s/ PETER OPPENHEIMER Senior Vice President and Chief Financial

eeesEC cwmusecacowes Officer (Principal Financial and Principal November30, 2004
PETER OPPENHEIMER Accounting Officer)

/s/ FRED ANDERSON

_eeecennrarensammcotsaa anmommmnnmemncmcccnea  L)\ector November30, 2004
FRED ANDERSON

/s/ WILLIAM V. CAMPBELL

sere urmaemercmanmmmecenmmmememnanesncse:  LITectOor November30, 2004
WILLIAM Vv. CAMPBELL

/s/ MILLARD S. DREXLER

stance ase veer Director November 30, 2004
MILLARD 8. DREXLER

/s/ ALBERT GORE,JR.
RERS wanes  Lirector November30, 2004

  

ALBERT GORE,JR.

/s/ ARTHUR D. LEVINSON

vecessee aamrsrecemnmecnomencncmcasccns  LITeCtor November30, 2004
ARTHUR D. LEVINSON

 

/s/ JEROME B. YORK

snasatneeesseetnemmccangeciarsincnemcranaasatastcaneripemeccecnsnecneccese:  LITeCtOr November30, 2004
JEROMEB. YORK.
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10-K 1 a05-20674_110k.htm ANNUAL REPORT PURSUANTTO SECTION 13 AND 15(D) |

UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
Washington, D.C. 20549

 

Form 10-K

(Mark One)

ix ANNUAL REPORT PURSUANTTO SECTION 13 OR a) OF THE SECURITIESEXCHANGEACTOF 1934

Forthe fiscal year ended September 24, 2005
or

Oo TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGEACT OF 1934

For the transition period from to
 

Commission file number 0-10030

APPLE COMPUTER,INC.
(Exact nameofregistrant as specified in its charter)

CALIFORNIA 942404110

(State or other jurisdiction (LR.S. Employer
of incorporation or organization) Identification No.)

1 Infinite Loop
Cupertino, California 95014

(Address of principal executive offices) (Zip Code)

Registrant’s telephone number, including area code: (408) 996-1010

Securities registered pursuant to Section 12(b) of the Act: None

Securities registered pursuant to Section 12(g) of the Act:
CommonStock, no par value

(Titles of classes)

‘Indicate by check mark whetherthe registrant (1) has filed all reports requiredto be filed by Section 13 or 15(d) of the Securities
Exchange Act of 1934 during the preceding 12 months (or for such shorter periodthat the registrant was required to file such reports),
and (2) has been subject to such filing requirements for the past 90 days. Yes No
Indicate by check mark if disclosure of delinquentfilers pursuant to Item 405 of Regulation S-K (section 229.405 ofthis chapter) is not
contained herein, and will not be contained,to the best ofthe registrant’s knowledge, in definitive proxy or information statements
incorporated by reference in Part IU of this Form 10-K or any amendmentto this Form 10-K.

Indicate by check mark whether the registrant is an acceleratedfiler (as defined in Rule 12b-2 of the Act). Yes No O

Indicate by check mark whether the registrant is a shell company (as defined in Rule 12b-2 of the Act). Yes O No

The aggregate market value of the voting and non-voting stock held by non-affiliates of the registrant, as of March 26, 2005, was
approximately $29,434,521,480 based upon the closing price reported for such date on the NASDAQ National Market. For purposes of
this disclosure, shares of Common Stock held by persons who hold more than 5% ofthe outstanding shares of Common Stock and
shares held by executive officers and directorsof the registrant have been excluded because such persons may be deemedto be
affiliates. This determination of executive officer or affiliate status is not necessarily a conclusive determination for other purposes.

842,767,948 shares of Common Stock Issued and Outstanding as of November18, 2005
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PARTI

The Business section and otherparts ofthis Annual Report on Form 10-K (“Form 10-K”) containforward-looking statements that
involve risks and uncertainties. Many oftheforward-looking statements are located in “Management’s Discussion andAnalysis of
Financial Condition and Results ofOperations.” Forward-looking statements can also be identified by words such as “anticipates,”
“expects,” “believes,” “plans,” “predicts,” and similar terms. Forward-looking statements are not guarantees offutureperformanceand the Company’s actual results may differ significantlyfrom the results discussed in theforward-looking statements. Factors that
might cause suchdifferencesinclude, but are notlimited to, those discussed in the subsection entitled “Factors That May Affect Future
Results and Financial Condition” under Part I, Item 7 ofthis Form 10-K. The Company assumes no obligation to revise or update any
forward-looking statementsfor any reason, except as required by law.

Item 1. Business

Company BackgroundApple Computer, Inc. (“Apple”or the “Company”) was incorporated under the laws ofthe State of California on January 3, 1977. The
Company designs, manufactures, and markets personal computers and related software, services, peripherals, and networking solutions.
The Companyalso designs, develops, and markets a line ofportable digital music players along with related accessories and services
includingthe online distribution of third-party music, audio books, music videos, short films, and television shows. The Company’s
products and services include the Macintosh line of desktop and notebook computers,the iPod digital music player, the Xserve G5
server and Xserve RAID storage products, a portfolio of consumer and professional software applications, the Mac OS X operating
system, the iTunes MusicStore, a portfolio of peripherals that support and enhance the Macintosh and iPod productlines, and a variety
of other service and support offerings. The Companysells its products worldwide through its online stores, its own retail stores,its
direct sales force, and third-party wholesalers, resellers, and value added resellers. The Companyalsosells a variety of third-party
products that are compatible with the Company’s Macintosh and iPod productlines, including computer printers and printing supplies,
storage devices, computer memory, digital camcorders andstill cameras, personaldigital assistants, iPod accessories, and various other
computing products and supplies through its online andretail stores. The Company’s fiscal year ends on the last Saturday of September.
Unless otherwise stated, all information presented in this Form 10-K is based on the Company’s fiscal calendar.

Business Strategy
The Company is committed to bringing the best personal computing and music experience to students, educators, creative
professionals, businesses, government agencies, and consumers through its innovative hardware, software, peripherals, services, and
Internet offerings. The Company’s business strategy leverages its uniqueability, through the design and developmentof its own
operating system, hardware, and many software applications and technologies, to bring to its customers new products and solutions
with superior ease-of-use, seamless integration, and innovative industrial design. The Companybelieves continual investmentin
research and developmentis critical to facilitate innovation of new and improved products and technologies. Besides updatestoits
existing line ofpersonal computers and related software, services, peripherals, and networking solutions, the Company continues to
capitalize on the convergence ofdigital consumer electronics and the computer by creating innovations like the iPod and iTunes Music
Store. The Company’s strategy also includes expandingits distribution network to effectively reach moreofits targeted customers and
provide them a high-quality sales and after-sales support experience.

Digital Hub
The Companybelieves personal computing is in an era in which the personal computer functions for both professionals and consumers
as the digital hub for advanced new digital devices such as the Company’s
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iPod digital music players, personaldigital assistants, cellular phones, digital camcorders and still cameras, CD and DVDplayers,
televisions, and other consumerelectronic devices. The attributes of the personal computer include a high quality user interface,
relatively inexpensive data storage, and the ability to run complex applications and easily connectto the Internet. Apple is the only
companyin the personal computer industry that controls the design and developmentofthe entire personal computer—from the
hardware and operating system to sophisticated applications. Additionally, the Company’s products provide innovative industrial
design, intuitive ease-of-use, and built-in networking, graphics and multimedia capabilities. Thus, the Company is uniquely positioned
to offer integrated digital hub products and solutions.

The Company develops products and technologies that adhere to many industry standards in order to provide an optimized user
experience through interoperability with peripherals and devices from other companies. The Company has played a role in the
development, enhancement, promotion, and/or use of numerousofthese industry standards.

Expanded Distribution
The Companybelieves that a high quality buying experience with knowledgeable salespersons who can convey the value ofthe
Company’s products andservicesis critical to attracting and retaining customers. The Companysells many of its products and resells
certain third-party products in most of its major markets directly to consumers, education customers, and businesses throughits retail
and online stores in the U.S. and internationally. The Companyhasalso invested in programs to enhancereseller sales, including the
Apple Sales Consultant Program, whichconsists of the deployment of Apple employees and contractors to selected third-party reseller
locations. The Companybelieves providing direct contact with its targeted customers is an.efficient way to demonstrate the advantages
of its Macintosh computer and other products over those of its competitors. The Companyhas significantly increased the points of
distribution for the iPod product family in order to make its products available at locations where its customers shop.

From inceptionofthe retail initiative in 2001 through 2005, the Company had opened 116 retail stores in the U.S.and 8 international
stores in Canada, Japan, and the U.K. The Company opened 2 additional stores in October 2005. The Companyhastypically located its
stores at high traffic locations in quality shopping malls and urban shopping districts.

Oneofthe goalsoftheretail initiative is to bring new customers to the Company and expandits installed base through sales to
computer users who currently do not own a Macintosh computer andfirst time personal computer buyers. By operating its own stores
and building them in desirable high traffic locations, the Companyis able to better contro! the customer retail experience and attract
new customers. The stores are designed to simplify and enhance the presentation and marketing of personal computing products. To
that end,retail store configurations have evolved into various sizes in order to accommodate market demands. The stores employ
experienced and knowledgeable personnel who provide product advice and certain hardware support services. Thestores offer a wide
selection of third-party hardware, software, and various other computing products and supplies selected to complement the Company’s
own products. Additionally, the stores provide a forum in which the Companyis able to present computing solutions to users in areas
such as digital photography, digital video, music, children’s software, and home and small business computing.

Education

For more than 25 years, the Company has focused on the use of technology in education and has been committed to delivering tools to
help educators teach and students learn. The Companybelieves effective integration of technology into classroom instruction canresult
in higherlevels of student achievement, especially when used to support collaboration, information access, and the expression and
representation
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of student thought and ideas. The Companycreates solutions that enable new modesofcurriculum delivery, better ways of conducting
research, and opportunities for professional developmentof faculty, students, and staff. The Company has designed a range of products
and services to help schools maximize their investments in technology. This is manifested in many of the Company’s products and
services that are designed to meet the needs of education customers. These products andservices include the eMac™, iMac™,and the
iBook®, video creation and editing solutions, wireless networking, student information systems, high-quality curriculum and
professional developmentsolutions, and one-to-one (1:1) learning solutions (primarily in K-12). 1:1 learning solutionstypically consist
of iBook portable computers for every student and teacher along with a wireless network connectedto a central server.

Creative Professionals
Creative professionals constitute one of the Company’s most important markets for both hardware and software products. This market
is also important to many third-party developers who provide Macintosh-compatible hardware and software solutions. Creative
customers utilize the Company’s productsfor a variety of creative activities including digital video and film production and editing;
digital video and film special effects, compositing, andtitling; digital still photography and workflow management; graphic design,
publishing, and print production; music creation and production; audio production and sound design; and web design, development, and
administration.

The Company designs its high-end hardwaresolutions, including servers, desktops, and portable Macintosh systems, to incorporate the
power, expandability, and features desired by creative professionals. The Company’s operating system, Mac OS X,incorporates
powerful graphics and audio technologies and features developer tools to optimize system and application performance when running
powerful creative solutions provided by the Company orthird-party developers. The Companyalsooffers various softwaresolutionsto

- meet the needs of its creative customers.

Business Organization
The Company managesits business primarily on a geographic basis. The Company’s reportable operating segments are comprised of
the Americas, Europe, Japan, and Retail. The Americas, Europe, and Japan reportable segments do not includeactivities related to the
Retail segment. The Americas segment includes both North and South America. The Europe segment includes European countries as
well as the Middle East and Africa. The Retail segmentcurrently operates Apple-ownedretail stores in the U.S., Canada, Japan, and the
U.K. Other operating segments include Asia-Pacific, which includes Australia and Asia except for Japan, and the Company’s
subsidiary, FileMaker, Inc. Each reportable geographic operating segment provides similar hardware and software products and similar
services. Further information regarding the Company’s operating segments may be found in Part II, Item 7 of this Form 10-K under the
heading “Segment Operating Performance,” and in Part I, Item 8 of this Form 10-K in the Notes to Consolidated Financial Statements
at Note 11, “Segment Information and Geographic Data.”

Hardware Products

The Companyoffers a range ofpersonal computing products including desktop and notebook computers,server and storage products,
related devices and peripherals, and various third-party hardware products. The Company’sentire line of Macintosh® systems,
excluding servers and storage systems,features the Company’s Mac OS® X Version 10.4 Tiger™and iLife® suite of software for
digital photography, music, movies, and music creation.

Macintosh® Computers
In June 2005, the Company announcedits plan to begin using Intel microprocessors in its Macintosh computers. The Companyplans to
begin shipping certain models with Intel microprocessors by June 2006
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and to complete the transition ofall of its Macintosh computers to Intel microprocessors by the end of calendar year 2007. The
Company also announcedits newtranslation technology, Rosetta™, which will allow most PowerPC-based Macintosh applicationsto
run on new Intel-based Macintosh computers. There are potential risks and uncertainties associated with this transition, which are
further discussed in Part II, Item 7 of this 10-K under the heading “Factors That May Affect Future Results and Financial Condition.”

Power Mac®

The Power Macline of desktop personal computersis targeted at business and professional users and is designed to meet the speed,
expansion, and networking needs of the most demanding Macintosh user. Powered by the PowerPC G5 processor, the Power Mac G5
utilizes 64-bit processing technology for memory expansion up to 16GB and advanced 64-bit computation while also running existing
32-bit applications natively. In October 2005, the Company updated the Power Mac GSproductline, which now comesin three
processor configurations—dual 2.0GHz, dual 2.3GHz, and a quad 2.5GHzthat features two 2.5GHz dual processors. All Power Mac
G5 desktops feature a SuperDrive™ and a NVIDIA GeForce 6600 graphicscard. In addition, all Power Mac G5 desktops deliver
connectivity and high-performance input/output(I/O), including dual Gigabit Ethernet, FireWire® 800 and FireWire 400 ports, USB
2.0 ports, optical digital I/O, PCI Express expansion, and optional AirPort® Extreme wireless networking and Bluetooth connectivity.
The new Power MacG5 productline also includes Mighty Mouse, the Company’s next generation mouse, featuring up to four
programmable buttons and a Scroll Ball that lets users scroll vertically, horizontally, and diagonally.

Aserve® andXserve RAID Storage System
Xserve is a rack-mountserver product designed for simple setup and remote managementofintensive I/O applications such as digital
video, high-resolution digital imagery, and large databases. In January 2005, the Company upgraded Xserve G5, which is now available
with either a single 2.0GHz or dual 2.3GHz PowerPC G5 processor. Xserve G5 includes a system controller with up to 16GB of
PC3200 error correcting code memory;three hot-plug Serial ATA drive modulesthat deliver up to 1.5TB of storage; and dual on-board
Gigabit Ethernet for high-performance networking. The Company’s Xserve RAID storage system was updated in September 2005 to
deliver up to 7 terabytes of storage capacity and also expanded support for heterogeneous environments. The dual independent RAID
controllers with 512MB cacheper controller offer sustained throughput of over 385 Mbps—high enough to support media production
environments using protected RAIDlevel5.

iMac®

The iMacline of desktop computersis targeted at consumer and education markets. In October 2005, the Company introduced the new
iMac G5, featuring the PowerPC G5 processor, a built-in iSight™ video camera, and a design that integrates the entire computer into
either a 17-inch or 20-inch widescreen LCD flat-panel display. The 17-inch and 20-inch models come with 1.9GHz and 2.1GHz
PowerPC G5 Processors, respectively. The iMac G5 offers 512MB of 533MHz DDR2 memory expandable to 2.5GB and 7200 rpm
Serial ATA drives expandable up to SOOGB. The iMac G5 comes standard with ATI Radeon X600 Pro or XT graphics, video memory,
a SuperDrive, built-in Airport Extreme wireless networking, an internal Bluetooth module,built-in stereo speakers and microphone,
and Mighty Mouse. The iMac G5alsooffers built-in Ethernet (10/100/1000BASE-T), three USB 2.0 and two FireWire 400 ports. The
iMac G5 also features Front Row media experience with the Apple Remote, which allows users to play music and view photos and
videos via a remote control.

eMac™

The eMac,a desktop personal computer targeted at the Company’s education customers, features a PowerPC G4 processor, a high
resolution 17-inchflat cathode ray tube display, and preserves theall-in-one
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compactdesign ofthe original iMac. The eMac offers PowerPC G4 processors running at up to 1.42GHz, 333MHz DDR memory, an
optional SuperDrive,built-in modem and Ethernet (10/100BASE-T), ATI Radeon graphics, AirPort Extreme-ready, and USB 2.0 and
1.1 ports for connectivity to peripherals.
Mac® mini

In January 2005, the Company introduced Mac mini, a desktop personal computer with a starting price of $499 and weighing aslittle as
2.9 pounds. In July 2005, the Company updatedits Mac mini lineup, expanding to three models and increasing memory to 512MB. The
first model includes a 1.25GHz PowerPC G4processor, a 40GBhard drive, and a Combo drive. The second modelincludes a 1.42GHz
PowerPC G4processor, an 80GBhard drive, and a Combodrive. The third model includes a 1.42GHz PowerPC G4processor, an
80GB harddrive, and a SuperDrive. All models include ATI Radeon 9200 graphics with 32MBofdedicated DDR memory,built-in
Ethernet (10/100 BASE-T), one FireWire 400 and two USB2.0 ports, and a DVI interface that also supports VGA so consumers can
connect to LCD or CRT displays. The 1.42GHz models of the Mac mini also include built-in AirPort Extreme for 54 Mbps 802.11g
wireless networking along with an internal Bluetooth module.

PowerBook®

The PowerBook family of portable computers is designed to meet the mobile computing needs ofprofessionals and advanced consumer
users. In October 2005, the Company updated its PowerBook G4 notebooks with extendedbattery life as well as higher resolution
displays, including 1440 by 960pixels in the 15-inch model and 1680 by 1050 pixels in the 17-inch model. Both the 15-inch and 17-
inch PowerBook G4 offer a 1.67GHz PowerPC G4 processor and the ATI Mobility Radeon 9700 graphics processor. The 12-inch
PowerBook G4 features a 1.5GHz PowerPCprocessor, and the NVIDIA GeForce FX Go5200 graphics processor. Every PowerBook
G4 notebook comes with a SuperDrive, 512MB of DDR memory, built-in AirPort Extreme wireless networking, an internal Bluetooth
module for wireless connectivity, as well as a full complementof I/O ports including FireWire 400, USB 2.0, and a built-in 56K V.92
modem and Ethernet (10/100BASE-T), for connectivity to a wide range ofperipherals. The 15-inch and 17-inch PowerBook G4 models
also include built-in Gigabit Ethernet and FireWire 800.

iBook®

The iBook is designed to meet the portable computing needs of education and consumerusers. In July 2005, the Company upgradedits
iBook® G4line to include faster PowerPC G4 processors running up to 1.42GHz,built-in AirPort Extreme 54 Mpbs 802.11 g wireless
networking and an available slot-load SuperDrive. The 12-inch model features a 1.33GHz PowerPC G4 processoranda slot-load
Combodrive, while the 14-inch model includes a 1.42GHz G4 processor and a SuperDrive. All iBook G4 models offer a full
complementof I/O ports including FireWire 400, USB 2.0, a built-in 56K V.92 modem and Ethemet (10/100BASE-T), as weil as a
built-in internal wireless Bluetooth module, for connectivity to a wide range of peripherals.

Music Products and Services

The Companyoffersits iPod® line ofdigital music players and related accessories to Macintosh and Windowsusers. The Company
also provides an online service to distribute third-party music, audio books, music videos, short films, and television showsthroughits
iTunes Music Store®.

iPod®

The iPod is the Company’s portable digital music player, featuring the Company’s patent pending Click Wheel, which combines a
touch-sensitive wheel with five push buttons for one-handed navigation. In October 2005, the Company introduced the new iPod
containing a 2.5-inch color screen that can display album artwork and photos and play video including music videos, video podcasts,
home movies, shortfilms, and television shows. The iPod lineup includes a 30GB model holding up to 7,500 songs, 25,000 photos, or
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75 hours of video, and a 60GB modelholding up to 15,000 songs, 25,000 photos, or 150 hours of video. The iPod features the
Company’s patent pending Auto-Sync technology that automatically downloads digital music, podcasts, photos, audio books, home
movies, music videos, short films, and television shows onto the iPod and keeps it up-to-date wheneverit is plugged into a Macintosh
or Windows computer using USB.The iPod also features Shuffle Songs, which randomly plays songs in a selected playlist or across the .
entire library. All iPods work with the Company’s iTunes® digital music managementsoftware on either a Macintosh or Windows
computer.

The iPod’s functionality extends beyond playing music,listening to audio books, and watching music videos, short films, home movies,
and television shows. Other key capabilities include data storage, calendar and contact informationutility, and a selection of games.
With the addition of third-party iPod peripherals, the capabilities of certain iPods can be enhanced to include photo downloading
directly from certain digital cameras. The Companyhasalso entered into alliances with many automobile mamufacturersto offer
seamless integration of the iPod in certain automobiles. Along with the iPod, the Company has developed the iTunes software and the
iTunes Music Store, a service that consumers may use to purchase third-party music, audio books, music videos, short films, and
television shows overthe Internet.

iPod® nano

In September 2005, the Company introduced iPod nano,a flash-memory baseddigital music player. The iPod nanois available in either
a 2GB modelholding up to 500 songs or 25,000 photos, or a 4GB model holding up to 1,000 songs or 25,000 photos. The iPod nano,
which weighsaslittle as 1.5 ounces andis .27 inchesthin, features a color screen and the Company’spatent pending Click Wheel.

iPod® shuffle
In January 2005, the Company introduced iPod shuffle, a flash-memory based digital music player, which is based on iPod’s shuffle
feature that randomlyselects songs from the user’s music library orplaylists. iPod shuffle works with iTunes andits patent-pending
AutoFill feature that automatically selects songs to fill iPod shuffle from a user’s music library on their computer. iPod shuffle can also
be used as a portable USBflash drive with up to 1GB ofstorage space.It is available in a 512MB model holding up to 120 songs and a
GB model holding up to 240 songs.

iTunes Music Store® '

The Company’s iTunes MusicStore, available for both Windows-based and Macintosh computers,is a service that allows customersto
find, purchase, and downloadthird-party digital music, audio books, music videos, short films, and television shows. The iTunes Music
Store also offers Podcast Directory that allows users to search for and download audio programsto their computer and automatically
receive new episodes over the Internet. Users can search the contents of the store catalog to locate worksbytitle, artist, or album, or
browse the entire contents of the store by genre andartist. Users canalso listen to a free 30-second preview of content available through
the store. The iTunes Music Store was originally introduced in the U.S. in April 2003 and now serves customers in 21] countries.

The iTunes MusicStore is fully integrated directly into the iTunes software allowing customers to preview, purchase, download,
organize, share, and transfer digital content to an iPod using a single software application. Further discussion on the iTunessoftware
may be found below under the heading “Software Products and Computer Technologies.” The iTunes Music Store offers customers a
broad rangeofpersonal rights to the third-party content they have purchased. Content purchased through the store mayalso be used in
certain applications such as iPhoto®, iMovie®, and iDVD®. Additional features of the iTunes Music Store include gift certificates that
can be sent via e-mail; prepaid gift cards; an “allowance”feature that enables users to automatically deposit funds into an iTunes Music
Store account every month; online gift optionsthat let customers give specific songs, albums, music videos, or their own playlists to

- anyone with an email address; parental controls; and album reviews.
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Peripheral Products
The Companysells various Apple-branded computer hardware peripherals, including iSight™ digital video cameras anda range of high
quality flat panel TFT active-matrix digital color displays. The Company also sells a variety of third-party Macintosh compatible
hardware products directly to end users through both its retail and online stores, including computerprinters and printing supplies,
storage devices, computer memory,digital video andstill cameras, personal digital assistants, and various other computing products
and supplies.

iSight™
The Company’s iSight digital video camera enables video conferencing over broadband connections. iSight is a small, portable
aluminum alloy camera with all audio, video, and power provided by a single FireWire cable. iSight is designed to be center-mounted
on the top of a computerscreen and usesits integrated tilt and rotate mechanism to easily position the camera for natural, face-to-face
video conferencing. iSight features an auto focusing auto exposure F/2.8 lens that captures high-quality pictures and full-motion video.
With its on-board processor, iSight automatically adjusts color, white balance, sharpness and contrast to provide high-quality images
with accurate color reproduction in most lighting conditions. iSight also includes a dual-element microphone that suppresses ambient
noise for clear digital audio.

Displays
The Company offers a family of widescreen flat panel displays featuring the 30-inch Apple Cinema HD Display™, a widescreen
active-matrix LCD with 2560-by-1600 pixel resolution, a 23-inch widescreen Apple Cinema Display with 1920-by-1200pixel
resolution and a 20-inch widescreen Apple Cinema Display® with 1680-by-1050 pixel resolution. The displays feature dual FireWire
and dual USB 2.0 ports built into the display and use the industry standard DVI interface for a pure digital connection with the
Company’s latest Power Mac and PowerBook systems. The Cinema Displays feature an aluminum design with a very thin bezel,
suspended by an aluminum stand that allows viewing angle adjustment.

Software Products and Computer Technologies
The Companyoffers a range of software products for education, creative, consumer and business customers, including Mac OSX, the
Company’sproprietary operating system software for the Macintosh; server software andrelated solutions; professional application
software; and consumer, education and business oriented application software.

Operating System Software
In April 2005, the Company began shipping Mac OS X Tiger, the Company’s fifth major version of Mac OS X.Tiger incorporates
more than 200 new features and innovations including Spotlight™, a desktop search technologythat lets users find items stored on their
Macintosh computers, including documents, emails, contacts and images; and Dashboard, a new wayto instantly access information
such as weather forecasts and stock quotes, using a new class of mini--applications called widgets. The server version of the Mac OS
operating system, Mac OS X Server version 10.4, also began shipping in April 2005.

Server Software and Server Solutions
Apple Remote Desktop™2 is the second generation of the Company’s asset management, software distribution, and help desk support
software. Apple Remote Desktop 2 includes more than 50 features for centrally managing Mac OS X systems. Apple Remote Desktop
2 can perform a wide range of desktop managementtasks such asinstalling operating system and application software, running
hardware and software inventory reports, and executing commands on one or more remote Mac ‘OS X systemson the network. Remote
software installation tools allow IT professionals to install single or multiple software packages immediately or at specific dates and
times. Comprehensive hardware and software reports based on more than 200 system information attributes allow administrators to
keep track of their Mac OS X
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systems. In addition, built-in real-time screen sharing enables help desk professionals to provide online assistance by observing and
controlling the desktops of any remote Macintosh or Virtual Network Computing-enabled computer, including Windows and Linux
systems.

Xsan®, the Company’senterprise-class Storage Area Network (SAN)file system, began shipping in January 2005. Xsanis a 64-bit
cluster file system for Mac OS X that enables organizations to consolidate storage resources and provide multiple computers with
concurrent file-level read/write access to shared volumes over Fibre Channel. Advanced features such as metadata controller failover

and Fibre Channel multipathing ensure high availability; file-level locking allows multiple systems to read and write concurrently to the
same volume whichis ideal for complex workflows; bandwidth reservation provides for effective ingestion of bandwidth-intensive data
streams, such as high resolution video; and flexible volume managementresults in more efficient use of storage resources. Since Xsan
is interoperable with ADIC’s StorNext File System,it can be used in heterogeneous environmentsthat include Windows, UNIX,and
Linux server operating system platforms.

Professional Application Software
In April 2005, the Company announced Final Cut Studio™, a High Definition (HD) video production suite that features Final Cut Pro®
5, the Company’sediting software for Digital Video (DV), Standard Definition (SD), HD,and film. Final Cut Studio also includes tools
that complement Final Cut Pro 5 such as Soundtrack® Pro, a new application that gives audio and video professionals a way to create,
control andrepair audio; Motion 2, an application that allowsreal-time motion graphics design; and DVD Studio Pro® 4, DVD
authoring software that burns DVDs,including high definition DVDsto the latest HD DVDspecification. These components ofFinal
Cut Studioare also sold separately.

Final Cut Pro® 5, the latest version of the Company’s video editing software, which began shipping in April 2005, includes editing
tools that work with most formats, from DV and native High Definition Video (HDV)to fully uncompressed HD.Final Cut Pro 5
acquires HDV media via FireWire and keepsit in the original format, transferring it into the system without any generation loss. With a
real-time multi-stream effects architecture, multicam editing tools, and advanced color correction, Final Cut Pro 5 enables users to view
and cut from multiple sourcesin real time, group up to 128 sources together into multi-clips, then add or subtract camerasat any time,
‘Final Cut Pro 5 allows users to use external audio control surfaces to mix and record multiple fader automations simultaneously.

Soundtrack® Pro is a new audio editing and sound design application that gives audio and video professionals a wayto create, control,
and repair audio. Soundtrack Pro features a waveform editor with flexible Action Layersthat allow users to re-order, bypass, or change
any edit, effect, or process. Find-and-Fix features identify and repair common audio problems such as backgroundnoise, pops, clicks,
and hum. An integrated multitrack mixer allows editors to apply commoneffects to multiple tracks and group commontracks using
busses. Soundtrack Pro also features over 50 professional plug-ins for creating sounds, over 5,000 loops, an integrated mixer, and
integration with Final Cut Studio.

Motion 2 is a real-time motion graphics software that enables Final Cut Pro editors to add motion graphicsto their projects. Motion 2
features interactive animation of text and graphics for DVD motion menus,video orfilm in real time, and quick output rendering by
built-in GPU acceleration at 8-bit, 16-bit, or 32-bit float film quality. With Motion 2’s new design tool, Replicator, users can
automatically generate and animate multiple copies of a graphic, shape, or movie.

DVDStudio Pro® 4 is the latest version of the Company’s professional DVD authoring application. With DVD Studio Pro 4 and its
integrated, scalable H.264 encoding, users can author SD or HD DVDs. DVD Studio Pro 4 allows users to preview HD contentin real
time with a second Digital Cinema Desktop and audition surround sound using S/PDIF (digital audio) out to an external DTS or Dolby
Digital (AC-3) decoder.Its interactive graphical view also enables users to edit/display menus, tracks, slideshows,scripts,
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and stories of a DVD project in a storyboard layout. DVD Studio Pro 4 includes Compressor 2, a full-featured video and audio
compression application. Compressor givesusers control over encoding, including the ability to encode several clips in one batch
operation to a wide variety of formats and perform advanced format conversions at the same time.

In April 2005, the Company announced Shake® 4, an upgrade to the Company’s compositing software, which began shipping in
June 2005. Usedto create visual effects for film and television, Shake 4 features 3D multi-plane compositing, optical flow image
processing and integration with Final Cut Pro 5. Users can composite live action and 3D CGI layers with addedrealism using OpenGL
accelerated 3D multi-plane compositing node. Otherfeatures include advanced optical flow technologythat uses pixel-by-pixel image
analysis to create smooth retiming and automatic stabilization. Shake 4 also integrates Truelight monitor calibration to maintain color
consistency between the computer screen andthe final look on film. '

Logic® Pro 7 is used by musicians around the world andby professionals in music production and film scoring. It combinesdigital
music composition, notation, and audio production facilities in one comprehensive product and includes software instruments such as
Sculpture, a component-modeling based synthesizer; UltraBeat™, a drum synthesizer with built-in step sequencer; and digital signal
processing (DSP) plug-ins including Guitar Amp Pro,a full-featured guitar amplifier simulator. Along with workflow enhancements,
mastering plug-ins, and support for Apple Loops, Logic Pro 7 addsdistributed audio processing, a technology that allowsprofessionals
to utilize multiple Macintosh systems to expand available DSP powervia an Ethernet network.

In October 2005, the Company announced Aperture™, began shipping in November 2005. Aperture is an application designed to
provide professional photographers with post-production tools to manage, edit, and publish digital pictures. Features include compare
and select tools, nondestructive image processing, color managedprinting, and custom web and book publishing. Compare andselect
tools in Aperture allow photographersto sift through photo projects and identify their final selections. RAW images are maintained
natively throughout Aperture without any intermediate conversion process, and can be retouched using a suite of adjustmenttools
designed especially for photographers. Print options include customizable contact sheets, high-quality local printing, and color-
managed onlineprints. Aperture also provides a layout environment where photographers can create and order custom books and
publish web galleries.

Consumer, Education and Business Oriented Application Software
iLife® ‘05
In January 2005, the CompanyintroducediLife ‘05, an upgrade to its digital lifestyle suite, which features iPhoto®, iMovie®, iDVD®,
GarageBand™, and iTunes®.

iPhoto® 5 is the Company’s consumer-orienteddigital photo software application. iPhoto 5 includes advancedediting tools, adds
support for uncompressed RAW photos, and includesa slideshow builderallowing users to apply effects, transitions and durations
to each individual slide. iPhoto 5 allows users to create and order hardcover and softcover photo books using a variety ofbook
layouts with double-sided printing, directly within the application.

iMovie® HD, a consumer-oriented digital video editing software application, enables users to import HDV from HDV camcorders
and edit digital videos on their Macintosh computers. iMovie HD also includes Magic iMovie, which automatically imports video
into separate clips and addstitles, transitions and music. iMovie HD imports video from HDV and standard DV camcorders, and
from video cameras that generate MPEG-4 video.

http://www.sec.gov/Archives/edgar/data/320193/0001 1046590505842 1/a05-20674_110k.htm 8/27/2010



Page 11 of 115

iDVD®is a consumer-oriented software application that enables users to turn iMovie files, QuickTime® files, and digital pictures
into DVDsthat can be played on most consumer DVDplayers. iDVD 5 includes 15 new themes featuring moving drop zonesthat
can display videoclips or photos in motion across DVD menus. iDVD5also features OneStep DVD, which automatically creates
a DVD from footage directly from a user’s camcorder. With a compatible SuperDrive™, iDVD 5 supports all recordable single-
layer and double-layer DVD format standards.

GarageBand™is a consumer-oriented music creation software application. GarageBand 2 adds 8-track recording so that users can
record multiple digital audio tracks at once. GarageBand 2 can improveout-of-tune notes and timingin both vocal and real-
instrument recordings. GarageBand 2 displays and edits musical notation in real time for software instrument tracks for people
who know how to read and write music or want to learn. With GarageBand Jam Packs,including the latest, Jam Pack 4:
Symphony Orchestra, GarageBand users can create music in their favorite genres.

iLife ‘05 also includes iTunes, the Company’sdigital music jukebox software application that allows users to purchase a variety of
digital contentavailable through the Company’s iTunes MusicStore. iTunes organizes content using searching, browsing, andplaylists,
and also includes features such as iMix playlist sharing and provides integration with the complete family of iPods. In October 2005,
the Company introduced iTunes6, the latest version ofits iTunes software. iTunes 6 allowsusers to purchase and download music
videos, short films, and television shows from the iTunes Music Store, watch them on their computers, and Auto-Sync them ontotheir
iPod. ,

In September 2005, the Company, Motorola Inc., and Cingular Wireless LLC announcedthe availability of a mobile phone with iTunes
software (Motorola ROKR), enablingusersto transfer up to 100 songs from the iTuneslibrary on their Macintosh or Windows-based
computers to their Motorola ROKR mobile phones.

iWork™ ‘05

In January 2005, the Company introduced iWork ‘05, productivity software designed to take advantage of both Mac OS X andiLife ‘05
to help users create, present, and publish documents and presentations. iWork ‘05 introduced Pages™, a word processor,and also
features Keynote™2, an updated version of the Company’s presentation software.

Pages™gives users the tools to create letters, newsletters, reports, brochures and resumes with advanced typography, multiple
columns, footnotes, tables of content and styles. With features like dynamic text wrapping and alignment guides, Pages lets users
create free-form arrangements of text, graphics, photos, tables, and charts. An integrated iLife media browserlets users drag and
drop photos from the iPhoto library directly into documents.

Keynote™2 is the Company’s presentation software that gives users the ability to create presentations, portfolios, interactive-
slideshows, and storyboards. Keynote 2 containsslide animations to synchronize the movement of multiple objects and cinematic
real-time animated text. The iLife media browser within Keynote allowsusers to insert photos, movies, and music directly into
presentations, and with image masking, users can frame the exact part of the photo they wantto display. Keynote 2 can also work
with a second monitorto display upcomingslides, notes, and a timer.

In January 2005, the Company announced Final Cut® Express HD,an update to Final Cut Express, which began shipping in
February 2005. Final Cut Express HD enables users to capture, edit, and output HDV overa single FireWire cable, and supports Digital
Cinema Desktop with multiple displays. Final Cut Express HD features sound editing tools including 99 audio tracks,real-time volume
and audiofilter adjustment, a voice-overtool, and Soundtrack music creation software that allows users to compose musical scores for
their videos. Final Cut Express HD includes LiveType™, which can add HD-quality
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animated text and motion graphics to videos. In addition, iMovie projects can be imported directly into Final Cut Express HD with all
of their effects, transitions, and audio levels intact.

Logic® Express 7 is a streamlined version of Logic Pro 7 that provides a basic set of professional tools to compose and produce music
for students, educators, and advanced hobbyists.Its high-resolution audio of up to 24-bit/96kHz,theadaptive self-configuring track
mixer, and 32-bit floating-point math provide professional sound quality. Logic Express 7 comes with support for projects from
GarageBandoffering users a smooth migration path to high-end audio production.

FileMaker, Inc., a wholly owned subsidiary of the Company, develops, publishes, and distributes desktop-based database management
application software for either a Macintosh or Windows-based computer. The FileMaker® Pro database softwareandrelated products
offer relational databases and desktop-to-web.publishing capabilities. FileMaker Pro 8, the newest version of the desktop database
introduced in August 2005, features new ways to share and manage information of various types. FileMakerPro 8 allowsusers to
convert graphic-rich reports of their data into alternative file formats, which can be emailed for sharing with non-FileMakerusers.

Internet Software and Services

The Company is focused on delivering seamless integration with and accessto the Internet throughout the Company’s products and
services. The Company’s Internet solutions adhere to manyindustry standards in order to provide an optimized user experience through
interoperability.

Safari™
Safari, the Company’s Mac OS X compatible web browser, uses the advanced interface technologies underlying Mac OS X and
includesbuilt-in Google search; SnapBack™to instantly return to search results; a way to name, organize and present bookmarks;
tabbed browsing; and automatic “pop-up” ad blocking.

QuickTime®
QuickTime, the Company’s multimedia software for Macintosh or- Windows-based computers, features streaming of live and stored
video and audio over the Internet and playback ofhigh-quality audio and video on computers. QuickTime 7 features a new video codec
called H.264, which delivers high video quality at low data rates. QuickTime 7 automatically determines a user’s connection speedto
ensure they are getting the highest-quality content stream possible. QuickTime7also delivers multi-channel audio and supports audio
formats, including AIFF, WAV, MOV, MP4 (AAConly), CAF, and AAC/ADTS.

The Company offers several other QuickTime products. QuickTime 7 Pro, a suite of software tools, allowscreation and editing of
Internet-ready audio and video files. QuickTime 7 Pro allows users to create H.264 video, capture audio andvideo, create multi-channel
audio, and export multiple files while playing back or editing video. QuickTime Streaming Serverfacilitates the broadcasting of
streaming digital video. QuickTime Broadcaster allows users to produce professional-quality live events for online delivery.

.Mac™

The Company’s .Mac offering is a suite of Internet services that for an annual fee provides Macintosh users with a powerful set of
Internet tools. .Mac services include: HomePage, for personal web sites; iDisk, a virtual hard drive accessible anywhere with Internet
access; .Mac Sync, which keeps Safari bookmarks, iCal® calendars, Address Book information, Keychain® (passwords), and Mac OS
X Mail preferences up-to-date across multiple Macintosh computers and available via web browser when users are away from their
Mac; .Mac Mail, an ad-free email service; and Learning Center, featuring tutorials for certain software applications. The current version
of .Macincludes .Mac Groups, a service that helps members communicate, coordinate schedules, and stay in sync with private groups
of friends or colleagues; an
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updated version of .Mac Backup software that allows membersto archive the content of their iLife Home folder; and a four-fold
increase in combined iDisk and email storage to 1GB for individuals and 2GB for families.

Wireless Connectivity and Networking

AirPort Extreme®

AirPort Extremeis the Company’s next generation Wi-Fi wireless networking technology. AirPort Extreme is based on the 802.11g
standard, which supports speeds up to 54 Mbps,and is fully compatible with most Wi-Fi devices that use the 802.11b standard. AirPort
Extreme Base Stations can serve up to 50 Macintosh and Windowsusers simultaneously, provide wireless bridging to extend the range
beyondjust one basestation, and support USBprinter sharing to allow multiple users to wirelessly share USB printers connected
directly to the base station.

AirPort® Express
AirPort® Expressis the first 802.11g mobile base station that can be plugged directly into the wall for wireless Internet connections
and USBprinting. Airport Express also features analog and digital audio outputs that can be connected to a stereo and AirTunes™
music networking software which works with iTunes, giving users a way to wirelessly stream iTunes music from their Macintosh or
Windows-based computer to any room in the house. AirPort Express features a single piece design weighing 6.7 ounces.

Other Connectivity and Networking Solutions
Mac OS X includes capabilities for Bluetooth technology. Bluetooth is an industry standard for wirelessly connecting computers and
peripherals that supports transmission of data at up to 3 Mbps within a range of approximately 30 feet. The Company’s Bluetooth
technology for Mac OS X lets customers wirelessly share files between Macintosh systems, synchronize and share contact information
with Palm-OS based PDAs,and access the Internet through Biuetooth-enabled cell phones. A Bluetooth USB adaptor can Bluetooth-
enable any USB-based Macintosh computer running in Mac OS X version 10.1.4 or higher.

Bonjour™, the Company’s zero configuration networking technology, is based on open Internet Engineering Task Force (IETF)
Standard Protocols such as IP, ARP, and DNSandis built into Mac OS X.This technology usesindustry standard networking protocols
and zero configuration technology including Ethernet or 802.11-based wireless networks like the Company’s AirPort products. The
source codeforthis technology also includes software to support UNIX, Linux, and Windows-based systems and devices.

The Company developed FireWire technology, also referred to as IEEE 1394, which is a high-speed serial 1/O technology for
connecting digital devices such as digital camcorders and cameras to desktop and portable computers. With its high data-transfer speed
and “hot plug-and-play” capability, FireWire has becomean established cross-platform industry standard for both consumers and
professionals. FireWire is currently integrated in all Macintosh systems.

Product Support and Services
AppleCare® offers a range of support options for the Company’s customers. These options include assistance that is built iinto software
products, printed and electronic product manuals, online support including comprehensive product information as well as technical
assistance, and the AppleCare Protection Plan. The AppleCare Protection Plan is a fee-based service that typically includesthree years
of phone support and hardware repairs, dedicated web-based support resources, and user diagnostic tools.

Markets and Distribution

The Company’s customers are primarily in the education, creative, consumer, and business markets. The Companydistributesits
products through wholesalers, resellers, national and regional retailers and
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cataloguers. No individual customer accounted for more than 10% ofnet sales in 2005, 2004, or 2003. The Companyalso sells many of
its products and resells certain third-party products in mostof its major markets directly to consumers, education customers, and
businesses throughits retail and online stores in the U.S. and internationally. Over 12% of the Company’s netsales in 2005 were
through its U.S. education channel, including sales to elementary and secondary schools, higher education institutions, and individual
customers.

Competition
The Companyis confronted by aggressive competition in all areas of its business. The market for personal computers and related
software and peripheral products is highly competitive. This market continues to be characterized by rapid technological advances in
both hardware and softwarethat have substantially increased the capabilities and use ofpersonal computers and have resulted in the
frequent introduction of new products with competitive price, feature, and performancecharacteristics. Over the past several years,
price competition in the marketfor personal computers has beenparticularly intense. The Company’s competitors whosell personal
computers based on other operating systems have aggressively cut prices and lowered their product margins to gain or maintain market
share. The Company’s results of operations and financial condition can be adversely affected by these and other industry-wide
downwardpressures on gross margins.

Theprincipal competitive factors in the market for personal computers includeprice,relative price/performance, product quality and
reliability, design innovation,availability of software, product features, marketing and distribution capability, service and support,
availability of hardwareperipherals, and corporate reputation. Further, as the personal computer industry and its customers place more
reliance on the Internet, an increasing numberof Internet devices that are smaller, simpler, and less expensive than traditional personal
computers may compete for market share with the Company’sexisting products.

The Companyis currently taking and will continueto take steps to respond to the competitive pressures being placed on its personal
computer sales as a result of innovations from competing platforms. The Company’s future operating results and financial condition are
substantially dependentonits ability to continue to develop improvements to the Macintoshplatform in orderto maintain perceived
functional and design advantages over competing platforms.

The Company’s services and products relating to music and other creative content have already encouraged significant competition
from other companies, many of whom havegreaterfinancial, marketing, and manufacturing resources than those of the Company. The
Companyfaces increasing competition from other companies promoting their own digital music products and distribution services,
subscription services, and free peer-to-peer music services. The Company anticipates that competition will intensify as hardware,
software, and content providers work more collaboratively to offer integrated products competing with the Company’s offerings.
However, the Companybelievesit currently maintains a competitive advantage by more effectively integrating an entire solution,
including the hardware (iPod), software (iTunes), and distribution of third-party digital content (iTunes Music Store).

Raw Materials

Although most components essential to the Company’s business are generally available from multiple sources, certain key components
(including microprocessors and application-specific integrated circuits (“ASICs”)) are currently obtained by the Companyfrom single
or limited sources. Some other key components, while currently available to the Company from multiple sources, are at times subject to
industry-wideavailability constraints and pricing pressures. In addition, the Company uses some components that are not common to
the rest of the personal computer and consumerelectronics industries, and new products introduced by the Company often initially
utilize custom components
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obtained from only one source until the Companyhas evaluated whetherthere is a need for, and subsequently qualifies, additional
suppliers.If the supply ofa key or single-sourced component to the Company wereto be delayedor curtailed or in the event a key
manufacturing vendordelays shipments of completed products to the Company, the Company’s ability to ship related products in
desired quantities and in a timely manner could be adversely affected. The Companydid experience such delays during 2004 and 2005
related to PowerPC G5processors, which resulted in the constrained availability of certain products. The Company’s business and
financial performance could also be adversely affected depending on the time requiredto obtain sufficient quantities from the original
source,or to identify and obtain sufficient quantities from an alternative source. Continued availability of these components may be
affected ifproducers were to decide to concentrate on the production of common components instead of components customized to
meet the Company’s requirements. In June 2005, the Company announcedits intention to transition its Macintosh computers using the
PowerPC G5 and G4 microprocessors, which are currently single-sourced,to Intel microprocessors by the end of calendar year 2007.
The announcementofthis transition may impact the continuedavailability on acceptable terms of certain components andservices,
including PowerPC G5 and G4 microprocessors. The Company attempts to mitigate these potential risks by workingclosely with these

_and other key suppliers on product introduction plans, strategic inventories, coordinated product introductions, and internal and external
manufacturing schedules and levels. Consistent with industry practice, the Company acquires components through a combination of
formal purchase orders, supplier contracts, and open orders based on projected demand information. The Company’s purchase
commitments typically cover its requirements for periods ranging from 30 to 150 days.

The Companybelieves there are several component suppliers and manufacturing vendors whose loss to the Company could have a
material adverse effect upon the Company’s business andfinancial position. At this time, such vendors include Agere Systems, Inc.,
Ambit Microsystems Corporation, ASUSTeK Corporation, ATI Technologies, Inc., Broadcom Corporation, Cypress Semiconductor
Corporation, Freescale Semiconductor, Inc., Hitachi Global Storage Technologies, Hon Hai Precision Industry Co., Ltd., IBM
Corporation, Intel Corporation, International Display Technology, Inventec Appliances Corporation, LG.Phillips Co., Ltd., Matsushita,
Mitsubishi Electric Corporation, NVIDIA Corp., PortalPlayer, Inc., Quanta Computer, Inc., Samsung Electronics, Synaptics, Inc., and
Toshiba Corporation.

Research and Development
Because the personal computer and consumerelectronics industries are characterized by rapid technological advances, the Company’s
ability to compete successfully is heavily dependent uponits ability to ensure a continuing and timely flow of competitive products and
technology to the marketplace. The Company continues to develop new products and technologies and to enhance existing products in
the areas of hardware and peripherals, consumerelectronic products, system software, applications software, networking and
communications software and solutions, and the Internet. The Company may expandthe range ofits productofferings andintellectual
property throughlicensing and/or acquisition of third-party business and technology. The Company’s research and development
expenditures totaled $534 million, $489 million, and $471 million in 2005, 2004, and 2003, respectively.

Patents, Trademarks, Copyrights and Licenses
The Companycurrently holds rights to patents and copyrights relating to certain aspects of its computer systems, iPods, peripherals and
software. In addition, the Companyhasregistered, and/or has applied to register, trademarks and service marks in the U.S.and a
numberofforeign countries for “Apple,” the Apple logo, “Macintosh,”“iPod,” “iTunes,”“iTunes Music Store,” and numerous other
trademarks and service marks. Although the Companybelieves the ownership of such patents, copyrights, trademarks andservice
marks is an importantfactor in its business and that its success does depend in part on the
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ownership thereof, the Companyrelies primarily on the innovativeskills, technical competence, and marketingabilities of its personnel.

Manyofthe Company’s products are designedto includeintellectual property obtained from third-parties. While it may be necessary in
the future to seek or renew licensesrelating to various aspects of its products and business methods, the Companybelieves that, based
upon past experience and industry practice, such licenses generally could be obtained on commercially reasonable terms; however,
there is no guarantee that such licenses could be obtainedatall. Because of technological changes in the computerindustry, current
extensive patent coverage, and the rapid rate of issuance of newpatents, it is possible certain components of the Company’s products
and business methods may unknowingly infringe existing patents of others. From time to time, the Companyhasbeen notified thatit
may be infringing certain patents or otherintellectual property rights of third-parties.

Foreign and Domestic Operations and Geographic Data
The U.S. represents the Company’s largest geographic marketplace. Approximately 60% of the Company’s net sales in 2005 camefrom
sales to customers inside the U.S. Final assembly ofproducts sold by the Company is conducted in the Company’s manufacturing
facility in Cork, Ireland, and by external vendors in Fremont, California, Fullerton, California, Taiwan, Korea, the People’s Republic of
China, and the Czech Republic. Currently, manufacture of many of the components used in the Company’s products and final assembly
of substantially all of the Company’s portable products including PowerBooks, iBooks, and iPodsare performed bythird-party vendors
in China. Margins on sales of the Company’s products in foreign countries, and on sales ofproducts that include components obtained
from foreign suppliers, can be adversely affected by foreign currency exchangerate fluctuations and by internationaltrade regulations,
includingtariffs and antidumping penalties.

Information regarding financial data by geographic segmentis set forth in PartII, Item 8 of this Form 10-K in the Notes to
Consolidated Financial Statements at Note 11, “Segment Information and Geographic Data.”

Seasonal Business

The Company hashistorically experienced increasednetsalesin its first and fourth fiscal quarters compared to other quartersinits
fiscal year due to seasonal demandrelated to the holiday season and the beginningof the schoolyear. This historical pattern should not
be consideredareliable indicator of the Company’s future netsales or financial performance.

Warranty
The Company offers a basic limited parts and labor warranty on its hardware products. The basic warranty period for hardware products
is typically one year from the date ofpurchase by the end-user. The Companyalso offers a 90-day basic warranty forits service parts
used to repair the Company’s hardwareproducts. In addition, consumers may purchase extendedservice coverage on mostofthe
Company’s hardware productsin all of its major markets.

Backlog
In the Company’s experience, the actual amount of product backlog at any particular time is not a meaningfulindication ofits future
business prospects. In particular, backlog often increases in anticipation of or immediately following new productintroductions because
of over-ordering by dealers anticipating shortages. Backlog often is reduced once dealers and customers believe they can obtain
sufficient supply. Because of the foregoing, backlog should not be considereda reliable indicator of the Company’s ability to achieve
any particular level of revenue or financial performance.
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Environmental Laws

Compliance with federal, state, local, and foreign laws enacted for the protection of the environmenthas to date had no material effect
on the Company’scapital expenditures, earnings, or competitive position. In the future, these laws could have a material adverse effect
on the Company. :

Production and marketing ofproducts in certain states and countries may subject the Company to environmental and other regulations
including, in some instances, the requirementthat the Company provide consumers with the ability to return to the Company productat
the endofits useful life, and place responsibility for environmentally safe disposal or recycling with the Company. Such laws and
regulations have recently been passed in several jurisdictions in which the Company operates, including various European Union
memberstates, Japan, and California. In the future, these laws could have a material adverse effect on the Company.

Employees
As of September 24, 2005, the Company had approximately 14,800 full-time equivalent employees and an additional 2,020 temporary
employees and contractors.

Available Information

The Company’s Annual Report on Form 10-K, Quarterly Reports on Form 10-Q, Current Reports on Form 8-K, and amendments to
reports filed pursuant to Sections 13(a) and 15(d) of the Securities Exchange Act of 1934, as amended, are available on its website at
http://www.apple.com/investor when suchreports are available on the U.S. Securities and Exchange Commission (SEC) website. The
public may read and copy any materials filed by the Company with the SEC at the SEC’s Public Reference Room at 100 F Street, NE,
Room 1580, Washington, DC 20549. The public may obtain information on the operation of the Public Reference Room bycalling the
SECat 1-800-SEC-0330. The SEC maintains an Internetsite that contains reports, proxy and information statements and other
information regarding issuersthat file electronically with the SEC at http:/Awww.sec.gov. The contents of these websites are not
incorporatedintothis filing. Further, the Company’s references to the URLs for these websites are intended to be inactive textual
references only. ,

Item 2. Properties

The Company’s headquartersare located in Cupertino, California. The Company has manufacturing facilities in Cork, Ireland. As of
September 24, 2005, the Company leased approximately 3.6 million square feet of space, primarily in the U.S., and to a lesser extent, in
Europe, Japan, Canada,and the Asia Pacific region. The major facility leases are for terms of 5 to 15 years and generally provide
renewal options for terms of 3 to 5 additional years. Leased space includes approximately 902,000 square feet of retail space, a majority
of whichis in the U.S. Lease terms for retail space range from 5 to 20 years, the majority of which are for 10 years, and often contain
multi-year renewal options.

The Company owns a 352,000 square-foot manufacturing facility in Cork, Ireland that also houses a customer support call center. The
Companyalso owns a 752,000 square-footfacility in Sacramento, California that houses warehousingand distribution operations as
well as a customer support call center. In addition, the Company owns approximately 942,000 square feet of facilities located in
Cupertino, California, used for research and development and corporate functions. Outside the U.S., the Company ownsadditional
facilities totaling approximately 169,000 square feet.

The Companybelievesits existing facilities and equipmentare well maintained and in good operating condition. The Company has
invested in internal capacity andstrategic relationships with outside manufacturing vendors, and therefore believesit has adequate
manufacturing capacity for the foreseeable future. The Company continues to make investments in capital equipment as needed to meet
anticipated demandforits products.
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Item 3. Legal Proceedings

The Companyis subject to various legal proceedings and claimsthat are discussed below. The Companyis also subject to certain other
legal proceedings and claimsthat have arisen in the ordinary course of business and which have not beenfully adjudicated. In the
opinion of management, the Company doesnot havea potentialliability related to any current legal proceedings and claimsthat would
individually or in the aggregate have a material adverse effect onits financial condition, liquidity or results of operations. However, the
results of legal proceedings cannot be predicted with certainty. Should the Companyfail to prevail in any of these legal matters or
should several of these legal matters be resolved against the Company in the same reporting period, the operating results of a particular
reporting period could be materially adversely affected. The Companysettled certain matters during 2005 that did notindividually or in
the aggregate have a material impact on the Company’s results of operations.

Advanced Audio Devices LLC v. Apple Computer, Inc.
Plaintiff Advanced Audio Devices (AAD)filed this action on March 3, 2005 in the United States District Court for the Northern
District of IMinois, Eastern Division, alleging infringement by the Company of U.S. Patent 6,587,403 entitled “Music Jukebox.” The
complaint sought unspecified damages and otherrelief. The Companyfiled an answer on May 4, 2005 denying all material allegations
and asserting numerous affirmative defenses. The parties have reachedasettlement. Settlement of this matter did not have a material
effect on the Company’s financial position or results of operation.

Apple Corps Ltd. v. Apple Computer, Inc.; Apple Computer, Inc. v. Apple Corps Lid.
Plaintiff Apple Corpsfiled this action on July 4, 2003 in the High Court of Justice, Chancery Division, in Londonallegingthatthe
Companyhas breached a 1991 agreementthat resolvedearlier trademark litigation between the parties regarding use of certain Apple
marks. Plaintiff seeks an injunction, unspecified damages, and other relief. The Company filed a motion on October 13, 2003,
challengingjurisdiction in the U.K. The Court denied this motion on April 7, 2004. The Companyfiled an appealof the Court’s
decision but subsequently withdrew the appeal. In November 2004,Plaintiff served the Company with an AmendedBill of Particulars
and on December 23, 2004 the Companyfiled a Defence.Plaintiff has indicatedits intention to file a Re-Amended Bill ofParticulars.
The Company’s Defence to the Re-AmendedBill of Particulars is not yet due. Trial is set for the week of March 27, 2006.

On October8, 2003, the Companyfiled a lawsuit against Apple Corps in the United States District Court for the Northern District of
California requesting a declaratory judgmentthat the Companyhas not breached the 1991 agreement. Apple Corps challenged
jurisdiction in the California case but the Court denied that challenge on March 25, 2004. Apple Corps subsequently prevailed on a
motion to stay the California case during the pendencyof the U.K. action. The Companyhas dismissed the California lawsuit without
prejudice.

Bader v. Anderson; Bader v. Apple Computer, Inc. et. al.
Plaintiff filed this purported shareholder derivative action against the Company and each ofits current executive officers and members
of its Board of Directors on May 19, 2005 in Santa Clara County Superior Courtasserting claims for breach of fiduciary duty, material
misstatements and omissions, and violations of California Businesses and Professions Code §17200 (unfair competition). Plaintiff
alleges that the Company’s March 14, 2005 proxy statement was false and misleading for failure to disclose certain informationrelating
to the Apple Computer, Inc. Performance Bonus Plan which was approved by shareholdersat the annual meeting held on April 21,
2005. Plaintiff, who ostensibly brings suit on the Company’s behalf, has made no demand on the Board of Directors andallegesthat
such demandis excused.Plaintiff seeks injunctive and otherrelief for purported injury to the Company. On July 27, 2005, Plaintiff filed
an amended complaintallegingthat, in addition to the purported derivative claims, adoption ofthe bonusplan anddistribution of the
proxy statement describing that plan also inflicted injury on her
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directly as an individual shareholder. Defendantsfiled a demurrer which is scheduled to be heard on December6, 2005.

Baghdasarian, et al. v. Apple Computer, Inc.
Plaintiffs filed this action in Los Angeles County Superior Court on October 31, 2005, on behalf of a purported nationwideclass ofall
purchasers ofall Apple wireless products (router, modem, or adaptor) sold at any time. The complaint alleges that the Company
misrepresented the transmission rates of these products. The complaint alleges causesof action for breach of express warranty and for
violations of the Consumer Legal Remedies Act, California Business & Professions Code §17200 (unfair competition) and California
Business & Professions Code §17500 (false advertising). The complaint seeks damages and equitable remedies. The Company’s
response to the complaint is not yet due.

Branninget al. v. Apple Computer, Inc.
Plaintiffs filed this purported class action in San Francisco County Superior Court on February 17, 2005. The complaintalleges
violations of California Business & Professions Code §17200 (unfair competition) and violation of the Consumer Legal Remedies Act
(CLRA)regarding a variety of purportedly unfair and unlawful conductincluding, but notlimited to, allegedly selling used computers
as new and failing to honor warranties. Plantiffs also bring causes ofaction for misappropriation oftrade secrets, breach of contract,
and violation of the Song Beverly Act. Plaintiffs request unspecified damages and otherrelief. The Company received service ofthe
complaint on March 12, 2005, and on March 13, 2005 the Companyfiled a motionto transfer the case to Santa Clara County Superior
Court. On May 9, 2005, the Court granted the motion and transferred the case to Santa Clara County Superior Court. On May 2, 2005,
Plaintiffs filed an amended complaint adding two new named Plaintiffs and three new causesofaction including a claim fortreble
damages under the Cartwright Act (California Business and Professions Code § 16700 et seq.) and a claim for false advertising. The
Companyfiled a demurrerto the amended complaint which the Courtsustainedin its entirety on November 10, 2005. The Court
granted Plaintiffs leave to amend their complaint.

Burrow v. Apple Computer, Inc.
Plaintiff filed this purported class action in Orange County Superior Court on February 17, 2005 alleging false advertising regarding the
copy protection capabilities of DVD Studio Pro. The Complaint alleged violations of California Business & Professions Code §17200
(unfair competition), California Business & Professions Code §17500 (false advertising) and negligent misrepresentation. Plaintiff
requested unspecified damagesandotherrelief. The Companyfiled an answer on April 7, 2005 denyingall allegations andasserting
numerous affirmative defenses. The parties have reached a settlement. Settlementof this matter did not have a material effect on the
Company’s financial position or results of operation.

Butzer, et al., v. Apple Computer, Inc.
Plaintiffs filed this action on August 23, 2005, in the United States District Court for the Northern District of California, San Jose
Division, on behalf of a purported nationwideclass ofall purchasers of the Company’s PowerBook G4portable computers. The
complaint alleges defects in the memory ofthe computers. The complaintalleges that this purported defect extendsto other series of the
Company’s portables andstates that plaintiffs reserve the right to amend the complaintto include these otherseries. Plaintiffs assert
claimsfor alleged violations of California Business & Professions Code §17200 (unfair competition), California Business &
Professions Code §17500 (false advertising), the Consumer Legal Remedies Act and the Song-Beverly Consumer Warranty Act. The
complaint seeks remedies includingrestitution and/or damagesand injunctive relief. The Companyfiled an answer on October19, 2005
denying the material allegations and asserting numerousaffirmative defenses.
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