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SECURITY
POLICY
MANAGEMENT
WITH MCAFEE
ePOLICY

ORCHESTRATOR

Resurrection Health Care

Resurrection Health Care, the largest heaith care
provider in the Chicago area, with over 15,000
employees. Rob Zelinka IT Director is responsible for
keeping its network free of malicious viruses, among
other IT challenges. “in managing a network this
large, it is not feasible to visit each desktop and
server on a frequent basis to deploy and update
anti-virus software,” says Rob. “McAfee ePolicy
Orchestrator gives our team the ability to manage all
of the desktops and servers in our enterprise from a
central interface, so the threat of viruses is thor-
oughly removed from our organization. In addition,
our Prime Support contract insures that my business
is protected at all times.”

At Network Associates our customers need more
than just great virus detection. They need help get-
ting that protection deployed throughout their organi-
zations, and keeping it that way. Network Associates
is the only company that offers scalable, centralized
anti-virus policy management and enforcement, mak-
ing it the ultimate anti-virus teol for busy information
technology managers.

CENTRALIZED
UPDATING AND
MANAGEMENT
AND 24X7
TECHNICAL
SUPPORT

Laboratorios Pfizer Ltda. [Pfizer Inc.)

Pfizer discovers, develops, manufactures, and mar-
kets leading prescription medicines for humans and
animals and many of the world’s best-known con-
sumer brands. Pfizer Brazil is one important part of
Pfizer's worldwide instaliation. Keeping the lab virus-
free and up and running is one of Focosi's most
important responsibilities. To help him do so, Carlos
Focosi relies on McAfee Active Virus Defense and
Network Associates’ technical support team.
“Centralized and remote setup and management
nelps me to focus on the systems that need atten-
tion,” says Focasi, IT Director “and the technical sup-
port organization keeps us one step ahead of any
potential problems.”

At Network Associates, it is our goal to keep our
customers a step ahead of the problems that can
occur on their networks. Our technical support staff is
on call, twenty-four hours a day, to ensure that when a
new virus or vulnerability is discovered, our customers
know about it before it can infect their networks.
Because our customers’ networks are essential to
their business, their networks are our business.

NETWORK
PERFORMANCE
OPTIMIZATION
WITH SNIFFER
TECHNOLOGIES
PRODUCTS

AND TRAINING

Wilson & Horton

Wilson and Horton is New Zealand’s premier news
and information company. To keep its news maching
running, and to keep New Zealander's informed or
the latest from the four corners of the world, Wilsor
and Horton uses Sniffers to guarantee the perform
ance and reliability of its network. “it's a bit like
being in a flight control center,” says Rob Christie,
network engineer. “We have to constantly monito
what is happening with our traffic, as we simply car
not have any failures that would result in our bus
ness process crashing. Sniffer Technologies deliver:
both world-class technology, and world-class trainin;
through Sniffer University, to help us keep our net
waorks, ang our news machine up and running.”

At Network Associates, we know that the ne’
work itself has become our customers’ most critice
application. A network slow-down or outage can eas
ity transtate into hundreds of thousands of dollars i
lost revenue and productivity, or very unsatisfied cus
tomers. Sniffer Technologies provides the informe
tion and analysis that enterprises need to keep the

networks up and running efficiently.
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A message from George:
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Dear
Fellow
Shareholders

Last year was an exciting year at Network
Associates! We made great strides in rebuilding cus-
tomer, employee, and investor confidence. The
results can be seen in our customer retention and
maniacal focus”

v u

satisfaction rates, our employees
on our customers, and in our share price: a 618%
return for 2001!

We are poised for continued success in 2002
and beyond. Like no other time in its history,
Network Associates is equipped for rapid growth.
We have a highly-skilled and dedicated team contin-
uing to focus on our customers. Our products and
product pipeline have never been stronger, and
customers around the world continue to turn to
Network Associates to help them face unprece-
dented new challenges to the security and avail-
ability of their networks.

2001: A Look Back - One year ago t pledged to
you that we would create a maniacat focus on our
customers, we would build a stronger presence in
international markets, and we would focus our busi-
ness and our product development efforts on our
core areas of strength. In doing so we would: fulfill
our potential as a market leader in 2001. | am
pleased to report to you that over the last twelve
months we have made great strides in accomplishing
these goals.

Focused on Qur Customers — In 2001 | traveled
the world meeting with customers, listening to them
and learning how Network Associates could be a
better partner in the coming years. | met with cus-
tomers in Atlanta, Beijing, Frankfurt, Geneva,
London, Montreal, New York, Singapore, Sydney,
Tokyo, and Washington, DC, among many other loca-
tions, Around the world customers are enthusiastic
about the progress we are making here at Network
Associates, the great products and technologies that
we provide to keep their networks up and secure,
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and the renewed dedication of this company to our
customers' business needs. A few of these cus-
tomers are profiled in this Annual Report, and | hope
you will take the time to read, in their words, what
Network Associates has done to help them run their
businesses more securely and efficiently.

Built Qur International Team — In 2001 we built a
strong and capable international management team.
We hired new leaders to run Europe, Asia, and Latin
America, all seasoned executives with significant
experience running software businesses in their
geographies. We also hired a deep bench of strong
executives and sales managers to jump-start our
business in the fastest growing markets around the
world. All in all, in 2001, we hired over 600 new
sales people in our effort to reach all of our cus-
tomers and potential customers worldwide with the
story of Network Associates’ superior products and
customer service,

Our investment in international markets is already
paying off, and we expect to grow our international rev-
enue base significantly in 2002 and beyond.

Focused on Our Strengths — In 2001, as | prom-
ised, we took a hard look at our business and divest-
ed from businesses and product lines that are not
core 10 Network Associates’ leadership in the future.
In all, we closed or merged two business units,
discontinued over a dozen product lines, and saved
the company millions of dollars. We did this while
maintaining historic levels of spending on research
and development and continued to devote signifi-
cant resources to solving our customers’ future busi-
ness challenges.

McAfee Security and Sniffer Technologies, our
two core business offerings, will remain the focus of
our development and sales efforts as we grow our
company in the coming years.

Quantifiable Results - The resuits of these
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strong steps speak for themselves. In a tough eco-
nomic environment in 2001, our revenue grew over
12 percent. We returned to profitability on a pro-
forma basis two quarters ahead of schedule and in
the second half of the year generated over $100
million in cash from operaticns. in the year 2001, we
cut operating costs in every category, ending the
year with operating margins higher than the company
has seen since 1998.

The impact of these fundamental changes was
felt most strongly in our stock price, which began at
a low of $4.18 in January of 2001, and closed 2001
at $25.85, a whopping 618 percent return for the
year, making Network Associates among the best
performing stocks on the market last year.

2002: A Look Ahead - These fundamental
changes and investments made in 2001 will form
the foundation for many years of growth for Network
Associates, but we still have a lot of work to do! We
need 1o execute in key markets overseas and grow
our international revenues faster; we need to more
effectively market and sell our world-class Sniffer
products to reach beyond our traditional markets
into a larger customer base; and we need to contin-
ue to bring to market innovative products that help
our customers' run their businesses more efficiently
and securely.

Execute in Key Markets Overseas — The single
greatest growth opportunity for Network Associates
lies in high growth international markets. The U.S.
market for anti-virus grew in 2001 faster than many
of us anticipated, but the true opportunity for accel-
ergted growth lies in Beijing, in Parsis, in Kuala
Lumpur, in Rome, in Sao Paolo, in Munich, and in
other cities and nations around the globe. Sniffer
Technologies has experienced phenomenal growth in
the United States, particularly among key verticals,
but we have yet to experience similar success in
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Europe, Latin America or Asia, where demand should
be equally high.

To realize our potential overseas, we need to
build and rebuild key channel partner relationships
to reach a broader base with Network Associates’
products; establish and strengthen a direct sales
force that can call on customers in their own lan-
guages at the highest levels; and instill in our inter-
national customer base the confidence that Network
Associates is committed to them and to the success
of their business.

Expand Sniffer Technologies’ Customer Base -
There is only one reason why Sniffer Technologies is
not used in every network by every company and
organization around the world: we didn’t show up.
Sniffer Technologies is the only product of its kind on
the market, and once a customer becomes a part of
the Sniffer Technologies family, they just keep buying
more. Every company or organization around the
world that relies on its network to conduct business
efficiently, to communicate, or to engage in transac-
tions can do so more cost-effectively, with less down-
time, if they use Sniffer Technologies. Yet, there are
still companies, even in our strongest vertical mar-
kets in the United States, that have never had a
taste of the benefits that Sniffer Technologies can
provide. This year, that will end. 2002 will be the
year that Network Assaciates begins to blanket the
world with the security and peace of mind that
Sniffer Technologies offers every network adminis-
trator. Finally, we have the team on the field to
accomplish this and 2002 will see significant
growth—both domestically and internationally —in
our Sniffer Technologies business.

Bring to Market Innovative Products — If | had to
choose one thing about Network Associates that |
am most proud of —and there are many things to
choose from-—it would be the products that our
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world-class development team has brought to mar-
ket for our customers. ePolicy Orchestrator, McAfee
Security's enterprise policy management console, was
released nearly two years ago and the competition is
still scrambling to release a comparable offering.
Customer after customer around the world have
cited ePolicy Orchestrator as the reason they chose
McAfee Security over the competition.

And this product keeps getting better. In 2001
we released a version that manages our competi-
tors” products as well, so if they can't offer scalable
policy management for their customers, we'll do it
for them. This year, we are releasing a version that
manages other security products as well, including
distributed desktop firewalls, virtual private net-
works or VPNs, and vulnerability assessment tools.
We will continue to make this key policy manage-
ment tool an integral part of all of our product offer-
ings going forward, giving our customers what they
consistently ask for: centralized policy-based control
over all of the security and network management
technologies in their enterprise.

Centralized management and reporting wilt
become integral to our Sniffer offerings as well in
2002. As customers face the demands of managing
multiple technologies, topologies and applications —
we can help them with Sniffer Technologies. In the
second half of this year you will witness the contin-
ued integration of security technologies into Sniffer
products, offering our customers innovative and pro-
active tools 1o analyze and respond to potential secu-
rity breaches, malicious code and other events that
affect their network integrity and performance.

Our Customers are the Key to Our Success - All
of our efforts — from product development, to mar-
keting, to sales and support—will continue to be
driven by one goal: satisfying our customers. The
entire Network Associates team is focused on lis-
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tening to and responding to the needs and demands
of our customers and supporting them in the coming
years. That will be the ultimate key to our success.

2001 was a remarkable year, and we thank you
for your continued support. Rest assured, the best
is yet to come.

Sincerely,

fie s,

George Samenuk
Chairman and CEQ
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Chers
Amis
Actionnaires

L'année dernigre fut exceptionnelle pour Network
Associates! Nous avons fait un grand pas dans Le
Rétablissement de la confiance de nos clients, de
notre personnel et de nos investisseurs. Les résul-
tats peuvent aisément étre evalués 3 la vue des
taux de fidélité et de satisfaction de notre clientéle,
du focus de notre personnel vis-avis de nos clients
et de I'évolution de notre cours en Bourse qui a aug-
menté de 618% en 2001! .

Nous sommes déterminés & maintenir cette évo-
fution en 2002 et méme a aller au-dela. Network
Assoclates a en effet tous les atouts, comme jamais
ce ne fut le cas dans son passé, pour une crois-
sance rapide. Nous possédons une équipe de grand
talent déterminée & se consacrer & nos clients. Nos
produits actuels et & venir n'ont jamais été aussi
performants, et les marchés continuent & se tourner
vers Network Associates pour faire face a de nou-
veaux challenges en matigre de sécurité et d'accés
& leurs réseaux.

2001: un regard en arrigre - |l y a un an, je vous
avais promis une attention de tous les instants vis-
avis de nos clients, une présence pius importante
sur les marchés étrangers, la concentration de nos
efforts sur le développement des prodults dans les
domaines ol nous étions trés pointus. En agissant
ainsi, }'&tais certain que nous utlfiserions tout notre
potentiel pour devenir leader sur notre marché. Je
suis fier de vous annoncer qu'en |'espace de douze
mais, nous avons fait un grand pas vers |a réalisa-
tion de cet objectif,

Se concentrer sur notre clientéle - En 2001, j'al
parcouru le monde & fa rencontre de nos clients, je
les al écoutés et j'ai appris comment Network
Associates pouvait devenir un meilleur partenaire
pour eux, S'al rencontré des clients a Atlanta, Pékin,
Francfort, Genéve, Londres, Montréal, New York,
Singapour, Sydney, Tokyo et Washington, pour ne

citer que ces villes-a. Nos clients sont enthousi-
astes partout quant aux progrés effectués par
Network Associates, aux produits et aux technolo-
gies gue nous leur fournissons pour maintenir la
performance et la sécurités de leurs réseaux, guant
a I'engagement renouvelé de notre Société pour
répondre 3 leurs besoins. Quelques-uns d'entre eux
sont cités dans ce Rapport Annuel, que j'espére vous
prendrez le temps de lire pour vous rendre compte de
la maniére dont Network Associates a contribué a
rendre leurs affaires plus sires et plus efficaces,

Construire notre équipe internationale - En 2001,
nous avons mis en place une équipe dirigeante inter-
nationale performante et compétente. Nous avons
engagé de nouveaux dirigeants pour mener nos fil-
iales en Europe, Asie et Amérigue Latine. Tous sont
des dirigeants remarquables et expérimentés ayant
été en charge d'activités dans le domaine des logi-
ciels sur leur continent. Nous avons aussi engagé
une importante escouade de cadres et de respons-
ables de ventes confirmés pour développer nos
affaires sur les marchés les plus porteurs du
Monde. Au total en 2001, nous avons engagé plus de
600 personnes dédides a la vente pour étre certains
de contacter I'ensemble de nos clients acquis et poten-
tiels, puis de leur adresser notre message concernant
la supériorité de nos produits et de nos services.

Notre investissement & !'international est déja
payant et nous nous attendons & augmenter
sérieusement notre chlffre d'affaire sur ces marchés
en 2002 et par la suite.

Se concentrer sur nos points forts - En 2001,
ainsi que je |'avais promis, nous avons analysé avec
attention nos activités et nous avons mis un terme
aux lignes de produits qui ne constitueront pas
{'essentiel de notre activité future. Au total, nous
avons fermé ou fuslonné deux centres d'activite,
arrété plus d'une douzaine de lignes de produits, et
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permis ainsi & la Société d’économiser plusieurs
millions de doilars. Nous avens fait cela tout en
maintenant nos dépenses de recherche et de
développement et & un niveau historique et tout en
continuant a consacrer des ressources importantes
powr remporter les chalienges gque les activités
futures de nos clients nous améneront & relever.

McAfee Security et Sniffer Technologies, nos deux
Principales lignes, continueront & monopoliser tous nos
efforts de développement et de commercialisation.

Des résultats quantifiables - Les résultats par-
lent d'eux-mémes. Malgré un environnement
&conomique peu favorable en 2001, nous avons
augmenté nos ventes de 12%. A périmétre constant,
nous sommes redevenus bénéficiaires deux
trimestres pius 16t que prévu, et au derier semes-
tre, nous avons généré 100 mitlions de dollars de
liquidités par nos activités. En 2001, nous avons
réduits nos coiits dans tous les domaines et nous
avons finl I'année en réalisant les marges opéra-
tionnelles tes plus élevées que la Société ait connu
depuis 1998.

Limpact de ces changements fondamentaux a
eu des répercussions importantes sur le cours de
notre action qui est passé de 4,18 $ en Janvier
2001 4 25,85 $ 2 la fin de |'année, réalisant un
bond de 618% en un an, permettant ainsi & Network
Associates de se prévaloir d'avoir été une des
actions les plus performantes de |'année.

2002 un regard vers l‘avenir - Ces modifications
fondamentales et les investissements réalisés en
2001 serviront de base 2 plusieurs années de crois-
sance pour Network Associates, mais nous avons
encore beaucoup de travail devant nous! Nous
devons mener & bien nos activités sur des marchés
extérieurs clés et nous devons augmenter plus rapi-
dement nos ventes a ['étranger; nous devons pour
cela améliorer fa commercialisation et la vent
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Sniffer, des produits de classe internationale pour
aller au-dela de nos marchés traditionnels et élargir
notre clientéle; et nous devons continuer @ mettre
sur le marché des produits innovants pour aider nos
clients & rendre leurs activités plus efficaces et
plus sécurisées.

Conquérir les principaux marchés étrangers —
La plus grande possibilité de croissance pour
Network Associates tient tout simplement dans sa
capacité de croissance & I'export, Le marché améri-
cain des logiciels antiwirus a progressé plus vite
que beaucoup d'entre nous ne |'avaient imaginé en
2001, mais la véritable opportunité de croissance
soutenue se trouve & Pékin, @ Paris, & Kuaia
Lumpur, 3 Rome, & Sao Paolo, & Munich et dans
d’autres villes ou d'autres pays du Monde. Sniffer
Technologies a connu une groissance phénoménaie
aux Etats-Unis, particulirement parmi les sys-
témes intégrés, mais nous devons encore connaitre
les mémes succés en Europe, Amérique Latine ou
Asie, ou la demande devrait augmenter dans les
mémes proportions.

Pour atteindre notre potentiel & I'export, nous
devons établir et maintenir des relations avec des
partenaires clés afln d'élargir notre cllentéle; nous
devons mettre en place et soutenir une force de
vente, capable d’appeler directement dans feur pro-
pre langue, nos clients au plus haut niveau; et nous
devons aussi insuffler & notre clientéle fidéle la con-
fiance que Network Associates leur doit pour le suc-
cés de leur activité.

Développer la clientdle fidéle de Sniffer
Technologies - |l n'y a plus qu'une seule raison val-
able qui justifie le fait que Snliffer Technologies ne
soit pas mondialement utilisé par chaque Société ou
Crganisation, ¢’est tout simplement parce que nous
ne leur avons pas présenté. Sniffer Technologies est
le seul produit de ce type sur le marchg, et des
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qu'un client est devenu membre de la famille de
Sniffer Technologies, il est convaincu et en acquiert
davantage. Chaque Société ou organisation qui,
mondialement, compte sur son réseau pour dévelop-
per ses activités plus efficacement, pour communi-
quer, ou pour mener a bien des transactions, peut le
faire & moindre frals, dans des moindres délais, en
utilisant Sniffer Technologies. Cependant, Il y a
encore des sociétés, méme sur les marchés améri-
cains, qui n'ont pas encore réalisé tous les avan-
tages que Sniffer Technologies pouvait leur procurer.
Cette année, cela changera. 2002 sera I'année ol
Network Associates commencera & faire connaitre
au Monde entier la sécurité et la tranquitlité d'esprit
que Sniffer Technologies peut apporter @ chaque
responsable de réseau.

Nous avons désormais les hommes sur le ter-
rain pour accomplir cette mission et 2002 sera le
theatre d'une croissance significative — 3 la fais sur
les marchés domestique et internationaux-—de nos
ventes de Sniffer Technologies.

Mettre des produits innovants sur le marché -
Concernant Network Associates, si je devals cholsir
une chose dont je suis trés fier—et Dieu sait s'il
existe beaucoup de choses dont je pourrais étre trés
fier-, il s'agirait des produits que notre équipe de .
développement de classe mondiale a proposés &
notre clientéle. ePolicy Orchestrator, ta console de
gestion de la politique anti-virus de l'entreprise
de McAfee Security, a 616 lancée il y a de cela env-
iron deux ans et la concurrence en est encore &
essayer de concevoir un produit similaire. ePolicy
Orchestrator a été la raison pour laquelle beau-
coup de clients du Monde entier ont chalsi
McAfee Security.

£t ce produit ne cesse de s'améliorer. En 2001,
nous avons lancé une version qui gére également
les produits de nos concurrents. Ainsi, s'ils ne peu-




vent offrir un outil de gestion de la politique antivirus
3 leurs clients, nous le faisons pour eux. Cette année.
nous langons une version qui gére aussi d'autres pro-
duits de sécurité, parmi lesquels des pare-feux pour
ordinateurs en réseau, des réseaux privés virtuels, ou
RPV, et des outils d'évaluation de vulnérabilite,

Nous continuerons de faire de cet outil essentiel
une partle intégrante de toutes nos offres de pro-
duits, aliant de I"avant, apportant & nos clients tout
ce gqu'lls réclament avec insisitance: la commande
centralisée, basée sur des régles, de tout le systéme
de sécurité et de toutes les technlques de gestion de
réseau de leur entreprise.

La gestion centralisée et ses Inévitables
compterendus deviendront également partie ints-
grante de nos offres de Sniffer en 2002, Comme
nos clients s’efforcent de gérer de multiples tech-
nologies, projets et applications, nous pouvens les
aider avec Sniffer Technologies. Au deuxiéme
semestre, vous serez les témoins de V'intégration
continue des technoiogies de sécurité au sein des
produits Sniffer, offrant & nos clients des outlls Inno-
vants et efficaces pour analyser les éventuelles
défaillances de sécurité, les codes malicieux €t tous
les autres &vénements susceptibles d'affecter I'in-
tégrité et les performances de leurs réseaux et en
trouver la parade.

Les clients constituent ja cié de notre succeés —
Tous nos efforts, depuis le développement de nos
produits jusqu'a leur mise en marché, leur vente et
leur support, continueront de répondre & un objectif
unique: la satisfaction de nos clients. Toute 'équipe
de Network Associates, donnera la priorité & I'&-
coute des besoins et des demandes des clients
ainsi qu'aux réponses qui seront apportées. Elle
sera auss! trés attentive 2 {'assistance qu'elle leur
apportera dans les années & venir. C'est |2 que se
trouve |a clé de notre succes.

2001 a été une année remarquable en tous
points et nous vous remercions de votre appul can-
stant. Soyez cependant certains que lg melileur
reste & venir.

Trés sincérement,

fge bunanid,

George Samenuk
Chairman and CEQ

Sehr verehrte Aktionarin,
sehr geehrter Aktionar,

ninter uns liegt ein ganz aukergewdhnliches Jahr fir
Network Associates. Gekennzeichnet durch groBe
Fortschritte, mit denen wir das Vertrauen bel
Kunden, Mitarbeitern und Investoren nachdriickiich
erneuern konnten. Das Ergebnis 1&sst sich an einer
ganzen Relhe von Faktoren sblesen: unsere Werte
bei Kundentreue und -zufriedenheit, das
unglaubliche Bekenntnis unserer Angesteliten zur
Kundenorientierung und nicht zuletzt natrlich unser
Aktienkurs mit ginem Plus von 618% in 2001!

Wir sind jetzt so aufgestellt, dass wir diesen
Erfolg auch in diesem und in den folgenden Jahren
welter ausbauen kénnen. Noch nie in seiner
Geschichte war Netwark Associates fir rasches
Wachstumn derart gut gerlistet. Unser Team ist
hochqualifiziert und perfekt auf unsers Kunden
eingestellt. Unsere Produkte und die Entwicklungen
waren noch nie so leistungsfahig. Kein Wunder also,
wenn immer mehr Kunden auf der ganzen Welt den
Weg zu Network Associates finden. Weil wir ihnen
dabei helfen, bisher nie dagewesene Herausforderungen
bei der Sicherheit und Verfigbarkeit ihrer Netzwerke
zu bewéltigen.

Rickblick 2001 - Vor einem Jahr habe ich Ihnen
einiges versprochen, z.B. all unsere Anstrengungen
geradezu mit Besessenheit ausschlieBlich an
unseren Kunden zu orientieren. Den Ausbau unserer
Prasenz in internationalen Markten voranzutreiben.
Produktentwickiung und operatives Geschaft weiter
auf unsere Kernstarken zu begrenzen, Und damit letzt-
lich das gesamte Potenzial eines Marktfihrers
auszuschdpfen, ich kann (hnen bereits heute mit
Freude berichten, dass wir uns in den zuriickliegen-
den zwdlf Monaten mit Riesenschritten diesen
Zielen angenahert haben,

Brennpunkt Kunde - \th habe in dem vergan-
genen Jahr viele Lander bereist, um mit unseren
Kunden zu sprechen. Zuhdren wolite ich ihnen und




dabei erfahren, wie Network Associates in den kom-
menden Jahren ein noch besserer Partner flr sie
werden kdnnte. Meine Gesprache habe ich in Atlanta
und auch In Peking geflhrt, in Frankfurt, Genf oder
auch in London. Ich war in Montreal, New York,
Singapur, Sydney, Tokyo, in Washington D.C. und an
zahlreichen anderen Orten, Und Gberall zeigte sich
unsere internationale Klientel begeistert von den
Fortschritten, die wir bei Network Associates machen.
Uber die groRartigen Produkte und Technologien, die
wir ihnen fir die Sicherheit und Funktion ihrer
Netzwerke zur Verfligung stellen. Aber auch lber
jene neue Hingabe, mit der wir uns auf die Winsche
und Aufgahen konzentrieren, die sie uns stellen.

Einige unserer Partner kommen in diesem Bericht
selbst zu Wort, beschreiben was Network Associates
tut, um ihre Geschafte sicherer und effizienter zu
gestalten, Ich wiirde mich sehr freuen, wenn Sie sich
die Zeit nehmen kdnnten, dies nachzulesen.

Das internationale Teamn ~ Wir haben 2001 ein
starkes, leistungsfahiges Management fUr die interna-
tlonalen Aufgaben etabliert. In Europa, Asien und
Lateinamerika stehen neue Koépfe in der Verant-
wortung. Alles erfahrene Manager, die das Software-
geschéft in ihren Markten kernen und beherrschen,

in den am schnellsten wachsenden Mérkten
haben wir zahlreiche verantwortliche Positionen in
Geschaftsfihrung und Verkauf erfoigreich neu be-
setzen kdnnen, damit unser Geschaft dort frische
und kraftige Impulse erhalt. Insgesamt haben wir
weltweit mehr als 600 Mitarbeiter ailein im Verkauf
eingestelit, um so die Erfolgsstory von Netwark
Associates noch naher an Kunden und potenzielle
Interessenten herantragen zu kénnen. Unsere
Investitionen in diese Mérkte beginnen sich bereits
auszuzahlen, und wir erwarten in diesem und in den
folgenden Jahren ein signifikantes Wachstum unser-
er internationalen Ertragsbasis,

Konzentration auf unsere Stérken - Wie ver-
sprochen, nahmen wir unsere Geschaftsfelder 2001
kritisch ins Visler. Wir haben uns von allen Bereichen
und Produktlinien konsequent getrennt, die in der
Zukunft keine Kernkompetenz mehr fir die
Marktfihrerschaft von Network Associates aus-
machen kénnen, insgesamt fielen dieser Entscheidung
mehr als ein Dutzend Produktprogramme zum Opfer, und
wir legten zwei Business Units komplett zusammen.
Aber wir konnten der Company auf diese Weise auch
mehrere Miliionen Dollar an Kosten einsparen.

Dem gegenlber wurde mehr fiir Forschung und
Entwicklung ausgegeben, als dies jemals zuvor der
Fall war. Und wir haben erneut betrachtliche Mittel
investiert, um unseren Kunden neue Ldsungen flr
ihre kiinftigen Herausforderungen im Markt bieten zu
kénnen. Im Mittelpunkt unseres Wachstums werden
mit McAfee Security und Sniffer Technologies jetzt
zwei klare Kerngeschafte stehen.

Uberzeugende Ergebnisse - Die Resultate dieser
einschneidenden Magnahmen sprechen flr sich. In
einem angespannten Wirtschaftsjahr 2001 legte
unser Ertrag um mehr als 12% zu. Nominal kehrte
Network Associates zwei Monate friher als geplant
in die Gewinnzone zurGck und présentierte in der
zweiten Jahresh@lfte Bareinnahmen aus dem
laufenden Geschaft von iber 100 Miliionen Dollar.
Die Betriebskosten wurden In  samtlichen
Unternehmensbereichen deutlich reduzlert, so dass
wir zum Ende des Jahres den seit 1398 hdchsten
Uberschuss erwirtschaften konnten.

Diese grundlegenden Veranderungen zeigten
natdrlich vor allem ihre Wirkung beim Preis der Aktie:
Er begann im Januar 2001 auf einem Tief von 4.18
Dollar und schioss Ende 2001 mit 25,85 Dollar.
Ein sensationelles Plus von €18%, das Network
Associates zu einem der Top-Performer des Jahres
werden lieR,
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Vorausschau 2002 -
Verénderungen und Investitionen des Jahres 2001
geben Network Associates die Grundlage fir viele
Jahre des Wachstums und doch wartet auf uns alle
noch eine Menge Arbeit, So missen die
Schitisselmérkte in Ubersee noch besser erschiossen
damit unsere internationalen Ertrége
schneller wachsen. Unsere Weltklasse-Produkte von
Sniffer missen noch effektiver und erfolgreicher im

Die weitreichenden

werden,

Markt platziert werden, damit unsere Kundenbasis
sich deutlich Uber unsere traditionellen Absatzgebiete
hinaus entwickeln kann. Und wir mussen schiieflich
noch mehr innovative Produkte erfolgreich launchen,
die unseren Kunden dabei helfen, Ihre Geschéfte
noch sicherer und effektiver abzuwickein.

Schidsselmérkte In Ubersee - Die grofte Quelle
fur neues Wachstum findet Network Associates in
den internationalen Wachstumsmarkten. Zugegeben,
der amerikanische Anti-Virus-Markt entwickelte sich
2001 schrieller, als dies viele von uns erwartet hat-
ten, aber die wirkliche Chance auf Wachstum
erwartet uns in Peking, in Paris, Kuala Lumpur. Rom,
Sao Paulo, Minchen und in anderen Stadten und
Landern dieser Weit.

In den USA hat Sniffer Technologles ein enormes
Wachstum zu verzeichnen, insbesondere im ver-
tikalen Geschaft. Doch fehlt uns diese positive
Erfahrung noch immer weitgehend in Europa,
Lateinamerika oder Asien, obwohl der Bedarf in
diesen Teilen der Erde doch &hnlich hoch sein
durfte. Um dieses Potenzial ausschépfen zu kénnen,
missen wir alte und neue Partnerschaften beson-
ders in den Key Channels verstarken bzw. etablieren,
um so die Basis flr unsere Produkte zu erweitern.

Unser Verkauf muss beim Direkigeschaft in die
Lage versetzt werden, in der eigenen Muttersprache
und auf hochster Ebene erfolgreich zu verhandeln, Er
muss auf diese Weise auch bei unseren internationalen




Kunden das Vertrauen schaffen, dass sich Network
Associates seinen Kunden und vor allem deren
Markterfolg in ganz besonderer Welse verpflichtet fuhit.

Mehr Kunden fir Sniffer Technologies ~ Es gibt
nur einen wahren Grund, warum Sniffer Technologies
nicht in jedem Unternehmen und In jeder
Organisation auf der Erde zu Hause ist. Wir waren
einfach noch nicht dort! SchiieRlich ist es das
einzige Produkt seiner Art im gesamten Markt, Wenn
jemand unser Kunde geworden ist und damit Teil der
Sniffer-Familie, dann wird er mit Sicherheit dabet
bleiven und weiter kaufen.

Jede Firma, jede Organisation irgendwo auf der
Welt, die mit Hilfe eines Netzwerks kommunizieren,
Geschaftsabldufe effizient gestalten oder sonstige
Transaktionen steuern mochte, kann dies mit Sniffer
Technologies um vieles sicherer und glinstiger tun,
bei weitaus geringeren Ausfalizeiten. Doch selbst in
unseren stirksten vertikalen Absatzmérkien der
USA gibt es noch immer Firmen, die von den
Mbgllchkeiten und Vorteilen unserer Software kein-
erlei Vorstellung haben.

Das wird sich in diesem Jahr &ndern, 2002 wird
Network Associates der Welt zeigen, wieviel Ruhe
und Sicherheit Sniffer Technologies flr jeden
Netzwerk-Administrator bedeuten kann. Unser Team
ist auf dem Weg, um dieses Ziel in Angriff zu
nehmen. 2002 wird fir Sniffer Technologies sig-
nifikantes Wachstum bringen, sowohl national wie
auch internationai.

Markt fir innovative Produkte — Wenn ich sagen
sollte, worauf ich bei Network Associates besonders
stolz bin kame wirklich elne Menge in Frage. Jedoch
in erster Linie sicher die Produkte selost,
die unser Klasseteam von Entwicklern zur
Marktreife gebracht hat, “ePolicy Orchestrator”, die
Sicherheitsmanagement-Konsale  von  McAfee
Securlty etwa, wurde vor nunmehr fast zwei Jahren

eingefahrt. Und noch immer balgt sich die
Konkurrenz darum, etwas Vergleichbares anbieten
zu kénnen, Uberall in der Welt nennt uns Kunde um
Kunde “ePoiicy Orchestrator” als den Grund dafur,
warum man McAfee Security der Konkurrenz vorge-
zogen hat,

Und dieses Produkt wird noch besser, 2001
brachten wir eine Version auf den Markt, die auch
mit den Produkten des Wettbewerbs kompatibel ist.
Besitzt ein interessent kein Sskalierbares Policy
Managementprogramm, dann fahrt er eindeutig
besser mit uns. Wir werden in diesem Jahr eine
weitere  Version starten, die auch mit
Sicherheitsprogrammen arbeitet, einschlieflich
dezentralen Firewalis, virtuellen privaten Netzwerken
(VPN) und neuartigen Messwerkzeugen flr die
Systemanfalligkeit. Wir werden dieses enorm
wichtige Management-Tool immer stérker in unsere
Produktangebote integrieren und damit den
Winschen unserer Kunden noch weiter entge-

genkommen: eine zentrale Verfigbarkeit und
Kontrolle der gesamten Technoiogie  flr
Management und  Systemsicherheit  inres
Unternehmens.

Zentrales Management und Reporting wird 2002
auch zum integralen Bestandteil unserer Sniffer-
Angebote werden. Damit erleichtern wir unseren
Kunden dle Arbelt mit unterschiedlichen
Technologien, Umgebungen und Appllikationen,
Dar{iber hinaus werden die Sniffer-Produkte im
zweiten  Halbjahr 2002  eine  erweiterte
Sicherheitstechnologie als festen Bestandtell bisten
kdnnen, Dabei handelt es sich um innovative, pro-
aktive Tools zur Analyse und schnellen Reaktion bei
Sicherheitsiiicken, fehlerhaften Daten oder anderen
Vorkommnissen, die die Zuverldssigkeit und die
Performance des Netzwerks beeintrachtigen kénnen.

Unsere Kunden — der Schiissel zum Erfolg -

Alie unsere Bemihungen ob in der Entwickiung, im
Marketing, Verkauf oder Support werden auch wei-
terhin ein einziges gemeinsames Ziel verfoigen: die
Zufriedenheit unserer Kunden. Das gesamte,
weltweite Team von Network Asscciates wird sich
darauf konzentrieren, genau zuzuhdren und auf die
Anforderungen und Wiinsche unserer Kunden 2u
reagieren, sie in den kommenden Jahren in jeder nur
erdenklichen Weise zu unterstitzen. Dies allein ist
der Schilissel zu unserem gemeinsamen Erfolg.
Ohne Zweifel war 2001 fir uns ein
bemerkenswertes Jahr, und wir danken lhnen alien
nachdricklich fiir lhre wertvolle Unterstdtzung, Seien Sie
jedoch versichert die besten Jahre liegen noch vor uns,

Mit freundlichen Grien

Loy dumenid,

George Samenuk
Chairman and CEQ
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Estimados
Companeros
Accionistas

{E! afio pasado, fue emoccionante en Network
Associates! Dimos grandes pasos para reconstruir 1a
confianza de nuestros clientes, empleados e inversion-
Istas. Los resuitados pueden verse en nuestra reten-
cién de clientes y nuestras tasas de satisfaccién, el
“enfoque maniético” de nuestros empleados hacia
nuestros clientes, y en el precio de nuestras acciones:
1un retorno del 618% para 2001!

Estamos preparados para el éxito continuo en
2002 y més alla. En ningln otro momento de su histo-
ria, Network Associates ha estade tan equipado para el
crecimiento rapido. Tenemos un equipo altamente cali-
ficado y dedicado que sigue estando enfocado en nu-
estros clientes. Nuestros productas y nuestra linea de
distribucién son més fuertes que nunca, y los clientes
alrededor del mundo siguen dirigiéndose a Network
Associates para que les ayudemos a enfrentar fos
nuevos retos sin precedentes, en relacion a la seguri-
dad y la disponibilidad de sus redes,

2001: Una mirada en retrospectiva - Hace un ano
les aseguré que crearfamos un enfoque maniético en
nuestros clientes, que construiffiamos una presencia
méas sdiida en los mercados internacionales, y que
enfocarfamas nuestras actividades comerciales y nu-
estros esfuerzos en el desarrollo de productos en nu-
estras areas centrales de fortaleza. Al hacer esto
cumpliriamos ¢on nuestro potencial como lideres de!
mercado en 2001, Me complace informarles gue a fo
largo de los Gitimes doce meses hemos dado grandes
pasos para lograr estas metas.

Enfocados en nuestros clientes - En el 2001 viajé
alrededor del mundo para visitar a los clientes,
escucharlos y aprender cémo Network Associates
puede ser un mejor socio en lfas afios por venir. Me
entrevisté con clientes de Atlanta, Beijing, Frankfurt,
Ginebra, Londres, Montreal, Nueva York, Singapur,
Sydney, Tokio, y Washington, DC, entre otras muchas
ciudades. Alrededor del mundo los clientes estan entu-

siasmados por el progreso que estamos haciendo en
Network Associates, acerca de los magnificos produc-
tos y tecnologias que les proporcionamos para man-
tener sus redes seguras y en funcionamiento, y por la
renovada dedicacién de esta comparila a las necesi
dades de negocios de nuestros clientes. Presentamos
los perfiles de algunos de estos clientes en este
Informe anual, y espero que ustedes se tomen un
tiempo para ieer, en sus propias palabras, io que
Network Associates ha hecho para ayudarles a mane-
jar sus negocios con mayor seguridad y eficiencia.

Integracién de nuestro equipo internacional — En el
2001 integramos un equipo internacional de adminis-
tracién fuerte y capaz. Contratamos nuevos lideres
para dirigir las operaciones en Europa, Asia y
Latinoamérica; todos son ejecutivos acostumbrados al
liderazgo y con importante experiencia dirigiendo nego-
cios de software en sus zonas. También contratamos
un amplio ndmero de ejecutivos y gerentes de ventas
enérgicos para dar comienzo a nuestros negocios en
los mercados de crecimiento més rapido alrededor del
mundo. En total, en el 2001 contratamos & mas de
800 personas en el &rea de ventas, en nuestro esfuer-
zo para hacer llegar a todos nuestros clientes y
clientes potenciales la informacion acerca de los
excelentes productos y el servicic a clientes de
Network Associates.

Nuestra inversion en los mercados internacionales
va estd dando frutos, y esperamos hacer crecer de
manera importante nuestra base de ingresos interna-
cionales en el 2002 y més alla.

Enfocados en nuestras fortalezas — En el 2001,
como les prometi, analizamos a fondo nuestras opera-
ciones y renunciamos a operaciones y lineas de pro-
ductos que no son fundamentales para el liderazgo de
Network Associates en el futuro. En total, cerramos o
fusionamos dos unidades de negocios, descontinu-
amos mas de una docena de lineas de productos, y le
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ahorramoes millones de délares a la compaia. Lo hici-
mos a la vez que manteniamos niveles histéricos de
gasto en investigacion y desarollo y continuébamos
dedicando recursos Importantes para resclver los retos
futuros de nuestros clientes.

McAfee Security y Sniffer Technologies, nuestras
dos ofertas centrales de negocios, permanecerdn
como el foco de nuestros esfuerzos de desarrollo y de
ventas, mientras hacemos crecer a nuestra compahia
en el futuro,

Resultados cuantificables ~ Los resultados de
estos solidos pasos hablan por sf mismos. En el dificil
ambiente econbmico del 2001, nuestros ingresos
crecieron méas del 12 por ciento. Regresamos a
rentabilidad en base proforma dos trimestres antes de
lo programado, y en la segunda mitad del afic gene-
ramos mas de $100 millones en efectivo a partir de las
operaciones. En el afio 2001, reducimos los costos
operativos en todas las categorias, terminando ef afio
con mérgenes operativos mayores a los que la com-
pafifa habia visto desde 1998,

El impacto de estos cambios fundamentales se
refled notablemente en el precio de nuestras acciones,
¢l cual comenzd en una baja de $4.18 en enero del
2001, y cerrd 2001 a $25.85, un impresionante
retorno del 618 por ciento para el afio, colocando a
Network Associates entre fas acciones de mayor
rendimiento en el mercado el afio pasado.

2002: Una mirada hacia adelante - Los cambios
fundamentales y las inversiores que hicimos en el
2001 serén los cimientos de muchos anos de creci-
miento para Network Associates, jpero, atin tenemos
mucho trabajo por hacer! Necesitamos ejercer en mer-
cados claves del extranjero y hacer crecer mas rapida-
mente nuestros ingresos internacionales; necesitamos
comercializar y vender nuestros productos Sniffer de
clase mundial de una manera més eficiente, para
alcanzar una base de clientes mayor que en nuestios
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mercadds tradicionales; y necesitamos continuar ofre-
ciendo productos innovadores en el mercado para ayu-
dar a que nuestros clientes manejen sus negocios con
mayor seguridad y eficiencia.

Ejercer en ‘mercados- claves del extranjero - La
oportunidad para el mayor crecimiento de Network
Associates yace en los mercados internacionales de
alto crecimiento. Ef mercado estadounidense para
antivirus crecid en 2001 de manera mas rapida de lo
que muchos de hosotros habia énticipado, pero la ver-
dadera oportunidad para un crecimiento acelerado se

encuentra en Bejjing; en Parfs, en Kuala Lumpur, en .

Roma, en Sao Paulo, en Munich, y en otras ciudades y
naciones alrededor del mundo. Sniffer Technologies ha
experimentado y.crecimiento fenomenal en los Estados
Unidos, panicularmenie entre los verticales clave, pero
aun tenemos que experimentar un éxito similar en
Europa, Latinoamérica o Asia, en donde ia demanda
debe ser igualmente grande.

Para hacer realidad nuestro potencial en el extran-
jero, necesitamos construiry reconstruir las relaciones
claves con nuestros socios de canal, para Hegar con fos
productos de Network ‘Associates @ una base més
amplia; establecer y fortalecer a una fuerza de ventas
directas que pueda dirigirse a los clientes en sus pro-
pios idiomas y’én los méas altos niveles; e infundir en
nuestra base de clientes internacionales la confianza
de que Network Associates esta dedicado a ellos y al
éxito de sus negocios.

Expandir la base de clientes de Sniffer
Technologies — S6lo hay una razon por la cual Sniffer
Technologies no se wtiliza en todas las redes de todas
las empresas y organizaciones alrededor det mundo:
no nos hemos presentado. Sniffer Technologies es el
(nico producto de su tipo en el mercado y una vez que
un cliente se convierte en parte de la familia de Sniffer
Technologies, simplemente sigue comprando mas.
Todas las empresas u organizaciones alrededor del
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mundo que dependen de-sus redes para lievar acabo

' sus negocios de manera eficiente, para comunicarse, o

para reslizar transacciones, lo pueden hacer de una
manera mas econémica y con menos tiempos muertos

" si utilizan Sniffer Technologies. Aln asi, todavia hay

empresas, aln en nuestros mercados verticales mas
fuertes en los Estados Unidos, que nunca han probado
los beneficios gue les puede proporcionar Sniffer
Technologies. Este afio eso se acabara. El 2002 sera
el ano en que Network Associates comience a cubrir el
mundo con la seguridad y fa tranquilidad que Sniffer
Technologies ofrece a todos los administradores de
redes. Finalmente, tenemos un equipo en el campo
que lograré esto y en el 2002 veremos un importante

crecimiento —tanto nacional como internacional —en

nuestras operaciones de Sniffer Technologies.

Ofrecer productos innovadores al mercado - Si
tuviera que elegir aquello de Network Associates de lo
que estoy més orgulloso—y hay mucho para elegir—
sefian los productos que nuestro equipo de desarrolio
de clase mundial ha ofrecido en el mercado para nu-
estros ctientes. ePolicy Orchestrator, fa consola de
administracion de politicas empresariales de seguridad
de McAfee Security, fue lanzada hace casi dos anos y
la competencia todavia estd luchando por lanzar una
oferta 'comparable. Cliente tras cliente alrededor del
mundo ha citado a ePolicy Orchestrator como la razén
por la que han elegido a McAfee Security por encima de
la competencia.

Y este producto sigue mejorando. En el 2001 lan-
Zamos una version que también maneja los productos
de nuestros competidores, de manera que si ellos no
pueden ofrecer una administracién escalable de politicas
para sus clientes, nosotros lo haremos por ellos. Este
aho estaremos lanzando una version que administra
también otros productos de seguridad, incluyendo escu-
dos de proteccion (firewalls) distribuidos en escritorio,
redes virtuales privadas o VPN, y herramientas de evalu-
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acién de wvuinerabilidad. Continuaremos haciendo que
esta herramienta clave de administracion de pofiticas
séa una parte integral de toda nuestra oferta de produc-
toé de aqui en adelante, dando a nuestros clientes lo

- que piden consistentemente: control centratizado basa-

do en politicas para todas las tecnologias de seguridad
y de administracién de redes de sus empresas.

La administracion centralizada y los informes seran
tampién parte integral de nuestra oferta de Sniffer en
el 2002. A medida que los clientes enfrentan las
demandas ' de la administracion de moitiples tec-
nologias, topologias y aplicaciones, nosotros podemos
ayudarles mediante Sniffer Technologies. En [a segun-
da mitad de este afio ustedes seran testigos de la con
tinua integracion de tas tecnologias de seguridad en los
productos de Sniffer, ofreciendo a nuestros clientes
herramientas innovadoras y proactivas para analizar y
responder a ias violaciones potenciales en la seguri-
dad, los codigos dolosos y otros eventos que afectan
la integridad y desempefio de sus redes.

Nuestros clientes son la clave de nuestro éxito —
Todos nuestros esfuerzos, desde el desarrollo de pro-
ductos, hasta la comercializacion, las ventas y el
soporte, continuaran siendo imputsados por una meta:
satisfacer a nuestros clientes. Todo el equipo de
Network Associates estd enfocado en escuchar y
responder a las necesidades y demandas de nuestros
clientes y a apoyarlos en el futuro. Esa sera la clave
maxima de nuestro éxito.

2001 fue un ano memorable y les agradecemos
por su apoyo continuo. Tengan confianza en gue lo
mejor esta por llegar.

Atentamente,

) J
/g«ﬂ"bft ,{Qm&%

George Samenuk
Chairman and CEO
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Stock Price 2001

Steadily Improved Margins* {in percentages)

Q1 Q2 Q3 Q4

*Proforma Data

Proforma data: (in thousands)

Qo Q2 Q3 Q4
Net revenue 157,523 181,505 192,872 240,554
Marketing and sales (S&M;) 104,800 102,419 100,263 105,548
Research and development {R&D) 36,217 30,745 30,163 30.010
Genera! and administrative (G&A) 27,093 23,736 20,193 20,883

: 2 O O :l l l . h I H ht Income (ioss) from operations (41,082) (10,838) 4616 49,956
Ig lg S Operating margins -26% -6% 2% 21%
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Years Ended December 31 2001 2000 1399 1008 1887
(in thousands, excert for per share amounts;

Net revenue $ 834,478 § 745692 $ 683663 % 990,045 $735.692
Net income (loss) (100,650) 1102,721) (159,801) 36,438 10,639
Net income {loss) per share, diluted $ (0.73) 3 0.74) $ {1.15} $0.26 % 0.08
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SELECTED
FINANCIAL
DATA

Years Ended December 31 2001

{in thousands, except for per share amounts)

STATEMENT OF OPERATIONS DATA .
Net revenue $ 834,478

Income (loss) from operations (81,966)
Income (loss) before income taxes, minority

interest and extraordinary item (91,383)
Income (loss) before extraordinary item (102,381)
Extraordinary item, gain on redemption of

debt, net of taxes 1,731
Net income (loss) (100,650)

Net income (loss) per share, before
extraordinary item, basic $ (0.74)
Net income (loss) per share, before

extraordinary item, diluted $ (0.74)
Extraordinary item, basic $ 0.01
Extraordinary item, diluted $ 0.01
Net income (loss) per share, basic $ (0.73)
Net income (loss) per share, diluted $ (0.73)
Shares used in per share calculation—

basic 137,847
Shares used in per share calculation—

diluted 137,847
BALANCE SHEET DATA
Cash and cash equivalents $ 612,832
Working capital 541,753
Total assets 1,627,132
Deferred revenue and taxes . 294,805
Long term debt and other liabilities " 579,243
Total equity 444,787

2000

$ 745,692
{151,967)

(97,751)
(102,721)

(102,721)

$  (0.74)

(0.74)

{0.74)
(0.74)

9 e P B

138,072

138,072

$ 275,539
196,993
1,384,848
186,129
396,868
518,651

1999

$ 683,668
(138,199}

(130,998)
(159,901)

(159,901)

$ (1.15)

{1.15)

(1.15)
(1.15)

¥ B H B P

138,695

138,695

$ 316,784
285,665
1,479,394
163,816
379,267

© 660,106

1998

$ 990,045
119,966

138,167
36,438

36,438

$ 0.27

$0.28

0.27
0.26

P P

133,075

138,609

$ 418,899
537,056
1,536,721
205,598
374,132
722,838

28

1997

$735,692
61,947

82,813
10,639

10,639

0.08

0.08
0.08

L A A - 4

126,662

132,729

$157,031
247,811
805,350
129,557
2,353
492501
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RESULTS OF OPERATIONS
Years Ended December 31, 2001, 2000 and 1999

The following table sets forth for the periods indicated the percentage of net revenue represented by certain items in our
Statements of Operations.

Years Ended December 31 2001 2000 1999

Net revenue:

Product 67% 68% 69%
Services and support 33 32 31
Total revenue 166 ﬁ E
Cost of net revenue:
Product 12 15 13

Services and support
Total cost of net revenue 19 21 19
Operating costs and expenses:

Research and development 18 23 22
Marketing and sales 52 54 54
General and administrative ©13 11 12
Provision for doubtful accounts, net v — 2 7
Amortization of intangibles 8 9 9
Acquisition, restructuring and other related costs — — (3)
Total operating costs and expenses E E E
Loss from operations (_16) EE) -(_26)
Interest and other income 3 6 5
Interest expense (3) (2) (3)
Gain (loss) on investments, net 4 1)
Write down of strategic and other investments ' (2} (1) —_
Loss before provision for income taxes, minority interest, T T o
and extraordinary item (11) (13) (19)
Provision for income taxes 1 —1 ——4
Net loss before minority interest and extraordinary item ‘ E) _(1—4) ?2—3)
Minority interest in loss of consolidated subsidiary — —1 .
Net loss before extraordinary item E) —(B) '_(E)
Extraordinary item, gain on redemption of debt, net of taxes . — —
Net loss 2% (13)% (23)%
OVERVIEW

We are a leading supplier of network security and network management solutions. We operate through two businesses
consisting of our infrastructure-business and McAfee.com, our publicly traded subsidiary. Each business operates in one
industry: computer security, management, and availability software, hardware and related services for, primarily, consumer,
corporate and government users.

Our infrastructure business is operated in six geographic regions: the United States, Europe, Japan, Canada, Asia-Pacific
and Latin America. To more effectively market our infrastructure business products in these geographic regions, we have
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combined complementary products into three product groups: McAfee, Sniffer Technologies and Magic. McAfee.com is an
ASP targeted at consumers and small to medium-sized businesses.

PGP Integration and Disposition — In the fourth quarter of 2001, we substantially completed integrating the activities of
our PGP product group into our McAfee and Sniffer product groups. In 2001, the PGP product group accounted for approx-
imately 6% of net revenue. We are seeking buyers for the PGP desktop encryption and Gauntiet firewall products. In
connection with the PGP integration, we recorded a restructuring charge of approximately $3.8 million during the fourth
quarter of 2001, consisting primarily of the costs related to severance packages for 100 affected employees. Related to
this integration, we also expect, among other things:

+ to record an additional restructuring charge of approximately $5.0 million related to the divestiture of those PGP
Security products that were not integrated into our Sniffer and McAfee product groups;*

+  expense reductions of up to approximately $50 million in 2002, primarily in the areas of cost of services and
support, research and development, marketing and sales and to a lesser extent, general and administrative
expenses;* and

+  overall revenue to be adversely impacted in at least the nearterm due to, among other things, possible uncertainty
on the part of those customers purchasing the PGP Security products being sold*

Change in Distributor Business Model — We market a significant portion of our products to end-users through intermedi-
aries, including distributors. In December 2000, in light of the business decision by some of our distributors, including
our largest distributor, to reduce inventory levels, and due to the unpredictability of demand in the distribution channei,
we began a transition from a sell-in to a seilthrough business model. Commencing January 1, 2001, we moved to the
seil-through business model for each distributor. Under this model, we recognize revenue on products sold to distributors
when the products are resold by the distributor to their customers.

Results reported for the quarter and year ended December 31, 2000, incmde a significant reduction to net revenue due
to some our distribution partners’ businéss decision to reduce their inventory levels by not replenishing their inventory
and requesting returns over and above their contractual rights. Under the terms of their distribution agreements at that
time, our distributors had title to, and risk of loss with respect to, the distributor inventory subject to these requested
returns. As of December 31, 2000, goods that were held by our distributors and not subject to a returns aliowance totaled
$10.9 miiion.

Net Revenue - Net revenue increased 12% to $834.5 million in 2001 from $745.7 million in 2000, including a $15.2 mil
lion increase in revenue from McAfee.com. Net revenue increased 9% to $745.7 million in 2000 from $683.7 million in
1899, including a $22.4 million increase in revenue from McAfee.com.

The following table sets forth for the periods indicated, our product revenue and services and support revenue as a per-

cent of net revenue.

Years Ended December 31 2001 2000 1999
Product 67% 68% 69%
Services and support 33 32 31

Net revenue 100% 100% 100%

*This statement and other statements similarly marked are forward-ooking statements reflecting current expectations. There can be no assurance that our actual
performance will meet current expectations. See “Risk Factors” discussion beginning on page 11 of this document.
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The following table sets forth for the periods indicated, each major category of our product revenue as a percent of

product revenue.

Years Ended December 31 2001 2000 1999
Subscription licenses 37% 44% 42%
Perpetual licenses 33 23 25
Hardware ) . 16 18 11
Retail 13 13 19
Royalties and other 1 2 3
Product revenue 100% 100% 100%

Product revenue includes revenue from software licenses, hardware, our retail product and royalties. Product revenue
increased 10% to $557.0 million in 2001 from $505.9 million in 2000. The increase in product revenue from 2000 to
2001 was attributable to an increase in new customer purchases of our antivirus suite of products and the successful
introduction of several new anti-virus products during the year. Product revenue increased 7% to $505.9 million in 2000
from $474.1 million in 1999. in 1399, product revenue was impacted by our decision to limit distributor orders in an effort
to realign channel inventory levels as a result of Year 2000 concerns and increasing sales cycles for our products. The
increase in product revenue from 1999 to 2000 is due to an increase in new customer purchases of our anti-
virus suite of products and network fault and performance suite of products. In 2000, we also experienced positive
results from our organization into separate product groups, with separate sales groups focused on selling their respec-
tive products.

We may experience higher overall revenue in the near-term but lower future software license revenue due to increased lev-
els of perpetual licenses* Sales of perpetual licenses typically result in significantly higher up-front revenue and lower
recurring and future revenues as the sales price for related upgrades and updates tends to be significantly lower than
that of the initial perpetual license.

The following table sets forth for the periods indicated, each major category of our services and éupport as a percent of

services and support revenue.

Years Ended December 31 . 2001 2000 1999
Support and maintenance 64% 87% 5%
Consuiting 14 14 13
Training 7 8 11
Hosting arrangements 15 11 1
Services and support revenue @% @% ﬁ%

Services and support revenues include revenues from software support and maintenance contracts, consulting, training
and hosting arrangements. Service revenues increased 16% to $277.4 million in 2001 from $239.8 million in 2000.
The increase in services and support revenues from 2000 to 2001 resulted from a $14.8 million increase in hosting
revenue generated by McAfee.com; a $17.1 million increase in maintenance and support revenue, principally due to
the growth of our instailed customer base and the resufting renewal of support and maintenance contracts; and an
increase of $5.8 million in consuiting and training revenue. Service revenues increased 14% to $239.8 million in
2000 from $209.6 miilion in 1999. The increase in services and support revenues from 1999 to 2000 resulted from a
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$23.9 mitlion increase in hosting revenue generated by McAfee.com and a $6.3 million increase in all other categories

of service revenues.

Our future profitability and rate of growth, if any, will be directly affected by increased price competition and an increas-
ingly higher revenue base from which to grow. Our growth rate and net revenue depend significantly on renewals of exist-
ing orders as well as our ability to respond successfuily to the pace of technological change and expand our customer
base. If our renewal rate or our pace of new customer acquisition slows, our net revenues and operating resuits would be
adversely affected.

Internationa! revenue accounted for approximately 35%, 37% and 40%, of net revenue for 2004, 2000 and 1999,
respectively. The decrease in international revenue as a percentage of net revenue from 2000 to 2001 was due to under-
performance in sales operations in Europe; the weak economy in Japan; and, changes in sales management in our Asia-
Pacific region. The decrease in international net revenue as a percentage of net revenue from 1999 to 2000 was due to
under-performance in sales operations and changes in sales management in Europe; the weak economy in Japan; and
weakness in the Euro. .

We have announced our intentions to increase our international revenues* Risks inherent in international revenue include
the impact of longer payment cycles, greater difficuity in accounts receivable collection, unexpected changes in regulatory
requirements, seasonality due to the slowdown in European business activity during the third quarter, tariffs and other
trade barriers, and difficulties staffing and managing foreign operations. These factors may have a material adverse effect

on our future international revenue.

Cost of Net Revenue — Cost of net revenue increased 1% to $158.1 million in 2001 from $156.7 million in 2000, includ-
ing an increase of $4.5 mitlion from McAfee.com. Cost of net revenue increased 20% to $156.7 million in 2000 from
$130.8 million in 1999. The cost of net revenue from 2000 to 2001 decreased as a percentage of net revenue from 21%
to 19% in 2001. The increase in the cost of net revenue from 1999 to 2000 was primarily due to the increase in net
revenue. The cost of net revenue from 2000 to 2001 remained relatively flat due to an increase in the cost of service
and support revenue offset by a decrease in cost of product revenue. The cost of net revenue increased as a percentage
of net revenue from 19% in 1999 to 21% in 2000.

Our cost of product revenue consists primarily of the cost of media, manuals and packaging for products distributed through
traditional channels; royafties; and, with respect to hardware-based anti»v»:rus products and network fauit and
performance products, computer platforms and other hardware components. Cost of product revenues decreased 10% to
$103.1 million in 2001 from $114.4 million in 2000. The decrease from 2000 to 2001 in the cost of product revenue
relates to a $10.2 miilion decrease in materials costs attributable to computer platforms and other hardware product costs;
and, $1.4 million in cost savings associated with discontinuing the myClO.com business unit, offset by an increase in
product costs associated with government contracts. Cost of product revenues increased 29% to $114.4 million in 2000
from $88.7 million in 1999. The increase in product cost of revenue from 1999 to 2000 was due to a $27.0 million
increase in materials costs attributable to computer platforms and other hardware product costs resulting from an increase
in hardware revenue, offset by a decrease in product costs associated with government contracts. As a percentage of net
product revenue, cost of product revenue was 19%, 23% and 19% in 2001, 2000 and 1999, respectively.

Due to new hardware-based anti-virus product introductions during the second half of 2004 and anticipated growth in our
hardware-based network fault and performance products, we expect that the cost of product revenue will increase in
absolute terms and as a percentage of product revenue in future periods*
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Cost of services and support revenue consists principally of salaries and benefits related to employees providing cus-
tomer support and consulting services. The cost of services and support revenue increased 30% to $55.0 miltion in 2001
from $42.3 million in 2000. The increase from 2000 to 2001 was due almost exclusively to additional technical support
and customer service personnel hired during 2001 to meet our customers’ technical support needs. The cost of serv-
ices and support revenue remained relatively flat at $42.3 million in 2000 and $42.1 million in 1999. Cost of services
and support revernue as a percentage of net services and support revenue, waé 20%, 18% and 20% in 2001, 2000 and
1999, respectively,

Due to new service introductions during 2001, including anti-virus hosted services, anticipated growth in hosted services
by McAfee.com, increased maintenance and support orders and an increase in consulting and training services, we expect
that the cost of service revenue will increase in absolute terms and as a percentage of net revenue in future periods*
We expect savings of up to approximately $5.4 million in cost of service and support in 2002 as a result of the PGP
integration and disposition*

We have excluded the effects of stock-based compensation in our discussion of operating costs and expenses below. The
size and amount of our stock based charges will vary from period to period based on movements in our stock price, mak-

ing period to period comparisons difficult and, in some cases, nat meaningful. See “Stock-Based Compensation” below.

The following sets forth, for the periods indicated our operating expenses, excluding the effects of stock based compen-
sation {in thousands):

Years Ended December 31 2001 2000 1999
Research and development® $142,097 $171,574 $148,213
Marketing and sales® 424,907 396,293 362,924
General and administrative® 100,711 82,317 79,860
Provision for doubtful accounts (1,473) 15,784 44,809
Amortization of intangibles 64,110 66,282 58,400
Acquisition, restructuring and related charges 3,302 — (18,732)
Total operating costs and expenses, excluding the effects of
stock-based compensation $733,654 $732,250 $675,474

{1} Excludes stock-based compensation charge of $4,604, $1,894 and $4,515 for 2001, 2000 and 1899, respectively.
{2} Excludes stock-based compensation charge of $10,354, $4,570 and $7,162 for 2001, 2000 and 1999, respectively.
(3) Excludes stock-based compensation charge of $3,235, $2,250 and $3,893 for 2001, 2000 and 1999, respectively.
(4) Excludes stock-based compensation charge of $519, $0 and $0 for 2001, 2000 and 1939, respectively.

Research and Development — Research and development expenses consist primarily of salary, benefits, and contractors
fees for our development and technical support staff, and other costs associated with the enhancements of existing prod-
ucts and services and development of new products and services. Excluding the effects of stock-based compensation of
$4.6 million and $1.9 million in 2001 and 2000, respectively, research and development expenses decreased 17% to
$142.1 million in 2001 from $171.6 million in 2000. Of the total decrease, approximately $15.1 million was attributable
to the discontinuance of certain previously out-sourced development efforts; $11.2 million was attributable to the con-
version of temporary personnel into full-time employees; and the balance was due to overall efficiencies achieved by our
research and development group.

Excluding the effects of stock-based compensation of $1.9 million and $4.5 million in 2000 and 1999, respectively,

research and development expenses increased 16% to $171.6 milfion in 2000 from $148.2 million in 1999. Of the
increase, approximately $19.0 million was due to the increase in out-sourced development efforts and the balance
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was due to an increase in the number of permanent and temporary personnel 1o support growth in our product and

service offerings.

As a percentage of net revenue, research and development expenses were 18%, 23% and 22% in 2001, 2000 and 1999,
respectively. Excluding stock-based compensation charges, as a percentage of net revenue, research and development
expenses were 17%, 23% and 22% in 2001, 2000 and 1999, respectively. We believe that continued investment in prod-
uct development is critical to attaining our strategic objectives and, as a result, expect product development expenses to
increase in future periéds. We anticipate that research and development expenses will continue to increase in absolute
dollars, but will continue to fluctuate as a percent of net revenue* We expect savings of up to approximately $19.4 mik-
fion in research and development expenses in 2002 as a result the PGP integration and disposition* -Excluding stock-
based compensation charges, we expect research and development expenses in 2002 to range between 15% and 17%

of net revenue*

Marketing and Sales — Marketing and sales expenses consist primarily of salary, commissions and benefits for market-
ing and sales personnel and costs associated with advertising and promotions. Excluding the effects of stock-based com-
pensation of $10.4 million and $4.6 million in 2001 and 2000, respectively, marketing and sales expenses increased 7%
to $424.9 million in 200&4&?7?;339'&5 million in 2000. Of the total increase, approximately $17.3 million was due to an
increase in commission expense associated with increases in our revenues. The balance of the increase was
due to additional salary and other personnel costs associated with additional international marketing and sales person-
nel hired during 2001.

Excluding the effects of stock-based compensation of $4.6 miilion and $7.2 million in 2000 and 1999, respectively, mar-
keting and sales expenses increased 9% to $396.3 million from $362.9 million in 1999. Approximately $20.9 million of
this increase relates to the use of out-sourced marketing and other professional services related to additional marketing
and sales activities associated with advertising and promotions for McAfee.com. The balance of the increase is related
to hiring and training of our enterprise level sales force. '

As a percentage of net revenue, marketing and sales expense was 52%, 54% and 54% in 2001, 2000 and 1999, respec-
tively. Excluding stock-based compensation charges, as a percentage of net revenue, marketing and sales expense was
51%, 53% and 53% in 2001, 2000 and 1999, respectively. We anticipate that marketing and sales expenses will continue
to increase in absolute dollars, but will continue to fluctuate as a percentage of net revenue* We expect savings of up to
approximately $24.3 miltion in marketing and saies expenses in 2002 as a result of the PGP integration and
disposition* Excluding stock-based compensation charges, we expect marketing and sales expenses in 2002 to range
between 45% and 50% of net revenue*

General and Administrative - General and administrative expenses consist principally of salary and benefit costs for exec-
utive and administrative personnel, professional services and other genera! corporate activities. Excluding the effect of
stock-based compensation of $9.2 million and $2.3 million for 2001 and 2000, respectively, general and administrative
expenses increased 22% to $100.7 million in 2001 from $82.3 million in 2000. Of the total increase, approximately
$9.9 million related to an increase in legal fees and litigation related charges and approximately $2.2 million related to
severance for our former executives. The balance of the increase was related to an increase in personnel and recruiting
services costs associated with hiring our chief executive officer, chief financial officer, international executives and addi-

tional finance, accounting, and administrative personnel.




MANAGEMENT'S 35
DISCUSSION AND ANALYSIS

OF FINANCIAL CONDITION

AND RESULTS OF

OPERATIONS

Excluding the effects of stock-based compensation of $2.3 million and $3.9 million in 2000 and 1999, respectively,
genera!l and administrative expenses increased 3% to $82.3 million in 2000 from $79.9 million in 1999. The increase in
general and administrative expenses from 1999 to 2000 was related almost exclusively to the increase in the charges
related to the expansion of our worldwide information technology infrastructure.

As a percentage of net revenues, general and administrative expenses were 13%, 11% and 12% in 2001, 2000 and 19993,
respectively. Excluding stock-based compensation charges, as a percentage of net revenue, general and administrative
expenses, were 12%, 11% and 12% in 2001, 2000 and 1999, respectively. We expect our general and administrative
expenses to increase in absolute dollars as we continue to expand our staff and incur additional infrastructure and other
costs to support the anticipated growth of our business* We expect savings of up to approximately $1.2 miifion in gen-
erat and administrative expenses in 2002 as a result the PGP integration and disposition* Excluding stock-based com-
pensation charges, we expect general and administrative expenses in 2002 to range between 9% and 11% of net revenue *

Provision for Doubtful Accounts, Net ~ Provision for doubtful accounts consists of our estimates for the uncollectability of
receivables, net of recoveries of amounts previously written off. The provision for doubtfu! accounts became a net recov-
ery of $1.5 miition in 2001 from a provision of $15.8 million in 2000. Of this change, approximately $11.4 million related
to previously reserved receivables from two distributors who were undergoing restructurings of their business operations
and experiencing cash flow difficuities at the end of 2000. The balance is due to improved quality in our overal!l receiv-
ables. The provision for doubtful accounts decreased by 65% to $15.8 miilion in 2000 from $44.8 million in 1999. In
19989, one of our largest European distributors entered bankruptey requiring us to record a related provision of approxi-
mately $28.7 million. Also in 1999, Pinacor, a U.S. distributor, entered bankruptey requiring us to record a related accounts
receivable write-off of approximately $6.0 million.

Amortization of Intangibles - We expensed $64.1 million, $66.3 miition and $58.4 million of amortization related to intan-
gibles in 2001, 2000 and 1999, respectively. Intangibles consist of purchased goodwili, purchased technology and other
identifiable intangible assets. The decrease in amortization in 2001 was a result of certain purchased technology and
other intangible assets being fully amortized during 2001, decreasing the annual amortization by $4.2 milfion, partially
offset by an increase in amortization amounting to $2.0 million in trademarks and patents acquired during 2001. The
increase in amortization in 2000 resulted from a $3.6 million impairment charge recognized by McAfee.com (described
below), an increase of $3.3 million of amortization for the additions to goodwill related 1o McAfee.com's acquisitions dur-
ing 2000, a $1.3 million increase in amortization expense associated with additions to patents and trademarks, offset
by a slight decrease of $0.3 million related to certain other intangible assets being fully amortized during 2000. During
2000, McAfee.com performed a review of the carrying value of the goodwill associated with one of its acquisitions and
recognized an impairment charge of $3.6 million. McAfee.com determined that certain storage technology purchased as
part of the original acquisition was not able to be incorporated into future products. Accordingly, the full carrying value of
the unamortized goodwill and purchased technology was written off.

Acquisition, Restructuring and Other Related Costs - Acquisition accruals were established in 1997 and 1998 in con-
nection with various pooling of interest transactions. in the guarters ended June 30, 1999 and September 30, 1999, we
reassessed these estimated accruals and concluded that no additional costs were to be incurred related to these pool-
ing transactions. As such, in 1399 the unused acquisition accruals of $18.7 million were released back into acquisition,
restructuring and other rejated costs.

In connection with the PGP integration and planned disposition, we recorded a restructuring charge of approximately

$3.8 million during the fourth quarter of 2001. The restructuring charge consists of the costs related to severance pack-
ages for 100 affected employees.
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The following table sets forth our restructuring accrual established in 2001, and the activity against the accrual during
2001 (in thousands):

Non-cash

Direct Stock Based

Transaction Severance Compensation
Costs & Benefits Charge Total
Balance, October 9, 2001 $ 116 $ 3,186 $ 519 $3,821
Paid out/non-cash (118) (3,188) (519) (3,821}
Balance, December 31, 2001 . $ — $ - $ — $ -

Severance and benefits and direct transaction costs were paid in cash during 2002. In the first guarter of 2002, we antici-
pate incurring an additional $5.0 million of restructuring costs related to the planned PGP disposition *

interest and Other Income — Interest and miscellaneous income decreased to $28.6 million in 2001 from $42.0 million
in 2000 and $30.7 million in 1999. Interest and other income decreased from 2000 to 2001 due to lower interest income
from our marketable securities due to lower average cash balances and yields. Interest and other income increased from
1999 to 2000, due to an increase in higher average cash balances invested at siightly higher interest rates.

Interest Expense - Interest and other expense increased to $24.7 million in 2001 from $18.2 million in 2000 and from
$17.3 million in 1998. Interest expense increased during 2001 due to the issuance in August 2001 of our 5.25% con-
vertible subordinated notes due 20086.

Gain (Loss) on Investments - In 2001, we recognized a $7.3 million gain on the sale of equity and debt securities. In
2000, we recognized a net gain of $28.5 million on the sale of our venture and strategic investments and a gain of
$11.9 million on the sale of shares of Network Associates Company Limited (Japan). In 1999, we recognized a loss
of $6.1 million on our equity and debt securities, including a loss of $2.5 million on the liquidation of our DirectWebh
investment, a related party.

Write Down of Strategic and Other Investments - For 2001 and 2000, we recorded an impairment charge of $20.6 mil-
lion and $10.0 million, respectively, related to an other than temporary decline in the value of some of our venture and
strategic investments. As of December 31, 2001, the minority venture investments we continue to hold totaled $2.4 mil-
fion at estimated fair value, consisting of investments in public and private companies, amounting to $2.2 miliion and
$200,000, respectively.

Provision for Income Taxes — Our provision for income taxes was $11.4 million, $9.9 million and $29.2 million in 2001,
2000 and 1999, respectively. Our effective tax rate for 2001, 2000 and 1999 was 1.3%, 10% and 22%, respectively. The
increase in the effective tax rate from 2000 to 2001 was attributable to taxes on earnings from our foreign subsidiaries.
The effective tax rate was higher in 1999 compared to 2000 due to an increase in non-deductible acquisition related
expenses and an increase in taxes on earnings from our foreign subsidiaries.

The valuation allowance for our deferred tax assets increased from 2000 to 2001, as well as, from 1999 to 2000. The

increase in the valuation allowance was due to uncertainties related to our ability to utilize some of our deferred tax assets,

primarily consisting of certain net operating losses carried forward and foreign tax credits, before they expire.
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Extraordinary Gain - In 2001, we redeemed a portion of our zero coupon convertible subordinated debentures due 2018
for approximately $173.7 million. The aggregate accreted vaiue of the debentures was $179.7 million, which resuited in
an extraordinary gain of $1.7 million, net of $1.2 million in taxes.

STOCK-BASED COMPENSATION

We expensed $24.7 million, $8.7 million and $15.6 million in 2001, 2000 and 1999, respectively. Stock-based com-
pensation charges relate to the repricing of employee stock options and the issuance of McAfee.com stock options
to our executives and employees, as well as non-recurring stock compensation charges primarily related to executive
compensation. We do not expect to incur charges related to these McAfee.com option grants in the future* However,
we do expect significant stock-based compensation charges refated to repriced employee stock options*

Our stock based compensation charges are made up of the following for the years presented (in thousands):

Years Ended December 31 2001 2000 1999
Repriced options $17,396 $8,714 $ 8,834
McAfee.com options and shares issued to Network Associates personnei — — 6,736
Warrants to outside consuitants 1,049 —_ —
Former executives 2,668 — —
New executives 3,080 — —
PGP restructuring 519 — —

Total stock-based compensation $24,712 $8,714 $15,570

Repriced Options — On April 22, 1999, we offered to substantially all of our employees, exciuding executive officers, the
right to cancel certain outstanding stock options and receive new options with an exercise price of $11.063, the then cur-
rent fair market vaiue of the stock. Options to purchase a tota! of 10.3 million shares were canceiled and the same num-
ber of new options were granted. These new options vest at the same rate that they would have vested under previous
option plans and are subject to variable accounting. Accordingly, we have and will continue to remeasure compensation
cost for these repriced options until these options are exercised, cancelled, or forfeited without replacement. The first val-
uation period began July 1, 2000.

Subsequent to April 22, 1999, some employees, who received repriced options became employees of McAfee.com. n
connection with this transfer their repriced options were canceled and replaced with options for McAfee.com stock. Varlable
plan accounting as described above, also applies to these replacement options and we wiil record variable charges based
on the movements in the fair value of McAfee.com common stock from July 1, 2000.

The amount of stock-based compensation recorded was and will be based on any excess of the closing stock price at the
end of the reporting period or date of exercise, forfeiture or canceliation without replacement, if earlier, over the fair vaiue
of our and McAfee.com’s common stock on July 1, 2000, which was $20.375 and $26.063, respectively. The resulting
compensation charge to earnings will be recorded over the remaining vesting period, using the accelerated method of amor-
tization discussed in FASB Interpretation No. 28, “Accounting for Stock Appreciation Rights and Other Variable
Stock Option or Award Plans” When options are fully vested, the charge will be recorded to earnings immediately. At
December 31, 2001, these Network Associates and McAfee.com options are substantially fully vested. Depending upon
movements in the market value of our and McAfee.com’s common stock, this accounting treatment may result in addi-
tional stock-based compensation charges in future periods.
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During 2001 and 2000, we incurred charges to earnings of approximately $15.6 million and $2.0 million related to options
subject to variable plan accounting. For 2001 and 2000, our stock compensation charges related to options subject to
variable plan accounting were based on a year end per share price of our stock of $25.85 and $4.19, respectively, and
a per share price of McAfee.com stock of $33.91 and $5.00, respectively. As of December 31, 2001, we and McAfee.com
had options to purchase 2.2 million shares and 0.2 million shares, respectively, which were outstanding
and subject to variable plan accounting.

We also incurred an initial stock-based compensation charge in connection with the initial issuance of the repriced options.
This charge was calculated based on the difference between the exercise price of the new options and their market value
on the date of acceptance by employees. Approximately $1.8 million, $6.7 million and $8.8 million was expensed during
2001, 2000 and 1999, respectively.

McAfee.com Options and Shares Issued to Network Associates Personnel — During 18999, McAfee.com granted 1.7 mil-
lion options to purchase shares of its Class A common stock and issued 379,000 shares of its Class A common stock
to executives and employees of Network Associates. In connection with these grants, McAfee.com recorded a stock based
compensation charge of $6.7 million.

Warrants to Outside Consultants - In January 2001, upon completion of the search for our chief executive officer, we issued
warrants to a retained executive search firm for services performed. The warrants, if exercised, can be exchanged for
166,667 shares of our common stock. The weighted-average exercise price of the underlying shares is $2.97 per share.
The warrants are immediately exercisable and expire in January 2004. The combined fair value of the warrants was deter-
mined to be approximately $530,000. The fair market value of the warrants was included as stock compensation during

2001 and included in general and administrative expenses in the accompanying statement of operations.

In April 2001, upon completion of the search for our chief financial officer, we issued warrants to a retained executive
search firm for services performed. The warrants, if exercised, can be exchanged for 66,667 shares of our common stock.
The weighted-average exercise price of the underlying shares is $4.50 per share. The warrants are immediately exercis-
able and expire in April 2004. The combined fair value of the warrants was determined to be approximately $280,000.
The fair market value of the warrants was included as a stock compensation charge during 2001 and included in general
and administrative expenses in the accompanying statement of operations.

In November 2001, upon completion of the search for two executives for international operations, we issued warrants to
a retained executive search firm for services performed. The warrants, if exercised, can be exchanged for 20,833 shares
of our common stock. The weighted-average exercise price of the underlying shares is $19.64 per share. The warrants
are immediately exercisable and expire in 2004. The combined fair value of the warrants was determined to be approxi-
mately $239,000. The fair market value of the warrants was included as a stock compensation charge during 2001 and
included in general and administrative expenses in the accompanying statement of operations.

Former Executives - in January 2001, our board of directors appointed George Samenuk as our chief executive officer and
president. Effective January 2001, William Larson, former chief executive officer, Prabhat Goyal, former chief financial offi-
cer, and Peter Watkins, former president and chief operating officer, became special advisors. Options held by
Mr. Larson, Mr. Goyal and Mr. Watkins continued to vest during 2001 while they each served during their one-year
terms as special advisors. As a result, we recorded a one-time stock compensation charge of approximately $603,000
during 2001.

In December 2001, we terminated the employment of three executives. Upon termination, the options held by these exec-
utives were modified. As a result, we recorded a one-time stock compensation charge of $2.1 million during 2001,
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New Executives ~ On January 3, 2001, we entered into an employment agreement with George Samenuk 1o become our
chief executive officer. In accordance with the terms of the agreement, we issued 400,000 shares of restricted stock to
Mr. Samenuk. The price of the underlying shares is $0.01 per share. The shares will vest and our right to repurchase such
shares will lapse as follows: 12.5% on the first four quarterly anniversaries of Mr. Samenuk’s employment with us with
the remaining 50% on the second year anniversary of Mr. Samenuk’s employment with us. The fair vaiue of the restricted
stock was determined to be approximately $1.7 million and was estimated based on the difference between the exercise
price of the restricted stock and the fair market value of our common stock on Mr. Samenuk’s employment commence-
ment date. During 2001, we recorded approximately $836,000 related to stock compensation associated with Mr.
Samenuk’s restricted stock.

On April 3, 2001, we entered into an employment agreement with Stephen C. Richards to become executive vice presi-
dent and chief financial officer. In accordance with the terms of the agreement, we issued 50,000 shares of stock to
Mr. Richards for $0.01 per share. During 2001, we recorded approximately $350,000 related to stock compensation asso-
ciated with Mr. Richards’ stock.

On October 30, 2001, we entered into an employment agreement with Arthur R. Matin to become executive the president
of our McAfee product group. In accordance with the terms of the agreement, we issued 100,000 shares of restricted
stock to Mr. Matin for $0.01 per share. During 2001, we recorded approximately $1.9 million related to stock compen-
sation associated with Mr. Matin’s stock.

PGP Restructuring ~ In connection with the integration of the PGP product group, we accelerated the vesting of 45,600
options held by the 100 employees terminated during 2001. As a result of this modification, we recorded a stock based
compensation charge of $519,000 with restructuring expense in our statement of operations. The charge was calculated
based on the intrinsic value of the modified options on the date the acceleration was approved by our board of directors.

CRITICAL ACCOUNTING POLICIES

Our critical accounting policies are as follows:

+  revenue recognition;

+  estimating valuation allowances and accrued liabilities, specifically sajes returns and other allowances, the aliowance
for doubtful accounts, and assessment of the probability of the outcome of our current litigation;

+ accounting for income taxes;

+ valuation of long-lived and intangible assets and goodwill; and

+ determining functional currencies for the purposes of consolidating our international operations.

Revenue Recognition — We derive our revenue from primarily two sources (i) product revenue, which includes software
license, hardware and royalty revenue, and (ii) services and support revenue which includes software license maintenance,
training, consuiting and hosting arrangements revenue. As described below, significant management judgments and esti-
mates must be made and used in connection with the revenue recognized in any accounting period. Material differences
may resuit in the amount and timing of our revenue for any period if our management made different judgments or
utilized different estimates.

We license our software products on a one and two-year time basis or on a perpetual basis. Our two-year time-based

licenses include the first year of maintenance and support. Qur hosting arrangements require customers to pay a fixed

fee and receive service over a period of time, generally one or two years. Customers do not pay any set up fee.
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We apply the provisions of Statement of Position 97-2, “Software Revenue Recognition] as amended by Statement of
Position 98-9 “Modification of SOP 97-2, Software Revenue Recognition, With Respect to Certain Transactions” to all trans-
actions involving the sale of software products and hardware transactions where the software is not incidental. For hard-
ware transactions where software is not incidental, we do not bifurcate the fee and we do not apply separate accounting
guidance to the hardware and software elements. For hardware transactions where no software is involved we apply the
provisions of Staff Accounting Bulietin 101 “Revenue Recognition” In addition, we apply the provisions of Emerging Issues
Task Force Issue No. 00-03 “Application of AICPA Statement of Position 97-2 to Arrangements that Include the Right to
Use Software Stored on Another Entity's Hardware” to our hosted software service transactions.

We recognize revenue from the sale of software licenses when persuasive evidence of an arrangement exists, the prod-
uct has been delivered, the fee is fixed and determinable and collection of the resulting receivable is reasonably assured.

Delivery generally occurs when product is delivered to a common carrier.

At the time of the transaction, we assess whether the fee associated with our revenue transactions is fixed and deter-
minable and whether or not collection is reasonably assured. We assess whether the fee is fixed and determinable based
on the payment terms associated with the transaction. If a significant portion of a fee is due after our normal payment
terms, which are 30 to 90 days from invoice date, we account for the fee as not being fixed and determinable. In these

cases, we recognize revenue as the fees become due.

We assess collection based on a number of factors, including past transaction history with the customer and the credit-
worthiness of the customer. We do not request collateral from our customers, if we determine that collection of a fee is
not reasonably assured, we defer the fee and recognize revenue at the time collection becomes reasonably assured, which
is generally upon receipt of cash.

For all sales, except those completed over the Internet, we use either a hinding purchase order or signed license agree-
ment as evidence of an arrangement. For sales over the Internet, we use a credit card authorization as evidence of an
arrangement. Sales through our distributors are evidenced by a master agreement governing the relationship together with
binding purchase orders on a transaction by transaction basis.

For arrangements with multiple obligations (for example, undelivered maintenance and support), we allocate revenue to
each component of the arrangement using the residual value method based on the fair value of the undelivered elements,
which is specific to Network Associates. This means that we defer revenue from the arrangement fee equivalent to the
fair value of the undelivered elements. Fair values for the ongoing maintenance and support obligations for both our two
year time based licenses and perpetual licenses are based upon separate sales of renewals to other customers or upon
renewal rates quoted in the contracts. Fair value of services, such as training or consulting, is based upon separate sales

by us of these services to other customers.

Our arrangements do not generaily include acceptance clauses. However, if an arrangement includes an acceptance
provision, acceptance occurs upon the earlier of receipt of a written customer acceptance or expiration of the accept-

ance period.

We recognize revenue for maintenance services ratably over the contract term. Our training and consulting services are
billed based on hourly rates, and we generally recognize revenue as these services are performed. However, at the time
of entering into a transaction, we assess whether or not any services included within the arrangement require us to per-
form significant work either to alter the underlying software or to build additional complex interfaces so that the software
performs as the customer requests. If these services are included as part of an arrangement, we recognize the entire fee
using the percentage of completion method. We estimate the percentage of completion based on our estimate of the total
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costs estimated to complete the project as a percentage of the costs incurred to date and the estimated costs

to complete.

Sales Returns and Other Allowances, Allowance for Doubtful Accounts and Litigation - The preparation of financial state- -
ments requires our management to make estimates and assumptions that affect the reported amount of assets and dis-
closure of contingent assets and liabilities at the date of the financial statements and the reported amounts of revenues
and expenses during the reported period. Specifically, our management must make estimates of potential future product
returns related to current period product revenue. Management analyzes historical returns, current economic trends,
and changes in customer demand and acceptance of our products when evaluating the adequacy of the sales returns and
other aliowances. Significant management judgments and estimates must be made and used in connection with estab-
lishing the sales returns and other allowances in any accounting period. Materia! differences may result in the amount
and timing of our revenue for any period if management made different judgments or utilized different estimates. The pro-
vision for sales returns and other allowances amounted to $125.9 million in 2001. Similarly, our management must make
estimates of the uncoliectability of our accounts receivables. Management specifically analyzes accounts receivable and
analyzes historical bad debts, customer concentrations, customer credit-worthiness, current economic trends and changes
in our customer payment terms when evaluating the adequacy of the allowance for doubtful accounts. Qur accounts receiv-
able balance was $136.4 million, net of allowance for doubtful accounts of $8.4 million as of December 31, 2001.

Management’s current estimated range of liability related to some of the pending litigation is based on claims for which
our management can estimate the amount and range of loss. We have recorded the minimum estimated liability related
to those claims, where there is a range of loss. Because of the uncertainties related to both the amount and range of
loss on the remaining pending litigation, management is unable to make a reasonable estimate of the liability that could
result from an unfavorable outcome. As additional information hecomes available, we will assess the potential liability
related to our pending litigation and revise our estimates. Such revisions in our estimates of the potential liability could
materially impact our results of operation and financial position.

Accounting for Income Taxes —- As part of the process of preparing our consolidated financial statements we are required
to estimate our income taxes in each of the jurisdictions in which we operate. This process involves us estimating our
actual current tax exposure together with assessing temporary differences resuiting from differing treatment of items, such
as deferred revenue, for tax and accounting purposes. These differences result in deferred tax assets and liabilities, which
are included within our consolidated balance sheet. We must then assess the likelihood that our deferred tax assets will
be recovered from future taxable income and to the extent we believe that recovery is not likely, we must establish a val-
uation atlowance. To the extent we establish a valuation atlowance or increase this allowance in a period, we must include
an expense within the tax provision in the statement of operations.

Significant management judgment is required in determining our provision for income taxes, our deferred tax assets and
liabilities and any valuation allowance recorded against our net deferred tax assets. We have recorded a valuation
allowance of $135.6 million as of December 31, 2001, due to uncertainties related to our ability to utilize some of our
deferred tax assets, primarily consisting of certain net operating losses carried forward and foreign tax credits, before they
expire. The valuation allowance is based on our estimates of taxable income by jurisdiction in which we operate and the
period over which our deferred tax assets will be recoverable. In the event that actual resuits differ from these estimates
or we adjust these estimates in future periods we may need to establish an additional valuation allowance which could
materially impact our financial position and results of operations.

The net deferred tax asset as of December 31, 2001 was $200.1 million, net of a valuation allowance of $135.6 miliion.
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Valuation of Long-lived and Intangible Assets and Goodwill — We assess the impairment of identifiable intangibles, long-
lived assets and related goodwill and enterprise leve! goodwill whenever events or changes in circumstances indicate
that the carrying value may not be recoverable. Factors we consider important which could trigger an impairment review
include the following;

significant underperformance relative to expected historical or projected future operating results;

significant changes in the manner of our use of the acquired assets or the strategy for our overall business;
significant negative industry or economic trends;

significant decline in our stock price for a sustained period; and

+ o+ e+

our market capitalization relative 10 net book value.

When we determine that the carrying value of intangibles, tong-lived assets and related goodwill and enterprise level good-
will may not be recoverabie hased upon the existence of one or more of the above indicators of impairment, we measure
any impairment based on a projected discounted cash flow method using a discount rate determined by our management
to be commensurate with the risk inherent in our current business model. Net intangible assets, long-lived assets, and
goodwill amounted to $185.1 million as of December 31, 2001.

In 2002, Statement of Financial Accounting Standards (“SFAS”) No. 142, “Goodwill and Other intangible Assets” became
effective and as a result, we will cease to amortize approximately $156.9 million of goodwill. We had recorded approxi-
mately $51.1 million of amortization on these amounts during 2001 and would have recorded approximately $55.1 mil-
lion of amortization during 2002. In lieu of amortization, we are required to perform an initial impairment review of our
goodwill in 2002 and an annual impairment review thereafter. We expect to complete our initial review during the first quar-
ter of 2002.

We currently do not expect to record an impairment charge upon completion of the initial impairment review. However,
there can be no assurance that at the time the review is completed a material impairment charge will not be recorded*

Determining Functional Currencies for the Purpose of Consolidation —~ We have several foreign subsidiaries which
together account for approximately 35% of our net revenues, 12% of our assets and 12% of our total liabilities as of
December 31, 2001.

In preparing our consolidated financial statements, we are required to translate the financial statements of the foreign
subsidiaries from the currency in which they keep their accounting records, generally the tocal currency, into United States
dollars. This process results in exchange gains and losses which, under the relevant accounting guidance are either
included within the statement of operations or as a separate part of our net equity under the caption “cumulative trans-

lation adjustment?

Under the relevant accounting guidance the treatment of these translation gains or losses is dependent upon our man-
agement’s determination of the functional currency of each subsidiary. The functional currency is determined based
on management judgment and involves consideration of ali relevant economic facts and circumstances affecting the
subsidiary. Generally, the currency in which the subsidiary transacts a majority of its transactions, including billings, financ-
ing, payroll and other expenditures would be considered the functional currency but any dependency upon the
parent and the nature of the subsidiary’s operations must aiso be considered.

If any subsidiary's functional currency is deemed to be the local currency, then any gain or loss associated with the trans-
lation of that subsidiary’s financial statements is included in cumulative translation adjustments. However, if the func-
tional currency is deemed to be the United States dollar then any gain or loss associated with the translation of these
financial statements wouid be included within our statement of operations. If we dispose of any of our subsidiaries, any
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cumulative translation gains or losses would be realized into our statement of operations. If we determine that there has
been a change in the functional currency of a subsidiary to the United States dollar, any translation gains or iosses

arising after the date of change would be included within our statement of operations.

Based on our assessment of the factors discussed above, we consider the relevant subsidiary’s local currency to be the
functional currency for each of our international subsidiaries. Accordingly we had cumulative translation losses of approx-
imately $35.1 million and $34.1 million which were included as part of accumutated other comprehensive loss within our
balance sheet at December 31, 2001 and 2000, respectively. During 2001, 2000 and 1999, translaticn adjustments of
$1.0 million, $24.0 million and $6.8 million, respectively, were included under accumulated other comprehensive foss.
Had we determined that the functional currency of our subsidiaries was the United States dollar, these losses would have
increased our loss for each of the years presented.

The magnitude of these gains or losses is dependent upon movements in the exchange rates of the foreign currencies in
which we transact business against the United States doliar. These currencies include the Japanese Yen, the Euro, the
United Kingdom Pound Sterling and Australian and Canadian dollars. Any future translation gains or losses could be sig-
nificantly higher than those noted in each of these years. In addition, if determine that a change in the functional currency
of one of our subsidiaries has occurred at any point in time we would be required to include any translation gains or losses

from the date of change in our statement of operations.
RECENT ACCOUNTING PRONOUNCEMENTS

In May 2000, the Emerging Issues Task Force (EITF) issued EITF Issue No. 00-14, “Accounting for Certain Sales Incentives?
EITF tssue No. 00-14 addresses the recognition, measurement, and income statement classification for sales incentives
that a vendor voluntarily offers to customers (without charge), which the customer can use in, or exercise as a result of,
a single exchange transaction. Sales incentives that fall within the scope of EITF Issue No. 00-14 include offers that a
customer can use to receive a reduction in the price of a product or service at the point of sale. The EITF agreed to change
the transition date for Issue 00-14, dictating that a company should apply this consensus no later than the company’s
annual or interim financial statements for the periods beginning after December 15, 2001. In June 2001, the EITF issued
EITF Issue No. 00-25, "Vendor Income Statement Characterization of Consideration Paid to a Reseller of the Vendor's
Products; effective for periods beginning after December 15, 2001. EiTF Issue No. 00-25 addresses whether considera-
tion from a vendor to a reseller is (a) an adjustment of the selling prices of the vendor’s products and, therefore, should
be deducted from revenue when recognized in the vendor's statement of operations or (b) a cost incurred by the vendor
for assets or services received from the reseller and, therefore, should be included as a cost or expense when recognized
in the vendor's statement of operations. Upon application of these EiTFs, financia! statements for prior periods
presented for comparative purposes should be reclassified to comply with the income statement display requirements
under these Issues. In September of 2001, the EITF issued EITF Issue No. 01-09, “Accounting for Consideration Given by
Vendor to a Customer or a Reseller of the Vendor’s Products”, which is a codification of EITF Issues No. 00-14,
No. 00-25 and No. 00-22 “Accounting for 'Paints’ and Certain Other Time- or Volume-Based Sales Incentive Offers and
Offers for Free Products or Services to be Delivered in the Future! We are currently assessing the impact of the adoption

of these issues on our financial statements.
In July 2001, the FASB issued SFAS No. 141, “Business Combinations’ SFAS No. 141 requires the purchase method of
accounting for business combinations initiated after June 30, 2001 and eliminates the pooling-of-interests method. We

believe that the adoption of SFAS No. 141 will not have a significant impact on our financial statements.

In July 2001, the FASB issued SFAS No. 142, “Goodwill and Other intangible Assets”, which is effective for fiscal
years beginning after December 15, 2001. SFAS No. 142 requires, among other things, the discontinuance of goodwill
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amortization. In addition, the standard includes provisions upon adoption for the reclassification of certain existing
recognized intangibles as goodwill, reassessment of the useful lives of existing recognized intangivles, reclassification of
certain intangibles out of previously reported goodwill and the testing for impairment of existing goodwill and other
intangibles. Upon adoption of SFAS 142 we will cease to amortize approximately $156.9 million of goodwill, we had
recorded approximately $51.1 million of amortization on these amounts during 2001 and would have recorded approxi-
mately $55.1 million of amortization during 2002. In addition we will be required to perform an impairment review of
our goodwill balance upon the initial adoption of SFAS No. 142. The impairment review will involve a two-step process
as follows:

+  Step 1—We will compare the fair value of our reporting units to the carrying value, including goodwill of each of those
units. For each reporting unit where the carrying value, including goodwill, exceeds the unit’s fair value, we will move
on to step 2. If a unit's fair value exceeds the carrying value, no further work is performed and no impairment charge
is necessary.

+  Step 2—We will perform an allocation of the fair vatue of the reporting unit to its identifiable tangible and non-goodwill
intangible assets and liabilities. This will derive an implied fair value for the reporting unit’s goodwill. We wil! then
compare the implied fair value of the reporting unit's goodwill with the carrying amount of reporting unit's goodwill.
If the carrying amount of the reporting unit’s goodwill is greater than the implied fair value of its goodwill, an impair-
ment loss must be recognized for the excess.

We expect to complete this review during the first quarter of 2002. We do not expect to record an impairment charge upon
completion of the initial review. However, there can be no assurance that at the time the review is completed a

material impairment charge may not be recorded.

In October 2001, the FASB issued SFAS No. 144, “Accounting for the Impairment or Disposal of Long-Lived Assets? SFAS
No. 144 addresses significant issues relating to the implementation of SFAS No. 121, “Accounting for the impairment of
Long-Lived Assets and for Long-Lived Assets to Be Disposed Of, and develops a single accounting method under which
long-lived assets that are to be disposed of by sale are measured at the lower of book value or fair value less cost to
sell. Additionally, SFAS No. 144 expands the scope of discontinued operations to include all components of an entity with
operations that (1) can be distinguished from the rest of the entity and (2) will be eliminated from the ongoing operations
of the entity in a disposal transaction. SFAS No. 144 is effective for financial statements issued for fiscal years
beginning after December 15, 2001 and its provisions are to be applied prospectively. We are currently assessing the
impact of SFAS No. 144 on our financial position and results of operations.

LIQUIDITY AND CAPITAL RESOURCES

At December 31, 2001, we had $612.8 million in cash and cash equivalents and $330.1 million in marketable securities,
for a combined total of $942.9 million.

Net cash provided by (used in) operating activities was $145.7 million, $26.7 million and $(18.1) million in 2001, 2000
and 1999, respectively.

Net cash provided by operating activities in 2001 resulted primarily from net income before non-cash charges and minor-
ity interest. Non-cash charges include depreciation, amortization, provision for doubtful accounts, interest on our zero
coupon convertible debentures, stock-based compensation charges, write-down of our strategic investments, net gains on
investments and extraordinary items. After excluding the effects of non-cash charges, our net income was approximately
$66.5 million during 2001. Additional cash was generated from an increase of $96.4 million in our deferred revenue bal-
ance which results from deferral, in accordance with our revenue recognition policy, of a portion of fees received from our

customers. This increase was partially offset by an increase in our other net working capital balances, primarily an increase




MANAGEMENT'S 45
DISCUSSION AND ANALYSIS

OF FINANCIAL CONDITION

AND RESULTS OF

OPERATIONS

in our accounts receivable of $18.9 million in 2001 offset by an increase in our accounts payable and accrued liabilities
balance of $12.5 million.

Net cash provided by operating activities in 2000 resulted primarily from increases in our deferred revenue resulting from
the deferral of a portion of fees received from our customers in our sales arrangements. Before noncash charges, our
net loss was $1.6 million during 2000.

Net cash used in operating activities in 1999 resuited primarily from decrease in deferred revenue and changes in deferred
tax assets which was partly offset by a decrease in our other net working capital generated by a combined reduction of
accounts receivable and increase in accounts payable. Before non-cash charges, our cash basis net loss was $5.1 mil-
lion during 2000.

Our accounts receivable balance as a percentage of sales may increase due to our increased emphasis on large accounts
and expanding international sales, both of which typically have longer payment terms. Additionally, our receivable collec-
tion has become more dependent on the longer payment cycle for VARs, distributors and system integrators. To address
this increase in accounts receivable and to improve cash flow, we may from time to time take actions to encourage ear-
lier payment of receivables or sell receivables. During 1999, 2000 and 2001, we sold receivables aggregating approxi-
mately $48 million, $12.7 million and zero, respectively. These receivables were sold at a customary discount of up to
3.5% of face amount without recourse to us. The discounts were recorded as an operating expense. As of December 31,
1999 and 2000, no receivables sold in 1999 and 2000, as applicable, remained outstanding. To the extent that our
accounts receivable balance increases, we will be subject to greater credit risk with respect thereto.

Net cash provided by (used in) investing activities was $20.8 million, $10.4 million and $(173.8) million in 2001, 2000
and 1999, respectively, primarily reflecting transactions in marketable securities and additions to fixed assets. fn 2001,
the activity in the portfolio of our investment in marketable securities generated net cash proceeds of $76.1 million. This
proceeds were offset by our purchase of shares of our Japanese subsidiary owned by minority stockholders for
$10.6 million and by our purchases of fixed assets and technologies totaling $43.7 miilion. In 2000, we obtained cash
proceeds of $36.8 million and $11.9 million from the sale of our shares in Goto.com and the sale of less than 5% of our
shares in our Japanese subsidiary, respectively. Our disbursements related to purchases of fixed assets, technologies
and other investments for a total of $88.1 million were partly offset by net cash proceeds of $51.9 million from the

activity in our investment portfolio.

Net cash provided by financing activities in 2001 amounted to $158.9 million, primarily consisting of issuance of con-
vertible notes for $335.1 miilion, as well as issuance of common stock under our stock option plan and employee stock
purchase plan for $51.1 miltion. In addition, as described below, we settled all outstanding put options for a payment of
approximately $53.8 miltion in February 2001. These proceeds were offset by our repurchase of zero coupon convertible
debentures for $173.7 million. Net cash used in financing activities was $39.4 million in 2000 consisting primarily of
the repurchase of our common stock which represented approximately $100.4 million. The repurchases of our common
stock were slightly offset by proceeds associated with the exercise of our stock options and employee stock purchase
plan including the sale of put options, for a total of $60.4 million. Net cash provided by financing activities was
$96.6 million in 1999 consisting primarily of the proceeds from McAfee.com’s initial public offering for $78.9 million as
well as proceeds associated with the exercise of our stock options and sale of put options, for a total of $33.2 million.
These proceeds were offset by the disbursements we made to purchase back some of our common stock and repay
notes payable.
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During 2001, a significant portion of our cash inflows were generated by our operations. Because our operating results
may fluctuate significantly, as a result of decrease in customer demand or decrease in the acceptance of our future

products, our ability to generate positive cash flow from operations may be jeopardized.

Future payments due under debt and lease obligations as of December 31 {in thousands):

5.25%

Zero Coupon Convertible Non

Convertible Subordinated Cancelable

Debentures due Notes due Operating
20181 200612 Leases Total
2002 $ — $ — $ 20,550 $ 20,550
2003 246,501 — 14,924 261,425
2004 — —_ 12,673 12,673
2005 - - 11,802 11,802
2006 — 345,000 10,296 355,296
2007 and thereafter — — 61,606 61,606

$246,501 $345,000 $131,851 $723,352

(1

As discussed below, in February 2003, we may be required to use a sigpificant portion of our cash balance to redeem our outstanding zero coupon deben-
tures. The redemption value corresponds to the aggregate face value outstanding of $488.5 million less the refated unamortized discount of $252.0 miliion
on February 13, 2003.

{2) In 2002, 2003, 2004, 2005 and 2006, we will make interest payments of $18.1 million,

We believe that our available cash and anticipated cash flow from operations will be sufficient to fund our working
capital and capital expenditure requirements for at least the next twelve months?*

CONVERTIBLE DEBT

On February 13, 1998, we issued zero coupon convertible subordinated debentures due 2018, which have an aggregate
face amount at maturity of $885.5 million and generated net proceeds to us of approximately $337.6 million (after deduct-
ing fees and expenses). The initial price for the debentures was $391.06 per $1,000 of principal amount at maturity. At
the option of the holder, we are required to redeem the debentures as of February 13, 2003, February 13, 2008 and
February 13, 2013 at purchase prices equal 10 the initial issue price plus the accretion of the discount on the debentures
to such dates {or $494.52, $625.35 and $790.79 per $1,000 of principal amount at maturity, respectively). In the case
of such a required redemption, at our option, we may pay the aggregate redemption price in cash, shares of our common
stock or a combination of cash and common stock. The number of shares of common stock so issued by us would be
based on the fair value of our common stock at the time of any required redemption. On the same dates and at the same
redemption prices, we may at our option redeem the outstanding debentures for cash. The debentures may also be
redeemed at the option of the holder if there is a Fundamental Change (as defined in the refated indenture) at a price
equal to the issue price plus the accretion of the discount on the debenture to the date of redemption, subject to adjust-
ment. The accretion of the discount on the debentures is calculated using the effective interest method.

During 2001, we redeemed zero coupon convertible subordinated debentures, which had an aggregate face amount
at maturity of $387.0 million, at a net price of $173.7 million, which was financed from the Company’s investment
portfolio. In connection with the redemption, we recognized an extraordinary gain of approximately $1.7 million, net of
approximately $1.2 million in taxes. If and when appropriate opportunities present themselves, we may use a portion

of our cash balances to buy back additional amounts of our zero coupon convertible subordinated debentures*
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As of December 31, 2001, our aggregate cash, cash equivalents and marketable securities were approximately
$943.0 miflion, including $102.5 miition hetd by McAfee.com. Assuming that as of February 13, 2003 afl currently
outstanding zero coupon convertible subordinated debentures are redeemed, the aggregate redemption price would equal
approximately $246.5 million.

On August 17, 2001, we issued 5.25% convertible subordinated notes due 2006 with an aggregate principal amount
of $345.0 million. The issuance generated net proceeds to us of approximately $335.1 million (after deducting fees
and expenses). The notes mature on August 15, 2006, unless earlier redeemed by us at our option or converted at the
holder’s option. Interest is payable semi-annually in cash in arrears on February 15 and August 15 of each year,
commencing February 15, 2002. At the option of the holder, the notes may be converted into our common stock at any
time, unless previously redeemed, at a conversion price of $18.07 per share. We may redeem all or a portion of the notes
for cash at any time on or after August 20, 2004 at a redemption price of 101.3125% of the principal amount between
August 20, 2004 and August 14, 2005 and 100.0% of the principal amount after August 14, 2005, The notes are
unsecured and are subordinated to all of our existing and future Senior Indebtedness (as defined in the related indenture)
and are pari passu with respect to the zero coupon subordinated debentures due 2018.

DERIVATIVES

We conduct our operations globally. Consequently the results of our operations are exposed to movements in foreign cur-
rency exchange rates. We enter into forward exchange contracts to reduce exposures associated with nonfunctional
currency accounts receivable and accounts payable denominated in Euros, Canadian and Australian dollars and several
European currencies. The forward contracts range from one to three months in original maturity. in general, we do not
hedge anticipated foreign currency cash flows nor do we enter into forward contracts for trading purposes. We do not use
any derivatives for trading or speculative purposes.

The forward contracts do not qualify for hedge accounting and accordingly are marked to market at the end of each report-
ing period with any unrealized gain or loss being recognized in the statement of operations.

The forward contracts outstanding and their fair values are presented below‘as of December 31 ({in thousands):

Fair Carrying
Value Value
2001
Australian Dollar $ 5 $ 5
Canadian Dollar 7
Other European Currencies 20 90
2000
Australian Dollar $ (8) $ (8)
Canadian Dollar 27 27
Euro (50) (50)
Other European Currencies (1) (1)
’ $(32) $32)

The carrying value is based on the fair value of the underlying contracts based on quoted market values.
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Net realized gains and losses arising from settlement of our forward foreign exchange contracts were not significant in
2001, 2000, and 1999.

STOCK REPURCHASE PROGRAM

In May 1999, our board of directors authorized the repurchase of up to $100.0 million of ocur common stock in the open
market. In July 2000, our board of directors authorized the repurchase of up to an additional $50.0 million of common
stock in the open market. Through December 31, 2000, we repurchased 5.0 million shares of our common stock
bringing total cash outlay to date to approximately $112.9 million. The timing and size of any future stock repurchases
are subject to market conditions, stock prices, cash position and other cash requirements. Such repurchases are intended
to cover our issuances under the Employee Stock Purchase Plan (ESPP), the 1997 Plan, and issuances related to poten-
tial mergers and acquisitions.

On August 2, 1999, February 16, 2000 and May 31, 2000, we sold “European style” put options for 3.0 million shares
of our common stock as part of our stock repurchase plan. On August 3, 2000, put options sold on August 2, 1999 for
1.0 million shares were exercised in our stock. In February 2001, we settled the remaining put options, which resulted in
the purchase of 2.0 miliion shares of our stock for approximately $53.8 miliion. We do not currentiy expect to make any
further repurchases of our common stock under this stock repurchase program*

EURO
I

On January 1, 1999, the “Euro” was introduced. On that day, the exchange ratios of the currencies of the eleven coun-
tries participating in the first phase of the European Economic and Monetary Union were fixed. The Euro became a cur-
rency in its own right and the currencies of the participating countries, while continuing to exist for a three-year transition
period, are now fixed denominations of the Euro. The conversion to the Euro will have significant effects on the foreign
exchange markets and bond markets and is requiring significant changes in the operations and systems within the
European banking industry. Our information system is designed to accommodate multi-currency environments. As a result,

we have the flexibility to transact business with vendors and customers in either Euro or traditional national currency units.

FINANCIAL RISH MANAGEMENT

The following discussion about our risk management activities inciudes “forward-looking statements” that involve risks

and uncertainties. Actual results could differ materially from those projected in the forward-looking statements.

As a global concern, we face exposure to adverse movements in foreign currency exchange rates. These exposures may
change over time as business practices evolve and could have a material adverse impact on our financial results. Our
primary exposures related to non U.S. dollar-dencminated sales and operating expenses in Japan, Canada, Australia,
Europe, Latin America, and Asia. At the present time, we hedge only those currency exposures associated with certain
assets and liabilities denominated in nonfunctional currencies and do not generally hedge anticipated foreign currency
cash flows. Our hedging activity is intended to offset the impact of currency fluctuations on certain nonfunctional cur-
rency assets and liabilities. The success of this activity depends upon estimates of transaction activity denominated in
various currencies, primarily the Japanese Yen, Canadian dollar, Australian dollar, the Euro and certain European curren-
cies. To the extent that these estimates are overstated or understated during periods of currency volatility, we could
experience unanticipated currency gains or losses.
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We maintain investment portfolio holdings of various issuers, types and maturities. These securities are classified as avail-
able-for-sale, and consequently are recorded on the balance sheet at fair value with unrealized gains and losses reported
as a separate component of accumulated other comprehensive income {Joss). These securities are not leveraged and are

held for purposes other than trading.

We also maintain minority investments in private and publicly traded companies. These investments are reviewed for other
than temporary declines in value on a quarterly basis. Reasons for other than temporary deciines in value include whether
the related company would have insufficient cash flow to operate for the next twelve months, significant changes in the
operating performance or operating model and changes in market conditions. As of December 31, 2001, the minority ven-
ture investments we continue to hold totaled $2.4 million at estimated fair value. The $2.4 million in minority venture
investments include investments in public and private companies, amounting to $2.2 million and $200,000, respectively.
During 2001, we recorded a $20.6 million impairment charge in connection with these investments.

The following tables present the hypothetical changes in fair values in the securities held at December 31, 2001 that are
sensitive to the changes in interest rates. The modeling technique used measures the change in fair vaiues arising from
hypothetical parallel shifts in the yield curve of plus or minus 50 basis points (BPS), 100 BPS and 150 BPS over six and
twelve-month time horizons. Beginning fair values represent the market principal plus accrued interest and dividends at
December 31, 2001. Ending fair values are the market principal plus accrued interest, dividends and reinvestment income
at six and twelve month time horizons.

The following table estimates the fair value of the portfofio at a six-month time horizon (in millions):

Valuation of Securities Vatuation of Securities
Glven-an Interest Rate No Given an Interest Rate
Decrease of X Basis Points Change in Increase of X Basis Points
Interest
150 BPS 100 BPS 50 BPS Rate 50 BPS 100 BPS 150 BPS
ISSUER
U.S. Government notes and bonds $215.55 $214.69 $213.79 $212.90 $211.99 $211.08 $210.18
Municipal notes and bonds 12.21 12.21 12.21 12.21 12.21 12.21 12.21
Corporate notes, bonds and
preferreds 607.47 607.16 606.79 606.43 605.67 605.67 605.71

Tota! $835.23 $834.06 $832.79 $831.54 $829.87 $828.96 $828.10
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The following table estimates the fair value of the portfolio at a twelve-month time hotizon (in millions):

ISSUER
U.S. Government notes and bonds
Municipal notes and bonds
Corporate notes, bonds and
preferreds
Total

Valuation of Securities
Given an Interest Rate

No

Valuation of Securities
Given an Interest Rate

QUARTERLY OPERATING RESULTS (UNAUDITED)

Three Months Ended

{in thousands, except per share data)

STATEMENT OF OPERATIONS

AND OTHER DATA

Net revenues

Gross margin

Income (loss) from
operations

Income (loss) before
provision for income
taxes, minority
interest and
extraordinary item

income (loss) before
extraordinary item

Extraordinary item, gain
on redemption of
debt, net of taxes

Net income (loss)

Extraordinary item per
share $

Dituted earnings (loss)
per share $

Shares used in per
share calculation—
diluted

Dec. 31,
2001

14,700

13,198

(5,513)

654

(4,859)

— 3

(0.03) $

Decrease of X Basis Points Change in increase of X Basis Points

Interest
150 BPS 100 BPS 50 BPS Rate 50 BPS 100 BPS 150 BPS
$218.11 $217.50 $216.86 $216.21 $215.56 $214.91 $214.25
12.28 12.29 12.30 12.30 12.31 12.31 12.32
608.52 608.34 608.11 607.88 607.38 607.42 607.45
$838.91 $838.13 $837.27 $836.39 $835.25 $834.64 $834.02

;

Sep. 30, Jun. 30, Mar. 31, Dec. 31, Sep. 30, Jun. 30, Mar, 31,
2001 2001 2001 2000 2000 2000 2000
$259,183 $209,042 $195,914 $170,339 $ 58,827 $238,737 $233,672 $214,456
219,865 166,623 156,260 133,652 14,073 198,711 194,770 181,443
(8,841) (27,960) (59,865) (187,301) 10,720 16,147 8,467
(8,148) (37,930) (58,503) (189,763) 16,456 22,114 53,442
(12,328) (37,179) (47,361) (147,224) 4,079 11,399 29,025
1,077 — — - — — —
(11,251} (37,479) (47,361) (147,224} 4,079 11,399 29,025
0.01 $ — $ — $ — 3 — $ —$ —
(0.08)% (0.27)$ (035 $ (107$ 003 3% 0.08 $ 0.21
139,616 137,750 136,879 137,140 137,857 140,989 142,238 144,372
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We believe that period-to-period comparisons of our financial results should not be retied upon as an indication of future
performance. For exampie, in the fourth quarter of 2000, our revenue decreased 75% from the prior quarter due to some
of our distribution partners' business decision to reduce their inventory levels by not replenishing their inventory and
requesting returns over and above their contractual rights.

Our revenues and results of operations have been subject to significant fluctuations, particularly on a quarterly basis, and
our revenues and resulits of operations could fluctuate significantly quarter to quarter and year to year. Causes of such
fluctuations may include the volume and timing of new orders and renewals, the sales cycle for our products, the intro-
duction of new products, return rates, inventory levels, product upgrades or updates by us or our competitors, changes in
product mix, changes in product prices and pricing models, seasonality, trends in the computer industry, general economic
conditions {such as the recent economic slowdown), extraordinary events such as acquisitions or litigation and the occur-

rence of unexpected events.

Significant guarterly fluctuations in revenues will cause significant fluctuations in our cash flows and the cash and cash
equivaients, accounts receivable and deferred revenue accounts on our balance sheet. In addition, the operating resuits
of many software companies reflect seasonal trends, and our business, financial condition and resuits of operationsj may
be affected by such trends in the future. These trends may include higher net revenue in the fourth quarter as many cus-
tomers complete annual budgetary cycles, and lower net revenue in the summer months when many businesses experi-
ence lower sales, particularly in the European market.




REPORT OF INDEPENDENT ACCOUNTANTS 52

TO THE BOARD OF DIRECTORS AND STOCKHOLDERS OF
NETWORKS ASSOCIATES, INC.:

In our opinion, the accompanying consolidated financial statements present fairly, in all material respects, the financial
position of Networks Associates, inc. and its subsidiaries at December 31, 2001 and 2000, and the results of their oper-
ations and their cash flows for each of the three years in the period ended December 31, 2001 in conformity with account-
ing principles generally accepted in the United States of America. These financial statements are the responsibility of the
Company’s management; our responsibility is to express an opinion on these financial statements based on our audits.
We conducted our audits of these statements in accordance with auditing standards generally accepted in the United
States of America, which require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit inciudes examining, on a test basis, evidence support-
ing the amounts and disclosures in the financial statements, assessing the accounting principles used and significant
estimates made by management, and evaluating the overall financial statement presentation. We believe that our audits
provide a reasonable basis for our opinion.

PhégartitoatsCospord L 4P

San Jose, California
January 17, 2002




CONSOLIDATED 53
BALANCE
SHEETS

December 31 2001 2000

{in thousands, except share and per share data)

ASSETS
Current assets:
Cash and cash equivalents $ 612,832 $ 275,539
Short-term marketable securities 135,761 85,721
Accounts receivable, net of allowance for doubtful accounts of $8,394 and
$15,332, respectively 136,366 122,315
Prepaid expenses, income taxes and other current assets 54,959 50,346
Deferred taxes 142,869 86,771
Total current assets 1,082,787 620,692
Long-term marketable securities 194,357 332,893
Fixed assets, net 64,040 75,499
Land 4,414 —_
Deferred taxes 77,627 113,489
intangible assets 185,054 220,255
Other assets 18,853 22,020
Total assets $1,627,132 $1,384,848
LIABILITIES
Current liabilities:
Accounts payable $ 26,368 $ 46,816
Accrued liabilities 264,618 225,317
Deferred revenue ) 250,048 151,566
Total current liabilities 541,034 423,699
Deferred taxes 20,445 7,971
Deferred revenue, less current portion 24,312 26,592
Convertible debentures 578,850 396,336
Other long term liabilities 393 532
Total liabilities 1,165,034 855,130
Commitments and contingencies {Notes 8 and 16)
Minority interest 17,311 11,067

STOCKHOLDERS' EQUITY
Preferred stock, $0.01 par value:
Authorized: 5,000,000 shares; Issued and outstanding: none in 2001 and
none in 2000 — —
Common stock, $0.01 par value:
Authorized: 300,000,000 shares; Issued: 140,699,222 shares in 2001 and
139,328,528 shares in 2000; Qutstanding:140,699,222 shares in 2001

and 138,089,775 shares in 2000 1,406 1,381
Treasury stock, at cost: no shares in 2001 and 1,238,753 shares in 2000 — (23,1886)
Additional paid-in capital 742,315 685,423
Accumulated other comprehensive loss (30,345) (31,266)
Retained earnings (accumulated deficit) (268,589) (113,701)

Total stockholders’ equity 444,787 518,651
Total liabilities, minority interest and stockholders’ equity $1,627,132 $1,384,848

The accompanying notes are an integral part of these consolidated financial statements.
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STATEMENTS OF

OPERATIONS AND
COMPREHENSIVE INCOME (LOSS)

Years Ended December 31

(in thousands, except per share data)

Net revenue:
Product
Services and support
Total revenue
Cost of net revenue:
Product
Services and support
Total cost of net revenue
Operating costs and expenses;
Research and development®
Marketing and sales®?
General and administrative!®
Provision for doubtful accounts, net
Amortization of intangibles
Acquisition, restructuring and other related costs®
Total operating costs and expenses
Loss from operations
Interest and other income
Interest expense
Gain (loss) on investments, net
Write down of strategic and other investments
Loss before provision for income taxes, minority interest
and extraordinary item
Provision for income taxes
Net loss before minority interest and extraordinary item
Minority interest in loss of consolidated subsidiaries
Loss before extraordinary item
Extraordinary item, gain on redemption of debt, net of taxes
Net loss
Othervcomprehensive income (loss):
Unrealized gain (loss) on marketable securities and investments
Foreign currency translation loss
Comprehensive loss
Basic and Diluted net loss per share;
Loss before extraordinary item
Extraordinary item, gain on redemption of debt, net of taxes

Net (loss) per share—basic and diluted

Shares used in per share calculation—basic and diluted

54
2001 2000 1999

$ 557,042 $505914  $ 474,007
277,436 239,778 209,571
834,478 745,692 83,668
103,052 114,394 88,729
55,026 42,301 42,094
158,078 156,695 130,823
146,701 173,468 152,728
435,261 400,863 370,086
109,946 84,567 83,753

' (1,473) 15,784 44,809
64,110 66,282 58,400
3,821 — (18,732)
758,366 740,964 691,044
(81,966) (151,967) (138,199)
28,631 42,024 30,678
(24,697) (18,169) (17,332)
7,280 40,361 (6,145)
{20,631) (10,000) —
(91,383) (97,751)  (130,998)
11,409 9,924 29,243
(102,792)  (107,675)  (160,241)
411 4,954 340
(102,381)  (102,721)  (159,901)
1,731 — -
$(100,650)  $(102,721) $(159,901)
$ 1950 $ 2654 $ (1,610
(1,029) (23,963) (6,813)

$ (99,729)  $(124,030) $(168,324)
$ (074 $ (0.74) $ (115
0.01 — —

$ (073 $ (074 $ (1.15)
137,847 138,072 138,695

{1) Includes stock-based compensation charge of $4,604, $1,894 and $4,515 in 2001, 2000 and 1999, respectively.
(2) Inciudes stock-based compensation charge of $10,354, $4,570 and $7,162 in 2001, 2000 and 1999, respectively.
(3) Includes stock-based compensation charge of $9,235, $2,250 and $3,893 in 2001, 2000 and 1999, respectively.
{4) Includes stock-based compensation charge of $519, $0 and $0 in 2001, 2000 and 1999, respectively.

The accompanying notes are an integrai part of these consolidated financial statements.
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STATEMENTS OF

STOCKHOLDERS'

EQuITY

Accumulated Retained
Common Stock Additional Other Earnings Total
Treasury Paigin  Comprehensive {Accumuiated Stockholders
Shares Amount Stock Stock Loss Deficit) Equity
(in thousands} . ‘ o
BALANCES, DECEMBER 31, 1998 137,423 $1,371  § —  $527,862 $ {1,534) $195139 $722,838
Issuance of common stock upon exercise of stock options 1,196 12 1,414 17,348 — (360) 18,414
Issuance of common stock upon exercise of stock options
by McAfee.com — — — 123 — — 123
Issuance of common stock from Employee Stock Purchase Plan 578 6 — 8,929 — — 8,935
Repurchase of common stock ‘ (685) (7) (12,437) — — — (12,444
FSA conversion of preferred stock to common stock 438 4 — — — — 4
Exercise of warrants 85 1 — 458 — — 459
Proceeds from sale of put options — — — 5,250 — — 5,250
Compensation charge due to repricing of stock options and
McAfee.com options — — — 15,570 — — 15,570
Issuance of stock by consolidated subsidiary — — — 78,945 — — 78,845
Minority Interest — — — (9,664) — — (9,664
Foreign currency translation — — — — (6,813) — (6,813
Unrealized loss on investments — — — — {1,610) - (1,610
Net loss " — — — - —  (159,901) (159,901
BALANCES, DECEMBER 31, 1999 138,735 1,387 (11,023) 644,821 (9,957) 34,878 660,108
Issuance of common stock upon exercise of stock options 3,036 30 72,054 — — {39,788) 32,296
Issuance of common stock upon exercise of stock options
by McAfee.com — — — 3,461 — — 3,461
Issuance of common stock from Employee Stock Purchase Plan 666 7 16,156 1,322 — (6,070) 11,415
Repurchase of common stock {4,347y (43) (100,373) — — — {100,416
Proceeds from sale of put options — — — 13,890 — — 13,880
Compensation charge due to repricing of stock options and
McAfee.com options - — — 8,714 — — 8,714
Issuance of stock by consolidated subsidiary - — — 19,600 — — 19,600
Minority interest — — — (6,385) —_ — (6,385
Foreign currency translation — — — —_ (23,963) — (23,963
Unrealized gain on investments — - — —_ 2,654 — 2,654
Net loss — — — — — (102,721) (102,721
BALANCES, DECEMBER 31, 2000 138,090 1,381 (23,186) 685,423 (31,266)  (113,701) 518,651
lssuénce of common stock upon exercise of stock options 3,233 13 41,575 15,482 — (27,626) 29,444
Issuance of common stock upon exercise of stock options
by McAfee.com — — — 12,107 — — 12,107
Issuance of common stock from Employee Stock Purchase Plan 1,376 12 35,411 705 — (26,612) 9,516
Repurchase of common stock (2,000) — (53,800) — — — (53,800
Compensation charge due to repricing of stock options —_ — — 24,712 — — 24,712
Tax benefit from exercise of nonqualified stock options — — — 5,389 —_ — 5,389
Issuance of stock by consolidated subsidiary —_ — — 5,523 — — 5,523
Minority interest — — — (7,026) — — (7,026
Foreign currency translation — — — — (1,029) — (1,029
Unrealized gain on investments — — — — 1,950 — 1,950
Net loss — — — — — (100,650) (100,650
BALANCES, DECEMBER 31, 2001 140,699 $1,406 $ — $742,315 $(30,345) $(268,589) $ 444,787

The accompanying notes are an inlegral part of these consolidated financial statements.
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STATEMENTS OF
CASH FLOWS

Years Ended December 31 . 2001 2000 1999

(In thousands)

Cash flows from operating activities:

Net ioss : $(100,650)  $(102,721) $(159,901)
Adjustments to reconcile net loss to net cash provided by (used in} operating activities:
Depreciation and amortization ) 108,054 90,096 81,492
Provision for doubtful accounts, net / {1,473) 15,784 44,809
Impairment of goodwill — 3,639 —
Impairment of strategic investments 20,631 10,000 —
Non-cash interest on debt 24,697 18,169 17,332
Stock-based compensation 24,712 8,714 15,570
Deferred taxes (15,971) (31,016) (71,444)
Net realized (gain) loss on investments {7,280) 137 6,145
Gain on the sale of Goto.com investment - (28,551) —
Gain on the sale of Network Associates Japan investment — (11,947) —
Minority interest (411) (4,954) (340)
Extraordinary item—gain on redemption of debt, net of taxes (1,731) — —
Tax benefit from exercise of nonqualified stock options 5,389 — —
Changes in assets and fiabilities:
Accounts receivable (18,901) 30,522 41,329
Prepaid expenses, income taxes and other current assets (310) (11,723) 22,650
Accounts payable and accrued liabilities 12,539 10,432 23,635
Deferred revenue 96,411 30,081 (39,357}
Net cash provided by (used in) operating activities 145,706 26,672 {18,080)
Cash flows from investing activities:
Purchase of marketable securities (678,093) (510,247) (393,363)
Sale of marketable securities 754,182 562,132 233,499
Purchase of acquired technology (12,250) (12,500) —
Purchase of other investments — {21,650) —
Purchase of fixed assets (31,493) (54,031) (20,458}
Proceeds from sale of Goto.com investment — 36,750 —_
Proceeds from sale of fixed assets — — 6,518
Proceeds from sale of shares of Network Associates Japan — 11,947 —
Purchase of shares of Network Associates Japan (10,655) — —_
Acquisition by subsidiary, net of cash acquired (916) (1,958) —
Net cash provided by (used in} investing activities 20,775 10,443 (173,804)
Cash flows from financing activities:
Repayment of notes payable — (367) (3,085)
issuance of common stock under stock option, purchase plans and warrants 51,067 47,172 27,931
Proceeds from sale of put options ) e 13,890 5,250
Repurchase of common stock (53,800) (100,416) (12,444)
Proceeds of McAfee.com initial public offering, net — — 78,945
Change in minority interest and other 264 318 —_
Issuance of convertible debentures, net of issuance costs 335,081 — —
Repurchase of convertible debentures (173,708)
Net cash provided by (used in) financing activities 158,304 (39,403) 96,597
Effect of exchange rate changes on cash and cash equivalents 11,308 (38,957) (6,828)
Net increase (decrease) in cash and cash equivalents 337,293 (41,245) {102,115)
Cash and cash equivalents at beginning of year 275,539 316,784 418,899
Cash and cash equivalents at end of year $ 612,832 $ 275,539 $ 316,784
Non cash investing activities:
Unrealized gain (loss) on marketable investments $ 1,950 $ 2654 $ (1,610)
Conversion of FSA preferred stock into common stock $ — 3 — 459
McAfee.com stock issued in acquisitions $ 5,523 $ 19,600 $ —_
Supplementat disclosure of cash flow information:
Cash paid during the year for income taxes $ 8,844 $ 47,541 $ 32,318

The accompanying notes are an integrat part of these consolidated financial statements.
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TO CONSOLIDATED
FINANCIAL STATEMENTS

1. ORGANIZATION AND BUSINESS

Networks Associates, Inc. and its majority owned subsidiaries (the “Company”) develop, market, distribute and support
network security and network management software products. The Company's markets are worldwide and inciude corpo-
rate, governmental, institutional users, and individuals as well as resellers and distributors. International_ sales and
support are provided by subsidiaries in principally Eurcpean and Asian markets and through independent agents and dis-

tributors elsewhere.
2. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

Basis of Presentation — The accompanying consolidated financial statements include the accounts of the Company and
majority owned subsidiaries, including McAfee.com. All intercompany accounts and transactions have been eliminated.
Subsidiaries may enter into contractual arrangements that may restrict their ability to make dividend payments or loans
and advances to Networks Associates, the parent company.

Certain reclassifications have been made to the prior year's financial statements to conform to the current year's

presentation. These reclassifications had no effect on the prior year’s stockholders’ equity or results of operations.

Minority Interest — Minority interest in {income) loss of consolidated subsidiaries represents the minority stockholders’
share of the income or loss of various consolidated subsidiaries. The minority interest in the consolidated balance
sheets reflect the original investment by these minority stockholders in these consolidated subsidiaries, along with their
proportional share of the accumulated earnings or losses, together with their share of any capital transactions, such as
stock issuances.

Use of Estimates - The preparation of financial statements in conformity with generally accepted accounting principles
in the United States of America requires management to make estimates and assumptions that affect the reported
amount of assets and disclosure of contingent assets and liabilities at the date of the financial statements and the
reported amounts of revenues and expenses during the reported period. Significant estimates include those required in
the valuation of intangible assets acquired in purchase combinations, allowances for doubtful accounts, sales returns and
allowances, vendor specific objective evidence of the fair value of the various elements of the Company’'s multi-
ple element software transactions and valuation allowances for deferred tax assets. Actual results could differ from
those estimates.

Certain Risks and Concentrations — The Company’s revenues are derived from the license of its software products. The
markets in which the Company competes are highly competitive and rapidly changing. Significant technologicai changes,
changes in customer requirements, or the emergence of competitive products with new capabilities or technologies could
adversely affect operating resuits. The Company has historically derived a majority of its net revenues from the antivirus
software products and network fault and performance management products. These products are expected to continue
to account for a significant portion of net revenue for the foreseeable future. As a result of this revenue concentration,
the Company’s business could be harmed by a decline in demand for, or in the prices of, these products as a result
of, among other factors, any change in pricing model, a maturation in the markets for these products, increased price com-
petition or a failure by the Company to keep up with technological change.

The Company sells a significant amount of its products through intermediaries such as distributors. The Company’s top

ten distributors typically represent approximately 37% to 42% of net revenue in any quarter. Our largest distributor, Ingram
Micro, Inc., accounted for approximately 27% of net revenue for the year ended December 31, 2001.
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The Company's distributor agreements may be terminated by either party without cause. If one of the Company’s signifi-
cant distributors terminates its distribution agreement, the Company couid experieﬁce a significant interruption in the dis-
tribution of its products.

The Company’s distributors may sell other vendor’s products that are complementary to, or compete with, its products.
While the Company encourages its distributors to focus on the Company’s products through market and support programs,
these distributors may give greater priority to products of other suppliers, including competitors.

Some of the Company's distributors may experience financial difficuities, which could adversely impact collection of
accounts receivable. The Company regularly reviews the collectibility and credit-worthiness of its distributors to determine
an appropriate allowance for doubtful accounts. The Company's bad debt allowance was approximately $8.4 million at
December 31, 2001 and $15.3 million at December 31, 2000. In 1999, one large European distributor, CHS, entered
bankruptcy requiring the Company to record a related accounts receivable write-off of approximately $28.7 miltion. Also
in 1999, Pinacor, a U.3. distributor, entered bankruptcy requiring the Company to record a related accounts receivable
write-off of approximately $6.0 million. The Company’s uncollectable accounts could exceed our current or future allowances.

The Company has significant accounts receivable from several major distributors and from customers across a broad demo-
graphic base. The Company performs ongoing credit evaluations of its customers and maintains allowances for doubtful
accounts. The Company does not request collateral from any of its customers prior to granting credit.

The Company maintains the majority of cash balances and all of its shortterm investments with eight financial insti-
tutions. The Company invests with high credit quality financial institutions and, by policy, limits the amount of credit
exposure to any one financial institution.

Certain of the Company's products contain criticai components supplied by a single or a limited number of third parties.
The Company has been required to purchase and inventory certain of the computer platforms around which it designs its
products to ensure an available supply of the product for customers. Any significant shortage of these platforms or other
components or the failure of the third party suppliér to maintain or enhance these products could materially adversely
affect the Company’s results of operations.

The Company relies on a limited number of third parties to manufacture some of its hardware-based Sniffer and
E-ppliance products. Reliance on third-party manufacturers involves a number of risks, including the lack of control over
the manufacturing process and the potential absence or unavailability of adequate capacity. If any of the Company’s third
party manufacturers cannot or will not manufacture its products in required volumes, on a cost-effective basis, in a timely
manner, or at all, the Company will have to secure additional manufacturing capacity. Even if this additional capacity is
available at commercially acceptable terms, the qualification process could be lengthy and could cause interruptions in
product shipments.

Foreign Currency Translation — The Company considers the local currency to be the functional currency for its international
subsidiaries. Assets and liabilities denominated in foreign currencies are translated using the exchange rate on the bal-
ance sheet date. Revenues and expenses are translated at average exchange rates prevailing during the year. Translation
adjustments resuiting from this process are charged or credited to accumulated other comprehensive loss. Where the
US Doillar is the functional currency of the subsidiary, all remeasurement adjustments are recorded in the statement

of operations.

Foreign currency transaction gains and losses, which to date have not been material, are included in the statement

of operations.
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Derivatives — The Company adopted Statement of Financial Accounting Standard (SFAS) No. 133, “Accounting for Derivative
Instruments and Hedging Activities; as amended, at the beginning of its fiscal year 2001. The standard requires théf
Company to recognize all derivatives on the balance sheet at fair value. Derivatives that are not hedges must be adjusted
o fair value through the statement of operations. If the derivative is a hedge, depending on the nature of the hedge,
changes in the fair value of derivatives will either be offset against the change in fair value of the hedged assets, liabili-
ties or firm commitments through earnings, or recognized in other comprehensive income {loss) until the hedged item is
recognized in earnings. The ineffective portion of a derivative’s change in fair value will be immediately recognized in earn-
ings. The Company's use of derivative financial instruments is discussed in Note 5 to these Notes to the Consolidated
Financial Statements.

The adoption of SFAS No. 133 did not have a material effect on the financial statements of the Company.

Cash and Cash Equivalents - Cash equivalents are comprised of highly fiquid debt instruments with original maturities
or remaining maturities at date of purchase of 90 days or less.

Marketable Securities — All marketable securities are classified as available-for-sale securities. Available-for-sale securi-
ties are carried at fair value with resulting unrealized gains and losses, net of related taxes, reported as a component of
accumuiated other comprehensive income {loss). Premium and discount on debt securities recorded at the date of pur-
chase are amortized and accreted, respectively, to interest income using the effective interest method. Short-term mar-
ketable securities are those with remaining maturities at the balance sheet date of one year or iess. Long-term marketable
securities have remaining maturities at the balance sheet date of greater than one year. Realized gains and losses on
sales of all such investments are reported in earnings and computed using the specific identification cost method.

The Company assesses the value of its available-for-sale marketable securities on a regular basis to assess whether an
other-than-temporary decline in the fair value has occurred. Factors which the Company uses to assess whether an other
than temporary decline has occurred include, but are not limited to, the period of time which the fair value is below
origina! cost, significant changes in the operating performance, financial condition or business model, and changes in mar-
ket conditions. Any “other than temporary decline” in value is reported in earnings and a new cost basis for the
marketable security established.

Inventory ~ inventory is comprised of primarily finished goods. inventory is included in other current assets and is valued
at purchase cost computed on a first in, first out basis, not in excess of market value.

Fixed Assets — Fixed assets are presented at cost less accumulated depreciation and amortization. Depreciation and
amortization of fixed assets are computed using the straight-line method over the estimated useful lives of the related
assets (three to five years) (see Note 6 of these Notes to Consolidated Financial Statements). Leasehold improvements
are amortized on a straight-line basis over the remaining life of the lease or the estimated useful life of the asset,
whichever is shorter.

Repairs and maintenance expenditures, which are not considered improvements and do not extend the useful life of fixed
assets, are expensed as incurred. The cost and related accumulated depreciation applicable to fixed assets sold or no

longer in service are eliminated from the accounts and any gain or loss is included in operations.

Intangible Assets — Intangible assets, including goodwill, purchased technology and other intangible assets, are carried
at cost less accumulated amortization. The Company amortizes goodwill and other identifiable intangibles on a straight-
line basis over their estimated useful lives. The range of estimated usefu! lives on the Company's identifiable intangibles
is four to eight years (see Note 6 to these Notes to Consolidated Financial Statements).
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Impairment of Intangibles and Long-lived Assets - The Company assess the ir}npairment of identifiable intangibles, good-
will and fixed assets whenever events or changes in circumstances indicate that the carrying value may not be recover-
able. Factors considered important which could trigger an impairment review inciude, but are not limited to, significant
underperformance relative to expected historical or projected future operating results, significant changes in the manner
of use of the acquired assets or the strategy for the Company’s overall business, significant negative industry or economic
trends, significant decline in the Company’s stock price for a sustained pericd, and the Company's market capitalization
relative to net book value. When the Company determines that the carrying value of long-lived assets may not be recov-
erable based upon the existence of one or more of the above indicators of impairment, the Company measures any impair-
ment based on a projected discounted cash flow method using a discount rate commensurate with the risk inherent in

the Company’s current business model.

Internal Use Software - Software development costs, including costs incurred to purchase third party software, are capi-
talized beginning when the Company has determined factors are present, including among others, that technblogy exists
to achieve the performance requirements, buy versus internal development decisions have been made and the Company’s
management has authorized the funding for the project. Capitalization of software costs ceases when the software is sub-
stantially complete and is ready for its intended use and is amortized over its estimated useful life of three years using
the straight-tine method.

When events or circumstances indicate the carrying value of internal use software might not be recoverable, the Company
will assess the recoverability of these assets by determining whether the amortization of the asset balance over its
remaining life can be recovered through undiscounted future operating cash flows. The amount of impairment, if any, is
recognized to the extent that the carrying value exceeds the projected discounted future operating cash flows and is rec-
ognized as a write down of the asset. In addition, when it is no longer probable that computer software being developed
will be placed in service, the asset will be recorded at the lower of its carrying value or fair value, if any, less direct sell-
ing costs.

Investments — Investments consist of minority investments in non-publicly and pubticly traded companies in which the
Company holds less than a 20% interest. The private investments are included in other assets on the Company's balance
sheet and are carried at original cost, less reductions related to other-thantemporary declines in value. The public
investments are inciuded in short term marketable securities and are carried at fair value. The Company assesses the
recoverability of its investments on a regular basis. Factors that the Company considers which could trigger an other
than temporary decline in the value of such investments include, but are not limited to, the likelihood that the related
company would have insufficient cash flows to operate for the next twelve months, significant changes in the operating
performance or business model, and changes in market conditions. For public investments, the Company also considers
the period of time the fair vaiue of the investment has been less than its carrying value. The Company recorded charges
related to other than temporary declines in the value of certain strategic investments of $20.6 million and $10.0 million
in 2001 and 2000, respectively.

Fair Value of Financial Instruments - Carrying amounts of the Company’s financial instruments including investments,
accounts receivable, accounts payable and accrued liabilities approximate fair value due to their short maturities. The fair
values of the Company’s investments in marketable securities is disclosed in Note 4 to the Notes to these Consoli-
dated Financial Statements. The fair value of the Company’s convertible debt instruments is disclosed in Note 9 to the

Notes to these Consolidated Financial Statements.
Revenue Recognition — The Company’s revenue is derived from primarily two sources (i} product revenue, which includes

software license, hardware, retail and royalty revenue and (ii) services and support revenue which includes software license
maintenance and support, training, consulting, and hosting arrangements revenue.
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The Company licenses its software products under one and two-year term or perpetual licenses. The two-year Iicenées
include the first year of maintenance and support. The Company sells its products and services via its direct sales force,
through domestic and foreign distributors and via the Internet. Under the Company’s hosting arrangements, which do not

include any upfront set up fees, customers pay a fixed fee and receive service over a period of time, generally one yeat.

The Company applies the provisions of Statement of Position 97-2, “Software Revenue Recognition; as amended by
Statement of Position 98-9 “Modification of SOP 97-2, Software Revenue Recognition, With Respect to Certain
V Transactions” to all transactions involving the sale of software products and hardware transactions where the software is
not incidental. For hardware transactions where software is not incidental, the Company does not bifurcate the fee and
apply separate accounting guidance to the hardware and software elements. For hardware transactions where no software
is involved, the Company applies the provisions of Staff Accounting Bulletin 101 “Revenue Recognition” tn addition, the
Company applies the provisions of Emerging Issues Task Force Issue No. 00-03 “Application of AICPA Statement of Position
97-2 to Arrangements that Include the Right to Use Software Stored on Another Entity's Hardware” to its hosted software

service transactions.

Product revenue from the license of the Company’s software products and sale of hardware products where the software
is and is not incidental is recognized when persuasive evidence of an arrangement exists, the product has been deliv-
ered, the fee is fixed and determinable, and collection of the resuiting receivable is reasonably assured, and, if applica-
ble, upon acceptance when acceptance criteria are specified or upon expiration of the acceptance period. Maintenance
and support revenue for providing product updates and customer support is deferred and recognized ratably over the
service period. Hosting revenue is recognized ratably over the service period, which is generally one year. Training and con-
sulting revenue is recognized as services are performed and billable according to the terms of the service arrangement.
Revenue on one-year time-based subscription licenses is recognized ratably over the contract term. Royalty revenue is gen-
erally recognized upon receipt of periodic royalty reports received from customers, which generally coincides with receipt
of cash.

For ali sales except those completed via the Internet, the Company uses either a binding purchase order or signed license
agreement as evidence of an arrangement. For sales over the internet, the Company uses a credit card authorization as
evidence of an arrangement. Sales through distributors are evidenced by a master agreement governing the relationship
together with binding purchase orders on a transaction by transaction basis.

Fees due under an arrangement are generally deemed not to be fixed and determinable if a significant portion of the fee
is due beyond the Company’s normal payment terms which are 30 to 90 days from the date of invoice. In these cases,
revenue is not recognized until the fees become due. The Company assesses collection based on a number of factors,
including past transaction history with the customer and the credit-worthiness of the customer. The Company does not
request collateral from its customers. If the Company determines that collection of a fee is not reasonably assured, the
fee is deferred and revenue recognized at the time collection becomes reasonably assured, which is generally upon receipt
of cash.

During 2001, the Company entered into new arrangements with all of its distributors. Under the terms of these new arrange-
ments, the distributors are not required to pay for any products until they have sold through to their customers. In addi-
tion, the distributors have an unlimited right of return up until the point of sale. After sale, the Company must approve
any returns from end-users. As a result, the Company recognizes revenue from sales to distributors and reseliers when
products have been sold by the distributors or resellers to their customers. In addition, the Company makes an
estimate of returns from end users based on its historical experience. The provision for estimated returns is recorded as
a reduction to revenue. During 2000 and 1999, revenue from sales to distributors or resellers was recognized, less an
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estimate for returns, upon sale to the distributor. The Company's estimate for returns was based on its historical experi-

ence plus amounts to cover specific returns initiated by the Company.

For arrangements with multiple obligations {e.g. undelivered maintenance and support bundled with two year term and
perpetual licenses), the Company allocates revenue to each component of the arrangement using the residual value
method based on evidence of the fair value of the undelivered eiements, which is specific to the Company. The vendor
specific objective evidence of fair values for the ongoing maintenance and support obligations for both two year term and
perpetual licenses are based upon the prices paid for the separate renewal of these services by the customer or upon
substantive renewal rates stated in the contractual arrangements. Vendor specific objective evidence of the fair value of

other services, primarily consulting and training services, is based upon separate sales of these services.

If a multiple element arrangement includes services that are deemed essential to the functionality of a delivered element,
the Company recognizes the arrangement fee using the percentage of completion method. Under this method, individual
contract revenues are recorded based on the percentage retationship that contract costs incurred bear to costs incurred
plus management’s estimate of cost to complete. Losses, if any, are accrued when their accurrence becomes known and
the amount of the loss is reasonably determinable.

Government Contracts — The Company enters into research and development contracts with government agencies under
various pricing arrangements. Government contracting revenue is classified as services and support revenue in the accom-
panying consolidated statements of operations and comprehensive 10ss. Revenue from “cost-plus-fixed-fee” contracts is
recognized on the basis of reimbursable contract costs incurred during the period, plus a percentage of the fixed fee.
Revenue from “time and material” contracts is recognized on the basis of hours utilized, plus other reimbursable contract
costs incurred during the period. Revenue from “firm-fixed-price” contracts is recognized on the percentage of completion
method. Under this method, individual contract revenues are recorded based on the percentage relationship that con-
tract costs incurred bear to costs incurred plus management’s estimate of costs to complete. Losses, if any, are accrued
when their occurrence becomes known and the amount of the loss is reasonably determinable. During 2001, 2000 and
1999, the Company recognized revenue of $16.6 million, $12.3 million and $14.0 miilion, respectively, associated
with government contracts. Associated costs were $14.9 million, $12.0 million and $13.3 million in 2001, 2000 and 1999,
respectively.

Under government contracts, the Company is subject to audit by the Defense Contract Audit Agency (DCAA) which could
result in the renegotiation of amounts previously billed. The DCAA has performed audits of the Company’s costs through
1999. Management believes that the results of such audits will not have a material adverse impact on the Company’s
financial position, results of operations or cash flows.

Research and Development — Costs incurred in the research and development of new software products are expensed as
incurred until technological feasibility is established. Development costs are capitalized beginning when a product’s tech-
nologicat feasibility has been established and ending when the product is available for general release to customers.
Technological feasibility is reached when the product reaches the working model stage. To date, products and enhance-
ments have generally reached technological feasibility and have been released for sale at substantially the same time
and all research and development costs have been expensed.

Advertising Costs — Advertising production costs are expensed as incurred. Media for television and print placement

costs are expensed in the period the advertising appears. Total advertising and promotional expenses were $33.9 mil-
fion, $58.2 million and $58.8 million for 2001, 2000 and 19983, respectively.




NOTES 63
TO CONSOLIDATED
FINANCIAL STATEMENTS

Stock-based Compensation — As permitted by SFAS No. 123, “Accounting for Stock-Based Compensation; the Com--
pany accounts for employee stock-based compensation in accordance with Accounting Principles Board Opinien No. 25

(APB 253, “Accounting for Stock Issued to Employees; and FASE Interpretation No. 44 (FIN 44), “Accounting for Certain

Transactions Involving Stock-Based Compensation, an interpretation of APB Gpinion No. 257 and related interpretations

in accounting for its stock-based compensation plans. Stock-based compensation related to non-empioyees is based on

the fair value of the related stock or options in accordance with SFAS Neo. 123 and its interpretations. Expense associ-

ated with stock-based compensation is amortized over the vesting period of each individual award.

Income Taxes — The Company accounts for income taxes in accordance with the liability method of accounting for income
taxes. Under the liability method, deferred assets and liabilities are recognized based upon anticipated future tax conse-
quences attributable to differences between financial statement carrying amounts of assets and liabilities and their
respective tax bases. The provision for income taxes is comprised of the current tax liability and the change in deferred
tax assets and liabilities. The Company establishes a valuation allowance 1o the extent that it is more likely than not that
deferred tax assets will not be recoverable against future taxable income.

Net Loss Per Share — Basic net ioss per share is computed using the weighted-average common shares outstanding
during the period. Diluted net loss per share is computed using the weighted average common shares and potentially
dilutive shares outstanding during the period. Potentially dilutive common shares inciude incremental common shares
issuable upon exercise of stock options and stock purchase warrants and conversion of the convertible debt.

Comprehensive Loss — Unrealized gains {losses) on available-for-sale securities and foreign currency translation adjust-
ments are included in the Company’s components of comprehensive loss, which are excluded from net loss.
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For 2001, 2000 and 1999 comprehensive income (loss) comprises the following items (in thousands):

Before fncome Net of
Income Tax Tax Income Tax

2001
Net unrealized gain on marketable securities and investments $ 16,601 $ (6,640) $ 9,961
Net realized gain on marketable securities and investments 7,280 (2,912) 4,368
Impairment recognized (20,631) 8,252 ' (12,379)
Cumulative transiation adjustment, net (1,029) — (1,029)
Total other comprehensive income $ 2221 $ (1,300) $ 921

2000
Net unrealized loss on marketable securities and investments $(12,605) $ 5,042 $ (7,563)
Net realized gain on marketable securities and investments 40,361 (16,144) 24,217
Impairment recognized (10,000} {4,000} {14,000)
Cumulative translation adjustment, net (23,963) — (23,963)
Total other comprehensive loss $ (6,207) $(15,102) $(21,309)

1999
Net unrealized gain on marketable securities and investments $ 3,461 $ (1,384) $ 2,077
Net realized loss on marketable securities and investments (6,145) 2,458 (3,687}
Cumulative translation adjustment, net (6,813) —_ (6,813)
Total other comprehensive loss $ (9,497) $ 1,074 $ (8,423)

Accumulated other comprehensive income (loss) comprises of the following (in thousands):

2001 2000 1999

Unrealized gain on available-for-sale securities $ 4800 -$ 2,850 $ 196
Cumulative translation adjustment (35,145) (34,116) (10,153)
Total $(30,345) $(31,266) $ (9,957)

Recent Accounting Pronouncements — In May 2000, the Emerging Issues Task Force (EITF) issued EITF Issue No. 00-14,
“Accounting for Certain Sales incentives’ EITF Issue No. 00-14 addresses the recognition, measurement, and income state-
ment classification for sales incentives that a vendor voliuntarily offers to customers (without charge), which the customer
can use in, or exercise as a result of, a single exchange transaction. Sales incentives that fall within the scope of EITF
Issue No. 00-14 include offers that a customer can use to receive a reduction in the price of a product or service at the
point of sale. The EITF changed the transition date for !ssue 00-14, concluding that a company should apply this con-
sensus no later than the company’s annual or interim financial statements for the periods beginning after Decem-
ber 15, 2001. In June 2001, the EITF issued EITF Issue No. 00-25, “Vendor Income Statement Characterization of
Consideration Paid to a Reseller of the Vendor's Products; effective for periods beginning after December 15, 2001, EITF
Issue No. 00-25 addresses whether consideration from a vendor to a reseller is (a) an adjustment of the selling prices
of the vendor's products and, therefore, should be deducted from revenue when recognized in the vendor’s statement of
operations or (b) a cost incurred by the vendor for assets or services received from the reseller and, therefore, should be
included as a cost or expense when recognized in the vendor's statement of operations. Upon application of these EITFs,
financial statements for prior periods presented for comparative purposes should be reclassified to comply with the
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income statement display requirements under these Issues. In September of 2001, the EITF issued EITF Issue
No. 01-09, “Accounting for Consideration Given by Vendor to & Customer or a Reseller of the Vendor's Products; which is
a codification of EITF Issues No. 00-14, No. 00-25 and No. 00-22 “Accounting for ‘Points’ and Certain Other Time- or
Volume-Based Sales Incentive Offers and Offers for Free Products or Services to be Delivered in the Future” The Company
is currently assessing the impact of the adoption of these issues on its financial statements.

in July 2001, the FASB issued SFAS No. 144, “Business Combinations? SFAS No. 141 requires the purchase method of
accounting for business combinations initiated after June 30, 2001 and eliminates the pooling-of-interests method. The
Company believes that the adoption of SFAS No. 141 will not have a significant impact on its financial statements.

In July 2001, the FASB issued SFAS No. 142, “Goodwil! and Other Intangible Assets] which is effective for fiscal years
beginning after December 15, 2001. SFAS No. 142 requires, among other things, the discontinuance of goodwill amorti-
zation. In addition, the standard includes provisions upon adoption for the reclassification of certain existing recognized
intangibles as goodwill, reassessment of the useful lives of existing recognized intangibles, reclassification of certain intan-
gibles out of previously reported goodwill and the testing for impairment of existing goodwill and other intangibles. Upon
adoption of SFAS No. 142, the Company will cease to amortize approximately $156.2 million of goodwill, the Company
had recorded approximately $51.1 million of amortization on these amounts during 2001 and would have recorded approx-
imately $55.1 million of amortization during 2002. In tieu of amortization the Company will be required to perform an
impairment review of its goodwill balance upon the initial adoption of SFAS No. 142. The impairment review will involve a
two-step process as follows:

+ Step 1—the Company will compare the fair value of its reporting units to the carrying value, including goodwill of
each of those units. For each reporting unit where the carrying value, including goodwill, exceeds the unit's fair value,
the Company will move on to step 2. If a unit’s fair value exceeds the carrying value, no further work is performed
and no impairment charge is necessary.

+  Step 2—the Company will perform an allocation of the fair value of the reporting unit to its identifiable tangible and
non-goodwill intangible assets and liabilities. This will derive an implied fair value for the reporting unit's goodwill.
The Company will then compare the implied fair value of the reporting unit’s goodwill with the carrying amount of the
reporting unit's goodwill. If the carrying amount of the reporting unit's goodwill is greater than the implied fair value
of its goodwill, an impairment loss must be recognized for the excess.

The Company expects to complete the initial review during the first quarter of 2002. The Company does not expect to
record an impairment charge upon completion of the initial review, however, there can be no assurance that at the time
the review is completed a material impairment charge will not be recorded.

In October 2001, the FASB issued SFAS No. 144, “Accounting for the Impairment or Disposai of Long-Lived Assets’ SFAS
No. 144 addresses significant issues relating to the implementation of SFAS No. 121, “Accounting for the !mpairment of
Long-Lived Assets and for Long-Lived Assets to Be Disposed Of, and develops a single accounting method under which
long-lived assets that are to be disposed of by sale are measured at the lower of book value or fair value less cost to
sell. Additionally, SFAS No. 144 expands the scope of discontinued operations to include all components of an entity with
operations that (1} can be distinguished from the rest of the entity and (2} will be efiminated from the ongoing operations
of the entity in a disposal transaction. SFAS No. 144 is effective for financial statements issued for fiscal years begin-
ning after December 15, 2001 and its provisions are to be applied prospectively. The Company is currently assessing the
impact of SFAS No. 144 on its financial position and results of operations.
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3. BUSINESS COMBINATIONS AND OTHER

Networks Associates, inc. made no material acquisitions during 2001, 2000 and 1999.

During 2000, McAfee.com completed two acquisitions (Signal 9 Solutions Canada, inc. and Tufans, Inc.) for a total pur
chase price of $22.6 million, including the issuance of approximately 550,000 shares of its Ciass A common stock, val
ued at approximately $19.6 million, cash of approximately $2.2 million and acquisition related expenses of $C.8 million.
The value of the stock issued was based on the average of the market price of McAfee.com stock five days before and
after the date agreements were reached on the acquisition. The acquisitions were accounted for using the purchase method
of accounting and McAfee.com analyzed the intangible assets to determine whether any amount should be recorded as
in-process research and deveiopment. McAfee.com determined that the acquired technologies and products are largely
dependent on the core technoiogy and that new versions are released frequently and contain incrementa! rather than fun-
damental improvements. Based on this analysis, $22.3 million was recorded as goodwill and purchased technology, and
is being amortized on a straight-line basis over three years. A summary of the fair value of the assets acquired as a resuit
of these transactions, is as follows {in thousands):

ASSETS ACQUIRED

Tangible assets, primarily cash, accounts receivable and property and equipment $ 654
Goodwill and purchased technology 22,304
Liabilities assumed : {378

Total $22,580

The results of each of these acquisitions have been included in the resuits of McAfee.com and the consolidated results
of the Company since the dates of acquisition. The historical operations of these acquisitions were not material to the
Company’s financial position, results of operations, or cash flows.

in December 2000, McAfee.com performed a review of the carrying value of the goodwill associated with one of it's acqui-
sitions and recognized an impairment charge of $3.6 million. McAfee.com performed a review of the carrying value of
the goodwill as it had been assessed that McAfee.com would not use the technology purchased as part of the original
acquisition. Accordingly, the full value of the unamortized goodwill was written off.

Capital Transactions - In February 2000, the Company sold less than 5% of its interest in its Japanese subsidiary, Network
Associates Company Limited (“NAI Japan”) generating proceeds of approximately $11.9 million. The transaction, which
was with several unrelated third parties, resulted in a gain of approximately $11.9 million, based on the difference between
the proceeds of sale and the Company's basis of its investment in NAI Japan. As NAI Japan was not a newly formed non-
operating entity and had a successful history of marketing and selling the Company's products in the Japanese market,
the Company recorded this gain in the statement of operations.

Due to a change in business strategy, the Company repurchased this minority interest in NAI Japan in June 2001, for approx-
imately $10.7 million. The Company accounted for this repurchase using the purchase method of accounting and accord-
ingly performed an allocation of the purchase price paid for this minority interest. As a result approximately $10.3 million
of the purchase price was allocated to goodwill, which is being amortized over its useful economic life of 5 years. The full
results of operations of NAl Japan have been included with those of the Company since the date of acquisition of the
minority interest.
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4. MARKETABLE SECURITIES AND CASH AND CASH EQUIVALENTS

Marketable securities, which are classified as available-for-sale, are summarized as follows as of December 31
(in thousands):

Purchase/ Gross. Gross

Amortized Unrealized Unrealized Adgregate
Cost Gains Losses Fair Value

2001
U.S. Government debt securities $205,418 $2,228 $ (42) $207,604
Municipal debt securities 12,013 28 — 12,041
Corporate debt securities 652,024 1,637 (88) 653,573
Equity securities 1,153 1,037 — 2,190
$870,608 $4,930 $(130) $875,408

2000
U.S. Government debt securities $180,523 $1,185 $ (63) $181,645
Municipal debt securities 36,882 25 (68) 36,839
Corporate debt securities 354,133 479 (180) 354,432
Equity securities 14,548 1,472 — 16,020
$586,086 $3,161 $(311) $588,936

At December 31, 2001 and 2000, all marketable debt securities had scheduled maturities of less than three years.
Marketable debt securities totaling $545.3 million in 2001, and $170.3 million in 2000, have maturities of less than
3 months and are classified as cash equivalents.

The following table summarizes the components of the cash and cash equivalents balance at December 31 {in thousands):

2001 2000

Cash and money market funds, at cost which approximates fair value $394,551 $201,151
Corporate debt securities, primarily commercial paper 218,281 74,388
Total cash and cash equivalents $612,832 $275,539

The following table summarizes the gross realized gains (losses) for the years ending December 31 (in thousands):

2001 2000 1999

Realized gains $7,921 $40,634 $ -
Realized losses . (641) (273} (6,145)
Net realized gain (loss) $7,280 $40,361 $(6,145)
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5. DERIVATIVES

The Company conducts business globally. As a result, it is exposed to movements in foreign currency exchange rates. The
Company enters into forward exchange contracts to reduce exposures associated with nonfunctional currency accounts
receivable and accounts payable denominated in Euros, Canadian and Australian dollars and several European currencies.
The forward contracts range from one to three months in original maturity. In general, the Company does not hedge antic-
ipated foreign currency cash flows nor does the Company enter into forward contracts for trading purposes. The Company
does not use any derivatives for trading or speculative purposes.

The forward contracts do not qualify for hedge accounting and accordingly are marked to market at the end of each report-
ing period with any unrealized gain or loss being recognized in the statement of operations.

The forward contracts outstanding and their unrealized gains (losses) are presented below as of December 31
(in thousands):

Fair Carrying
Value Value
2001
Austratian Dollar $ 5 $ 5
Canadian Dollar 7 7
Other European Currencies 90 90
2000
Australian Dollar $ (8) $ (8)
Canadian Dollar 27 27
Euro (50) (50)
Other European Currencies W _O
$(32) $(32)

The carrying value is based on the fair value of the underlying contracts based on quoted market values.
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6. BALANCE SHEET DETAIL (IN THOUSANDS):

December 31 2001 2000

Fixed assets:

Furniture and fixtures (useful lives of 5 years) $ 20,580 $ 18,837
Computers and equipment (useful lives of 3 years) 143,210 145,558
Leasehold improvements (shorter of 5 years or the term of the lease) 21,360 20,068

185,150 184,463
Accumulated depreciation furniture and fixtures (13,541) (10,840)
Accumulated depreciation computers and equipment (100,009) (93,321)
Accumulated depreciation leasehold improvements (7,560) 4,803)

(121,110) (108,964)
$ 64,040 $ 75,499

Land $ 4414 $ —
Intangibles assets:
Goodwill (useful lives of 4 to 8 years) $ 357,842 $ 343,029
Purchased technology (useful lives of 4 to 5 years) 43,954 43,636
Trademarks, patents and other intangibles {usefui lives of 4 to 5 years) 48,351 36,551
450,147 423,216
Accumulated amortization of goodwill (200,912) (149,309)
Accumulated amortization of purchased technology {40,050) (36,077)
Accumulated amortization of trademarks, patents and other intangibles (24,131) (17,575)

(265,093) (202,961)
$ 185,054  $ 220,255

Accrued liabilities:

Accrued taxes $127,984  $117,400
Accrued compensation 52,050 36,649
Accrued marketing costs 11,035 22,899
Accrued inventory costs 6,377 6,830
Accrued legal and accounting fees 7,988 6,670
Other accrued expenses 59,184 34,869

$264,218  $225317

Depreciation expense for 2001, 2000 and 1999 was $43.9 million, $23.8 million and $23.1 million, respectively.
Amortization expense was $64.1 million, $66.3 million and $58.4 million for 2001, 2000 and 1999, respectively.

7. RESTRUCTURING

On October 9, 2001, the board of directors of the Company approved a plan to integrate certain activities of the Company’s
PGP product group into its McAfee and Sniffer product groups and dispose of other product lines. In connection with this
process, the Company recorded a restructuring charge of approximately $3.8 mitlion during the fourth quarter of 2001.
The restructuring charge consists of the costs related to severance packages for 100 affected employees, of which
79 were employed in the United States, 16 in EMEA, 3 in Japan, and 2 in Latin America.
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The following table sets forth the Company's restructuring accrual established in 2001 and the activity against the accrual
during 2001 (in thousands):

Non-cash

Stock Based

Severance Compensation
Other Costs and Benefits Charge Total
Batance, October 9, 2001 $ 116 $ 3,186 $ 519 $3,821
Paid out/non-cash (116) (3,186) (519) (3,821)
Balance, December 31, 2001 $ — 5 - $ — $ -

Severance and other benefits and other transaction costs were paid in cash during 2001.

8. COMMITMENTS

Leases - The Company leases its operating facilities under non-cancelable operating leases, which expire at various times
ranging from the year 2002 through 2017. A description of the Company’s significant operating leases is as follows:

Lease Expiry Renewa) Option
Corporate Headquarters, Santa Clara, California March 2013 none
Dallas, Texas February 2003 5 year period
Stough, England December 2017 none
European Headquarters, Amsterdam, The Netherlands Various dates through Apri} 2007 none
Tokyo, Japan February 2004 none

In addition, the Company has leased certain equipment with various lease expiration dates through 2005.

Future minimum payments under non cancelable operating leases are as follows as of December 31 (in thousands):

2002 $ 20,550
2003 14,924
2004 12,673
2005 11,802
2006 10,296
2007 and thereafter 61,606

$131,851

Rent expense for 2001, 2000 and 1999 amounted to $ 25.5 million, $1.8.4 million and $15.1 million, respectively. Future
rental income to be received under non-cancelable subleases amounted to $1.5 million as of December 31, 2001. Rental
income from subleases for 2001, 2000 and 1999 amounted to $3.3 million, $5.68 million and $5.7 million, respectively.
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9. CONVERTIBLE DEBT

Convertible debt comprises the following amounts as of December 31 (in thousands):

2001 2000

Zero Coupon Convertible Subordinated Debentures due 2018
Face Value $ 498,500 $ 885,500
Unamortized Discount (264,650) (489,164)

233,850 396,336

5.25% Convertible Subordinated Notes due 2006
Face Value 345,000 —
Unamortized Discount — —
345,000 —
Total convertible debt $578,850 $396,336

Zero Coupon Convertible Debentures Due 2018 - On February 13, 1998, the Company completed a private placement of
zero coupon convertible subordinated debentures due in 2018 (the “Debentures”). The Debentures, with an aggregate
face amount at maturity of $885.5 million, generated net proceeds to the Company of approximately $337.6 miition. The
initial price to the public for the debentures was $391.06 per $1,000 of face amount at maturity, which equates to a yield
to maturity over the term of the Debentures of 4.75% (on a semi-annual Debentures equivalent basis).

The Debentures are convertible into common stock at the rate of 8.538 shares per $1,000 of face amount at maturity,
which equates to an initial conversion price of $45.80 per share. The Debentures are subordinated in right of payment to
all existing and future Senior Indebtedness (as defined in the related indenture) and effectively subordinated in right of
payment to all indebtedness and other liabilities of the Company's subsidiaries. The Debentures may be redeemed for
cash at the option of the Company beginning on February 13, 2003. At the option of the holder, the Company will pur-
chase the Debentures on February 13, 2003, February 13, 2008 and February 13, 2013 at purchase prices {to be paid
in cash or common stock or any combination thereof, at the election of the Company and subject to certain conditions)
equal to the initial issue price plus the accretion of the discount on the Debentures to such dates, The Debentures may
also be redeemed at the option of the holder if there is a Fundamental Change (as defined in the related indenture) at a
price equal to the issue price plus the accretion of the discount on the debenture to the date of redemption, subject to
adjustment. The accretion of the discount on the Debentures is calculated using the effective interest method.

In 2001, the Company redeemed Debentures, which had an aggregate face amount at maturity of $387.0 million, at a net
price of $173.7 million, which was financed from the Company’'s investment portfolic. In connection with the redemption,
the Company recognized an extraordinary gain of approximately $1.7 miflion, net of approximately $1.2 million in taxes.
The gain was calculated as the difference between the accreted value of the debt, net of unamortized issuance costs,

and the cost of redemption,.

As of December 31, 2001, the Company’'s aggregate cash, cash equivalents and marketable securities were approximately
$943.0 million, including $102.5 million held by McAfee.com. Assuming that as of February 13, 2003 all currently out-
standing zero coupon convertible subordinated debentures are redeemed, the aggregate redemption price would equal
approximately $246.5 million.

5.25% Convertible Subordinated Note Due 2006 - On August 17, 2001, the Company issued 5.25% convertible sub-
ordinated notes (“Notes™) due 2006 with an aggregate principal amount of $345.0 million. The issuance generated net
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proceeds (after deducting fees and expenses) of approximately $335.1 million. The amortization of the issuance costs
related to the Notes is calculated using the effective interest method. The Notes mature on August 15, 2006, unless ear-
lier redeemed by the Company at its option or converted at the holder’s option. Interest is payable in cash semi-annually
in arrears on February 15 and August 15 of each year, commencing February 1.5, 2002. At the option of the haolder, Notes
may be converted into the Company’s common stock at any time, unless previously redeemed, at a conversion price of
$18.07 per share. The Notes may also be redeemed at the option of the holder in the event of a Change of Control
{as defined in the related indenture). The Company may redeem ail or a portion of the Notes for cash at any time on or
after August 20, 2004 at a redemption price of 101.3125% of the principal amount, between August 20, 2004 and
August 14, 2005 and 100.0% of the principal amount after August 14, 2005. The Notes are unsecured and are subordi-
nated to all existing and future Senior Indebtedness {as defined in the related indenture), and are pari passu with respect
to the Debentures.

Aggregate maturities of the value of the long-term debt outstanding at December 31, 2001 are as foliows (in thousands):

5.25%

Zero Coupon Convertible

Convertible Subordinated

Debentures Notes
due 2018%) due 2006@ Total
2002 $ — $ - $ —
2003 246,501 —_ 246,501
2004 ; — — —
2005 — — —
2006 . — 345,000 345,000
2007 and thereafter — — —
$246,501 $345,000 $591,501

(1) In February 2003, the Company may be required to use a significant portion of its cash balance to redeem its outstanding Debentures. The redemption value
corresponds to the aggregate face vaiue outstanding of $498.5 milfion less the related unamortized discount of $252.0 million on February 13, 2003,
(2) in 2002, 2003, 2004, 2005 and 2008, the Company will make interest payments of $18.1 miltion.

The fair value of the Company’s long-term debt outstanding is as follows ({in thousands):

As of December 31 2001 2000
Zero Coupon Convertible Debentures due 2018 $228,587 $318,178
5.25% Convertible Subordinated Notes due 2006 567,111 —_

$795,698 $318,178

10. EMPLOYEE BENEFIT PLANS

Company 401(k) and Profit Sharing Plan - The Company's 401(k) and Profit Sharing Plan cover substantially all Company
fulltime employees, including McAfee.com employees. Under the Company’s 401(k) and Profit Sharing Plans, the board
of directors, at its discretion, can match employee contributions in an amount not to exceed 20% of total compensation.
Annual amounts contributed by the Company under the plan are $4.5 million, $4.2 million and $2.9 million in 2001, 2000
and 1999, respectively.

Company Employee Stock Purchase Plan — Under the 1994 Employee Qualified Stock Purchase Plan (the “1994 ESPP”),
the Company may grant stock purchase rights to all eligible employees during one year offering periods with exercise dates
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approximately every six months (beginning each August and February). The Company has reserved 3.8 million shares of
commaon stock for issuance under the plan. Shares are purchased through employees’ payroll deductions at exercise prices
equal to 85% of the lesser of the fair value of the Company's common stock at either the first day of an offering pericd
or the fast day of such offering period. No participant may purchase more than $25,000 worth of common stock in any
one calendar year.

As of December 31, 2001 the Company expects that there will be a shortfall in the number of shares available to meet
the requirements of open purchase periods. Accordingly, the Company expects to reduce by a pro rata amount the shares
available for purchase by plan participants for the purchase period ending January 31, 2002

McAfee.com Employee Stock Purchase Plan - in September 1999, McAfee.com’s board of directors adopted McAfee.com’s
Employee Stock Purchase Plan (the “1999 Purchase Plan”). A total of 500,000 shares of McAfee.com Class A common
stock have been reserved for issuance under the 1999 Purchase Plan, plus annual increases equal to the lesser of:
(a) 1.0 million shares; (b) 3% of McAfee.com’s outstanding shares on such date; or (c) an amount determined by
McAfee.com’s board of directors. All McAfee.com full-time empioyees are eligible to participate in the 1999 Purchase Plan.
The 1999 Purchase Pian is comprised of two year offering periods with exercise dates approximately every six months
{beginning each August and February), with the exception of the first offering period, which commenced on December 2,
1999, with the first exercise date on January 31, 2000. Shares are purchased through McAfee.com employees’ payrol!
deductions at exercise prices equal to 85% of the lesser of the fair market value of McAfee.com’s Class A common stock
at either the first day of an offering period or the last day of such offering period. No participant may purchase more than
$25,000 worth of Class A common stock in any one calendar year and the maximum number of shares a participant may
purchase during a single purchase period is 2,500 shares. Purchase periods occur twice yearly and each offering effec-
tively contains a 6, 12, 18 and 24-month option. In 2001, 128,000 shares were issued under the 1999 Purchase Plan
at weighted average purchase price of $5.30. At December 31, 2001, 2.2 million shares were reserved for future issuance
under the 1999 Purchase Plan.

11, MCAFEE.COM

McAfee.com is a security ASP delivering security applications software and related services through an Internet browser.
The McAfee.com applications allow users to detect and eliminate viruses on their PCs, repair their PCs from damage
caused by viruses, optimize their hard drives and update their PCs' virus protection system with current software patches
and upgrades. McAfee.com also offers customers access to McAfee.com Personal Firewall, McAfee.com Wireless Security
Center and McAfee.com Internet Privacy Service.

Under the terms of the Company's license agreement with McAfee.com, McAfee.com's business has historically been
targeted exclusively at consumers. In March 2001, the Company entered into a reseller agreement with McAfee.com
allowing it to expand its product offerings with McAfee.com for Business. McAfee.com for Business is a new website
serving the security needs for small and medium-sized businesses defivering managed applications services that aliow

businesses to provide anti-virus and firewal! security for their desktop PCs.
As of December 31, 2001, the Company owned 36.0 million shares of McAfee.com Class B common stock, entitled to
three votes per share and representing approximately 76% of McAfee.com’s outstanding common stock and 0% of its

total voting power.

The Company accounts for transactions involving the issuance by McAfee.com of its stock as capital transactions and
include its portion of the proceeds of issuance in Additional Paid in Capital.
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12, STOCKHOLDERS' EQUITY

Preferred Stock — The Company has authorized 5.0 miltion shares of preferred stock, par value $0.01 per share. The
Company’s board of directors has authority to provide for the issuance of the shares of preferred stock in serias, ¢
establish from time to time the number of shares to be included in each such series and to fix the designation, powears
preferences and rights of the shares of each such series and the qualifications, Himitations or restrictions thereof

without any further vote or action by the shareholders.

At December 34, 1698, there was one share of Series A preferred stock outstanding, which was issued in connection with
the 1996 acquisition of FSA. The share of Series A preferred stock had no preferential rights other than the righ
to cast a number of votes equal to the number of common shares issuable in exchange for certain exchangeable nor
voting shares of FSA. During 1999, that single preferred share was converted into 437,589 of the Company’s comimor

stock. At December 31, 2001, there was no preferred stock outstanding.

Company Stock Option Plans — Under the amended 1897 Pian, the Company has reserved 16.5 million shares for issuance
to employees, officers, directors, third party contractors and consultants. The plan provides for an option price n¢ iess
than 100% of the fair value of the Company's common stock on the date of grant for incentive stock options granted ¢
empioyees and officers (including directors who are also employees) or 85% of the fair value on the date of grant for a!
others. The options may be exercisable immediately, or over time, but generally become exercisable 25% one year afte
commencing employment or from date of grant and thereafter in monthly increments over three years. Al oplicns unde

the option plan expire ten years after grant.

Under the Stock Option Plan for Outside Directors, the Company has reserved 1.1 million shares of its commaon steck 7

issuance 1o certain members of its board of directors who are not employees of the Company or any affiliated corpora

tion. The plan provides for an optien price at fair value of the Company’s comman stock on the date of grant. The
grant to each outside director generally vests ratably over a three year period. Subsequent option grants wilt become exer

cisable after three years from the date of grant. All opticns under the option plan expire ten years after grant.

In December 1999, the board of directors approved the 2000 Nonstatutory Stock Option Plan. Under the plan, as amendec
in January 2001, the Company has reserved 8.5 million shares of its common stock for issiance 1o empioyees, officers
directors, third party contracts and consultants. The plan provides for an option price at fair value of the Comparny's com
men steck on the date of grant. The options become exercisable over a pericd of four years: 25% vest one year from the
date of grant and the remaining become exercisable ratably in monthly increments over three years. All cptions unde

the option plan expire ten years after grant.
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Aggregate activity under the Company’s stock option plans is as follows (in thousands, except per share data):

Qutstanding Options

Weighted

Shares Average

Available Number Aggregate Exercise

For Grant of Shares Price Per Share Price Price

BALANCES, DECEMBER 31, 1998 2,283 19,320 $ 0.06-$121.80 $584,154 $30.24
Additional options reserved 9,200 — — —
Options granted (16,882) 16,882  $11.00~-% 56.00 242,970 $14.39
Options -exercised — (1,196) $ 0.06-% 44.00 (18,414)  $15.40
Options canceled 14,922 (14,922) $ 0.48-$121.80 (482,452) $32.33
BALANCES, DECEMBER 31, 1999 9,523 20,084 % 0.06-$ 56.00 326,258  $16.24
Additional options reserved 6,000 — — —
Option plan expirations {1,808) — — —
Options granted (8,478) 8,478 $ 3.31-% 36.69 184,852  $21.80
Options exercised — (3,036) $ 0.48-% 28.17 (32,296) $10.64
Options canceled 5,272 (5,272) $ 0.65-% 56.00 (100,372) $19.04
BALANCES, DECEMBER 31, 2000 10,509 20,254  $ 0.23-$ 44.58 378,442  $18.68
Additional options reserved 13,500 — _ —
Option plan expirations (155) — — —
Options granted (18,487) 18,487 $.0.01-% 27.20 127,401  $ 6.89
Options exercised — (3,233) $ 0.01-% 24.50 (29,444) $ 9.11
Options canceled 3,737 (3.737) $ 4.19-% 44.50 (54,906) $14.69
BALANCES, DECEMBER 31, 2001 9,104 31,771 $ 0.23-$% 48.72 $421,493  $13.27

At December 31, 2001, approximately 10.9 million options to purchase common stock of the Company were exercisable
at an average exercise price of $20.01. During 2001, the Company used approximately 3.2 million shares of treasury stock
to fulfill employee option exercises and shares issued under the employee stock purchase plan.

At December 31, 2000, approximately 9.2 million outstanding options to purchase common stock of the Company were
exercisable at an average exercise price of $17.93. During 2000, the Company used approximately 3.7 million shares of

treasury stock to fulfill employee option exercises and shares issued under the empioyee stock purchase plan.

At December 31, 1999, approximately 8.1 million outstanding options to purchase common stock of the Company were

exercisable at an average exercise price of $16.98.
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For various price ranges, weighted average characteristics of outstanding stock options of the Company at December 31,
2001 were as follows (in thousands, except per share data):

Options Outstanding Options Exercisable
Weighted

Average Weighted Weighted
Remaining Average Average
Number Contractual Exercise Number Exercise
Range of Exercise Prices Qutstanding Life (Yrs) Price Exercisable Price
$ 0.01-$12.18 18,005 8.3 $ 6.21 3,643 $ 9.83
$12.19-$24.36 7,130 8.5 $17.76 2,179 $18.09
$24.37-$36.54 6,422 4.2 $27.67 4,920 $27.59
$36.55-$48.72 214 6.4 $42.95 172 $43.00

31,771 10,914

McAfee.com Stock Option Plans ~ In January 1999, the McAfee.com’s board of directors approved the 1999 Stock Plan
(the “McAfee Plan™), as amended June 19, 1999. Under the McAfee Plan, McAfee.com has reserved 10.9 million shares
of its Class A common stock for issuance to employees, officers, directors and consultants. The McAfee Plan also pro-
vides for automatic annual increases to be added at the annual stockholder’s meeting, equai to the lower of: (a) 2.5 mil-
lion shares of Class A common stock, (b) 5% of the outstanding shares of all Class A common stock on that date, or
{c) an amount determined by the McAfee.com’s board of directors. The McAfee Plan provides for an option price no less
than 100% of the fair market value of McAfee.com’s common stock on the date of grant for incentive stock options granted
to employees and officers (including directors who are also employees) or 85% of the fair market value on the date of
grant for all others. The options may be exercisable immediately, or become exercisable over time, generally 25% one year
after commencing employment or from date of grants and thereafter in monthly increments over three years. All options
under the McAfee Plan expire ten years after grant. Unvested options on termination of employment are canceled and
returned to the McAfee Pian.

in September 1999, McAfee.com adopted the 1999 Director Option Plan. McAfee.com has reserved 150,000 shares of
its Class A common stock for issuance under the plan to certain members of its board of diréctors who are not employ-
ees of McAfee.com or any affiliated corporation. Under this plan the number of shares reserved will automatically increase
at the date of the McAfee.com Annual Stockholder's Meeting by the number of shares required to restore the reserve
available for new options to 150,000 shares. Each outside director will automatically be granted an option to purchase
40,000 shares of McAfee.com’s Class A common stock on the date at which they become a director. Each anniversary
thereafter, each outside director will automatically be granted an option to purchase 10,000 shares of McAfee.com’s Class
A common stock. Both the initial and subsequent grants become exercisable at a rate of 25% after one year and 1/48
each month thereafter. All options under granted expire ten years after grant. Unvested options on termination of employ-
ment are canceled and returned to the Director Option Plan.




NOTES
TO CONSOLIDATED
FINANCIAL STATEMENTS

Aggregate activity under the McAfee.com stock option plans is as follows (in thousands, except per share data):

BALANCES, INCEPTION

Additional options reserved

Options granted—company empioyees

Options granted—NAI officers and employees
Options exercised—company employees
Options exercised—NAI officers and employees
Options canceled—company employees
Options canceled-—NAI officers and employees
BALANCES, DECEMBER 31, 1999

Additionat options reserved

Options granted—company employees

Options exercised—company employees
Options exercised—NAI officers and employees
Options canceled—company empioyees
Options canceled—NAl officers and employees
BALANCES, DECEMBER 31, 2000

Additional options reserved

Options granted—company employees

Options exercised-—company employees
Options exercised—NAI officers and employees
Options canceled—company employees
Options canceled-——NAl officers and employees
BALANCES, DECEMBER 31, 2001

Shares
Avallable
For Grant

8,538
(3,482)
(3,809)

227
1,710

3,184
2,335

(1,295)

816

5,047
2,110
(1,968)

769
33

5,991

Number
of Shares

3,482
3,809

(19)
(227)
{1,710)
5,335

1,285
(321)
(384)
(8186)

Price Per Share

$3.67-$44.00
$3.67-$12.00

$ 6.55
$4.64-$12.00
$ 4.00
$3.67-$44.00

$3.13-$50.38
$4.64-$ 6.55
$3.67-$12.00
$4.64-$50.38
$6.55-$12.00
$3.13-$50.38

$4.75-$35.13
$3.67-$28.81
$3.67-$12.00
$3.13-$49.06
$6.55-$12.00
$3.13-$49.06

77

Qutstanding Options
Weighted
Average
Aggregate Exercise
Price Price

$ —
18,806 $ 5.40
15,295 4.02
(123) $ 6.55
(1,464) $ 6.46
6,270) $ 3.67
26,244 $ 4.92
24,026 $18.55
(1,499) $ 467
(1,962) §% 511
(10,022} $12.28
(54) $ 7.71
36,733 $ 7.20
16,593 $ 8.44
(5,744) $ 6.89
(6,363) $ 3.94
(6,408)  $ 8.34
(234) 3 7.09
$ 34,577 $ 8.58

At December 31, 2001, 2000 and 1999, approximately 778,000, 2.5 million and 2.1 million McAfee.com options were
exercisable at weighted average exercise prices per share of $7.22, $4.39 and $4.28.
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For various price ranges, weighted average characteristics of outstanding stock options of McAfee.com at December 31,
2001 were as follows (in thousands, except per share data):

Options Outstanding Options Exercisable
Weighted

Average Weighted Weighted
Remaining Average Average
Number Contractuat Exercise Number Exercise
Range of Exercise Prices Outstanding Life {Yrs) Price Exercisable Price
$ 0.01-% 3.13 192 8.99 $ 3.13 48 $ 343
$ 3.14-$ 3.67 704 7.04 $ 3.67 460 $ 3.67
$ 3.68-$% 4.64 268 7.57 $ 4.64 20 $ 464
$ 4.65-$ 7.88 1,518 8.76 $ 5.66 133 $ 6.74
$ 7.89-$16.80 511 9.34 $12.79 17 $13.31
$16.81-$25.00 365 8.78 $21.31 72 $20.93
$25.01-$48.09 ' 282 9.35 $29.04 28 $37.72

3,820 778

Proforma Stock Compensation Disclosure ~ The fair value of options granted by the Company and McAfee.com has been
calculated using the Black-Scholes option pricing model using the multiple option approach. A typical option grant vests
over a fouryear period. Parameters for the option analysis are listed below.

2001 2000 1999

The Company:
Risk free interest rate 4.24% 6.31% 5.47%
Expected life (years) 4 4 4
Volatility 0.84 0.91 0.97

Dividend yield — — —_

The weighted average expected life of the option grants was estimated based on examination of previously exercised
options over the life of the program. Voiatility for the Company was estimated on a monthly basis since the Company
became public in October of 1992. The average volatility for the 48 month period from January 1998 through Decem-
ber 2001 was 94.6%. The Company has not paid a dividend, and has no plans to do so.

The weighted average fair value of options granted by the Company at fair value in 2001, 2000 and 1999 was $4.86,
$16.07 and $10.11, respectively.

The weighted average fair value of options granted by the Company to employees below fair value during 1999 was $9.52.
No options were granted to employees below fair value during 2001 and 2000.




NOTES 79
TO CONSOLIDATED

FINANCIAL STATEMENTS
McAfee.com:
Options Granted to Employees Options Granted to Non-employees
2001 2000 1999 2001 2000 1999
Risk free interest rate 4.49% 5.23% 5.40% 5.25% — 5.40%
Expected life (yrs) 5.0 5.0 5.0 10.0 — 0.9
Volatility 167% 201% 85% 167% — 76%
Dividend yield ) — — — — — _

The weighted average expected life of the option grants was estimated based on historical exercise patterns. For 1999,
volatility for McAfee.com was estimated based on the weighted average volatility of five public companies in similar busi-
ness to McAfee.com. McAfee.com has not paid a dividend and has no plans to do so.

The weighted average grant date fair value of options granted by McAfee.com to employees in 2001 and 2000 were $8.44
and $17.54, respectively.

The Company and McAfee.com have also estimated the fair vaiue of purchase rights issued under their employee stock
purchase plans. Rights under these plans were also valued using the Black-Scholes option pricing model. Parameters for

the purchase rights analysis are listed below:

The Company:

February 2001 August 2001 February 2000 August 2000 February 1989 August 1999
Risk free interest rate 4.28% 3.08% 6.31% 6.31% 4.52% 5.01%
Expected life 6,12 mos 6,12 mos. 6,12 mos. 6, 12 mos. 6, 12 mos. 6, 12 mos.
Volatility 0.84 0.84 0.91 0.91 0.66 0.66

Dividend yield — — — — — —_

The weighted average fair value of rights issued pursuant to the Company’s employee stock purchase plans in 2001, 2000,
and 1999, was $7.75, $9.44, and $21.43, respectively.

McAfee.com:

2001 2000 1999
Risk free interest rate 3.27% 6.03% 5.40%
Expected life (yrs) 6 months 6 months 6 months
Volatility 145% 201% 85%
Dividend yield — — —

The weighted average fair value of rights issued by McAfee.com pursuant to its employee stock purchase plan in 2001
was $5.30.
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For pro forma purposes, the compensation costs for the 1997 Plan, the Stock Option Plan for Qutside Directors, the 2000
Nonstatutory Stock Option Pian, the 1994 ESPR the McAfee Plan, the McAfee Director Option Plan and 1899 Purchase
Plan has been determined based on fair value at the grant date for awards from 1997 through 2001 consistent with the
provisions of SFAS No. 123, the Company’s net loss, basic and diluted loss per share would have been as follows:

2001 2000 1999
Net loss—pro forma (thousands) $(224,125) $(221,313) $(206,667)
Net loss per share—basic and diluted-—pro forma $ (163) $ (1.60) $ (149

The impact on pro forma loss per share and net loss in the table above may not be indicative of the effect in future years
as options vest over several years and the Company continues to grant stock options to new employees. This policy may
or may not continue.

Stock Repurchase Plan and Put Options ~ In May 1999, the board of directors authorized the Company to repurchase up
to $100 million of its common stock in the open market. In July 2000, the board of directors authorized the Company to
repurchase additional common stock of up to $50.0 million in the open market. Through December 31, 2001, the Company
repurchased 5.0 million shares of its common stock bringing total cash outlay to date to approximately $112.9 million.
The timing and size of any future stock repurchases are subject to market conditions, stock prices, the Company's cash
position and other cash requirements. Such repurchases are intended to cover the Company’s reissuances under the
Employee Stock Purchase Ptan (ESPP), the 1997 Plan, and issuances related to potential mergers and acquisitions.

On August 2, 1999, February 16, 2000 and May 31, 2000, the Company sold “European style” put options for 3 million
shares of the Company's common stock as part of its stock repurchase plan. On August 3, 2000, put options sold on
August 2, 1999 for 1.0 million shares were exercised in the Company's stock. in February 2001, the Company settled the
remaining put options, which resulted in the purchase of 2.0 million shares of the Company's stock for approximately $53.8
million,

Preferred Shares Rights Agreement — On October 19, 1998, pursuant to a Preferred Shares Rights Agreement between
the Company and BankBoston, N.A. as Rights Agent, the Board of Directors of the Company announced that it had declared
a dividend distribution of one preferred share purchase right (& “Right”) on each outstanding share of the Company’s com-
mon stock. Each Right will entitle stockholders to buy one one-thousandth of a share of the Company’s Series B
Participating Preferred Stock at an exercise price of $200.00. The Rights will become exercisable following the tenth day
after a person or group announces the acquisition of 15% or more of the Company’s common stock or announces com-
mencement of a tender or exchange offer, the consummation of which would result in ownership by the person or group
of 15% or more of the common stock of the Company. The Company will be entitled to redeem the Rights at $0.01 per
Right at any time on or before the tenth day following acquisition by a person or group of 15% or more of the Company's
common stock. The dividend distribution was made on November 3, 1998, payable to the stockholders of record on
November 3, 1998. The Rights wilt expire on October 20, 2008.
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13. PROVISION FOR INCOME TAXES

Loss before income taxes, minority interest and extraordinary item was earned in the following jurisdictions (in thousands):

2001 2000 1999
Domestic $(104,872) $(69,197) $(219,796)
Foreign 13,589 (28,554} 88,798

$ (91,383) $(97,751)  $(130,998)

Significant components of the provision {benefit) for income taxes attributable to continuing operations are as follows
(in thousands):

Years Ended December 31 2001 2000 1999
Federal:
Current® $ 4,333 $ — $ 52,902
Deferred (11,971) (22,225) (58,256)
Total Federal (7,638) (22,225) (5,354)
State:
Current 482 275 216
Deferred . (1,663) (4,465) (5,160)
Total State ' (1,181) (4,190) (4,944)
Foreign:
Current? 14,356 39,423 47,569
Deferred 5,872 (3,084) (8,028)
Total Foreign 20,228 36,339 39,541

Provision for income taxes $ 11,409 $ 9,924 $ 29,243

(1) Net of tax benefit from utilization of net operating lasses carry forward of $11.3 miifion in 2001 and zero in 2000 and 1993.
{2) Net of tax benefit from utilization of net operating Josses carry forward of $5.0 miflion in 2001 and zero in 2000 and 1999.
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Significant components of net deferred tax assets are as follows {in thousands):

Years Ended December 31 2001 2000
Deferred revenue $ 76,543 $ 25,372
State taxes - i10
Accrued liabilities and allowances 63,410 61,290
Depreciation and amortization 89,100 83,327
Tax credits 108,683 90,524
Net operating loss carryover 18,330 61,613

356,066 322,236
Valuation allowance ) (135,570) (121,976)

220,496 200,260
Deferred liability 20,445 7,971
Net deferred tax asset $ 200,051  $192,289
Current portion $142,869 $ 86,771
Noncurrent portion 57,182 105,518

$ 200,051  $192,289

Realization of net deferred tax assets of $200.1 million as of December 31, 2001 is dependent on generating sufficient
future taxable income, which is not assured. The amount of the deferred tax asset realizable, however, could be reduced
in the near term if estimates of future taxable income are reduced. A valuation allowance has been recorded as a result
of uncertainties related to the deferred tax asset realization.

At December 31, 2001, the Company has available net operating loss carry-forwards for income tax purpéses of approx-
imately $50.3 million; U.S. federal losses of approximately $40.2 million, which expire from 2009 to 2021, and foreign
losses of approximately $10.1 miilion, which have no expiration.

U.S. income taxes were not provided for on a cumulative total of approximately $25.2 million of undistributed earnings
for certain non-U.S. subsidiaries. The Company intends to reinvest these earnings indefinitely in operations outside the

United States.

The Company’s effective tax rate on income before income taxes differs from the U.S. Federal statutory regular tax rate

as follows:
Years Ended December 31 2001 2000 1999
U.S. Federal income tax benefit at statutory rate (35.0)% (35.0}% (35.0)%
State benefit (4.1) (4.3) (4.1)
Non deductible acquisition and other costs — — 17.6
Foreign earnings taxed at rates different than the U.S. rate 22.9 (0.5) 6.5
Goodwill and other permanent differences 19.4 25.5 16.1
Net operating losses and tax credits not benefited 15.3 61.6 31.5
Tax credits (6.0) (37.1) (10.3)
12.5% 10.2% 22.3%

|
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The tax benefit associated with stock option exercises from employee stock plans reduced taxes currently payable for

2001 by $5.4 million. Such benefit was recorded 1o additional paid-in capital.

14. NET LOSS PER SHARE

A reconciliation of the numerator and denominator of basic and diluted net foss per share is provided as foflows (in thou-

sands, except per share amounts):

Years Ended December 31

Numerator—Basic
Loss before extraordinary item
Extraordinary item—gain on redemption of debt, net of tax
Net loss

Numerator—Diluted
Loss before extraordinary item
Interest on convertible debentures®
Loss before extraordinary item, adjusted
Extraordinary item—gain on redemption of debt, net of tax
Net loss, adjusted

Denominator—Basic
Weighted average shares of common stock outstanding
Less: weighted average shares of common stock subject to repurchase
Basic weighted average common shares outstanding

Denominator—Diluted
Basic weighted average common shares outstanding
Effective of dilutive securities:
Common stock options®
Warrants®
Diluted weighted average shares

Basic net loss per share:
Loss before extraordinary item
Extraordinary item—gain on redemption of debt, net of taxes
Net loss per share—Basic
Diluted net loss per share:
Loss before extraordinary item
Extraordinary item—gain on redemption of debt, net of taxes
Net loss per share—Diluted

2001 2000 1999
$(102,381)  $(102,721)  $(159,901)
1,731 — —
$(100,650) $(102,721)  $(159,901)
$(102,381)  ${102,721)  $(159,901)
(102,381)  (102,721)  (159,901)
1,731 — —
$(100,650) $(102,721)  ${159,901)
138,172 138,072 138,695
(325) - —
137,847 138,072 138,695
137,847 138,072 138,695
137,847 138,072 138,695
$ (0.74) $ (0.74) $ (115
.01 — —
$ ©0.73) $ (074 $ (1.15)
$ (074 $ (074 $ (115
0.01 — —
$ (0.73) $ (0.74 $ (1.15)

(1) Convertible debt interest and related as-if converted shares were excluded from the calculation since the effect was anti-dilutive. The total number of shares
excluded from the calculation related 1o as-if converted shares was 23.3 miltion for 2001 and 7.6 million for 2000 and 1999.
(2) At December 31, 2001, 2000 and 1999, 31.8 million, 20.3 miliion and 20.1 million options to purchase common stock, respectively, were excluded from

the calculation since the effect was anti-dilutive,

(3) At December 31, 2001, warrants to purchase 254,167 shares of the Company’s comman stock were excluded from the determination of difuted net loss. per

share as the effect of such warrants is anti-dilutive.
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15. BUSINESS SEGMENT AND MAJOR CUSTOMER INFORMATION

The Company has concluded that it has twd businesses consisting of the Infrastructure business (“Infrastructure”) and
McAfee.com. The Infrastructure business markets and sells computer security, management and availability software
and hardware for corporate and government users. McAfee.com markets and sells PC security and management soft-
ware on the Internet to consumers and small to medium-sized businesses. Management measures profitability based on
these two businesses; however, within the Infrastructure business the Company’s operating segments are defined by
six geographic regions. The segments are evidence of the operating structure of the Company’s internal organization.
The Company operates in one industry: computer security, management, and availability software, hardware and retated
services for, primarily, corporate and government users.

The Infrastructure business markets and sells, through its geographic segments, anti-virus and security software, hard-
ware and services; network management software, hafdware and services; and help desk software and services. These
products and services are marketed and sold through a direct sales force to corporate and government users, as well as,
through resellers, distributors, systems integrators and retailers, worldwide. In addition, the Infrastructure business
includes managed security and availability applications to corporations and governments on the Internet.

McAfee.com is an application service provider targeted at consumers and smail to medium-sized businesses. The
McAfee.com web site provides a suite of online products and services personalized for the user based on the user’s
PC configuration, attached peripherals and resident software.

Following is the summary of the Company’s revenue and operating income (losses) by business and by geographic seg-
ment. The accounting policies of the businesses and geographic segments are the same as disclosed in Note 2 to these
Notes to Consolidated Financial Statements. To reconcile to the consolidated financial statements, where applicable,
“Corporate” represents costs and expenses associated with corporate activities. Corporate activities include general and
administrative expenses; corporate marketing expenses of $40.4 million and $46.1 million in 2001 and 2000, respec-
tively; amortization of intangibles; stock-based compensation charges; and acquisition, restructuring and other related
costs. These corporate expenses are not considered attributable to any specific geographic segment. Summarized
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financial information concerning the Company’s net revenue and operating income (losses) by business and geographic
segment is as follows (in thousands):

Years Ended December 31 2001 2000

Net revenue by segment:

United States $ 486,333  $425,722
Europe 192,192 164,861
Japan 29,074 41,225
Canada 24,418 17,892
Asia-Pacific (excluding Japan) 23,742 32,313
Latin America 16,695 16,813
Infrastructure net revenue 772,454 698,826
McAfee.com net revenue 62,024 46,866
Net revenue $ 834,478  $ 745,692
Operating income (loss) by segment:

United States $ 64,508 $ 11,897
Europe 54,461 35,387
Japan {(2,815) 14,979
Canada 11,080 7,809
Asia-Pacific (exctuding Japan) 2,924 7,879
Latin America 4,777 2,432
Corporate (216,719) {200,379)
Infrastructure operating loss (81,774} (119,996)
McAfee.com operating loss (192) (31,971)
Operating loss $ (81,966) $(151,967)

Net revenue and operating expenses for geographic segments are not presented for 1999 as it is impracticable to do so.
However, 1999 net revenues for the Infrastructure business and McAfee.com were $659.2 million and $24.5 million,
respectively, and 1999 operating losses for the Infrastructure business and McAfee.com were $109.9 million and
$28.3 million, respectively. For 1999, revenue by domestic (United States) and international amounted to $406.8 million
and $276.9 million, respectively.

Following is a summary of the Company's long-lived assets and total assets by business and by geographic segment. Long-
lived assets are capital expenditures, including land purchgses, and do not include intangibles. Assets purchased to sup-
port Infrastructure general and administrative activities, including land purchases, are included in “Corporate” in the

“Long-lived assets” ‘table below. Assets purchased to support Infrastructure general and administrative activities, inciud-
ing land purchases, and Infrastructure intangibles are included in “Corporate” in the “Total assets” table, below.
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These corporate assets are not assigned to any specific geographic segment. Summarized financial information concerning
the Company’s long-lived assets and total assets by business and geographic segment is as follows (in thousands):

December 31 2001 2000

Total long-lived assets by segment:

United States $ 15203 $ 16,651
Europe 6,143 8,957
Japan . 3,652 2,669
Canada 248 307
Asia-Pacific (excluding Japan) 1,866 1,806
Latin America 231 198
Corporate 34,936 36,869
Infrastructure tong-lived assets 62,277 67,457
McAfee.com long-lived assets 6,177 8,042
Total long-lived assets $ 68,454 $ 75,499
Total assets by segment: )

United States $1,093,030 $ 816,392
Europe 166,380 172,250
Japan 20,906 38,669
Canada 4,990 5,787
Asia-Pacific {excluding Japan} ) 4,844 3,976
Latin America 5,440 5,275
Corporate 207,098 244,367
infrastructure assets 1,502,688 1,286,716
McAfee.com assets 124,444 98,132
Total assets $1,627,132 $1,384,848

Revenue information on a product and service basis is as follows for the years ended December 31 (in thousands):

2001 2000 1999

Software licenses $388,717 $337,842 $318,964
Maintenance 177,721 160,662 157,887
Hardware 87,894 89,210 49,828
Retail 70,183 64,564 90,690
Consulting 39,766 34,578 27,311
Training 19,161 18,542 22,255
Hosting arrangements 40,790 25,997 2,417
Other 10,246 14,297 14,616
Total $834,478 $745,692 $683,668

At December 31, 2001, one customer had an accounts receivable balance greater than 10% of the Company’s total
accounts receivable balance. At December 31, 2000, two customers had accounts receivable balances greater than 10%
of the Company's total accounts receivable balance. During 2001 and 2000, one customer accounted for 27% and 20%,
respectively, of the total revenue for each vear. The revenue derived from this customer is reported in the infrastructure
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business, mainly in the United States and Europe segments. No customer accounted for more than 10% of the total
revenue in 1999.

During 2001, 2000 and 1999, the Company sold receivables aggregating approximately zero, $12.7 million and
$48.0 million, respectively. These receivables were sold at a customary discount of up to 3.5% of face amount without
recourse to the Company. The discounts were recorded as an operating expense. As of December 31, 2000 and 1999,
no receivables sold in 2000 or 1999, as applicable, remained outstanding.

16. LITIGATION
GENERAL

From time to time, the Company has been subject to litigation including the pending litigation described below. The
Company’s current estimated range of liability related to some of the pending litigation below is based on claims for which ’
management can estimate the amount and range of loss. The Company has recorded the minimum estimated liability
related to those claims, where there is a range of loss. Because of the uncertainties related to both the amount and range
of loss on the remaining pending litigation, management is unable to make a reasonable estimate of the liability that could
result from an unfavorable outcome. As additional information becomes available, the Comparny will assess its potential
liability and revise its estimates. Pending or future litigation could be costly, could cause the diversion of management’s
attention and could upon resolution, have a material adverse effect on the our business, resuits of operations, financial
condition and cash flow.

In addition, the Company is engaged in certain legal and administrative proceedings incidental to our normal business
activities and believes that these matters will not have a material adverse effect on our financial position, resuits of oper-
ations or cash flow.

SECURITIES CASES

Between December 29, 2000 and February 7, 2001, the Company and certain of its current and former officers and direc-
tors were named in securities class action lawsuits filed in the United States District Court for the Northern District of
California. On September 24, 2001, a consolidated class action complaint was filed which asserts claims against the
Company, William Larson, Prabhat Goyal and Peter Watkins on behalf of a putative ciass of persons who purchased the
Company's stock between July 19 and December 26, 2000. The complaint assert causes of action (and seeks unspeci-
fied damages) for alleged violations of Exchange Act Section 10(b)/SEC Rule 10b-5 and Exchange Act Section 20(a). in
particular, the complaint alleges that defendants engaged in improper practices designed to increase the Company’s rev-
enues and earnings and that, as a result of those practices, the Company’s class period financial statements were false
and misleading and failed to comply with Generally Accepted Accounting Principles (GAAP). Defendants’ filed a motion to
dismiss plaintiff’s consolidated complaint on October 29, 2001 and plaintiff filed its opposition to the motion to dismiss
on December 21, 2001.

On February 5, 2001, the Company was nominally sued in a derivative lawsuit filed in the Superior Court in Santa Clara
County. The lawsuit, encaptioned Mean Ann Krim v. William L. Larson, et al., Case No. CV795734, asserts claims against
William Larson, Peter Watkins, Prabhat Goyal, Leslie Denend, Virginia Gemmell, Edwin Harper, Enzo Torresi, and others for
breach of fiduciary duty, unjust enrichment. In particular, the complaints allege that the defendants engaged in a course
of conduct by which they improperiy accounted for revenue from software license sales, and that, as a resuit of their
actions, certain of the Company’s financial statements were false and misleading and not in compliance with GAAR The
complaint seeks an unspecified amount of damages. Nominai defendant the Company filed a demurrer to the complaint
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on May 21, 2001. A hearing on the demurrer was held on June 29, 2001. On July 24, 2001, the Court sustained
the demurrer with leave to amend. By Order dated August 21, 2001, the Court granted plaintiff limited discovery for
purposes of amending the complaint to meet the demand futility test imposed by Delaware law. The Court’'s Order set a
deadline of October 26, 2001 for the filing of the amended complaint. On December 26, 2001, plaintiff filed an amended
complaint. By stipulation, nominal defendant the Company’s demurrer is due on January 30, 2002.

OTHER LITIGATION

Crawford v. Digital River, Inc. et al., Case No. 1:01CV01770 RWR; United States District Court, District of Columbia ~ On
August 21, 2001, Christopher Crawford filed a complaint for patent infringement of US Patent 6,014,651. The complaint
alleges that seven different defendants, including the Company, infringe US Patent 6,014,651. The complaint alleges that
the Company infringes the patent through several web sites, including the websites at www.nai.com and www.mcafee.com.
The Company answered the complaint on September 12, 2001 in which the alleged patent infringement was denied. The
other defendants have answered the complaint. An initial scheduling conference is scheduled for November 27, 2001,
and prior to that date, counsel for plaintiff and defendants will meet and confer according to the court’s rules.

Foremost Systems v. Network Assaciates, No. CV 777301 (Santa Clara County) - A former agent of the Company in India,
Foremost Systems Pwvt. Ltd., filed this action on October 14, 1998, in California State court and filed a Second Amended
Complaint on February 18, 2000. The Company removed the action to the United States District Court, Northern District
of California, San Jase Division. The Second Amended Complaint alleges that the Company wrongly terminated Foremost
Systems in breach of their agency agreement and, in addition, contains counts for breach of oral contract, promissory
estoppel, intentional and negligent misrepresentation, breach of fiduciary duty, tortious interference with contractual
relations, unfair competition, and racketeering in violation of 18 U.S.C. 1962 et seq. The parties held a preliminary
mediation session in this matter on April 5, 2000 and attended a full session on March 12, 2001. Discovery is ongoing.

ESniff — On June 5, 2001, eSniff, Inc. (“eSniff”) filed a complaint in U.S. District Court for the District of Colorado, Case
No. 01-D-1024, seeking a declaratory judgment that its use of the ESNIFF trade name and trademark does not infringe
the Company’s SNIFFER mark. On June 13, 2001, the Company and Networks Associates Technology, Inc. filed a com-
plaint in the U.S. District Court in the Northern District of California, Case No. C01-20537 PVT, against eSniff for trade-
mark infringement, trademark dilution, and unfair competition under federal and California state law related 1o use of the
ESNIFF name and mark. On November 26, 2001, while both motions were pending, the parties reached a settlement of
both lawsuits. As part of the settiement, eSniff acknowledged that SNIFFER is a strong, famous, and distinctive mark and
agreed to discontinue its use of ESNIFF.

Homenexus Inc. f/k/a HomeRun Network, Inc. v. DirectWeb, Inc., et al, No. 99-CV-2316 (CRW) (E.D. Pa.) - In this action,
filed in federal court in the Eastern District of Pennsylvania on May 5, 1999, plaintiff Homenexus alleges that DirectWeb
successfuily conspired with all defendants, including the Company and William Larson, to wrongly misappropriate plain-
tiff's purported proprietary business plan and to deliberately infringe plaintiff's purported trade dress in its alleged web-
site. The complaint further alleges that all defendants conspired to commit, and did commit, the torts of conversion and
unfair competition. Plaintiff filed an amended complaint on June 21, 2000, adding a new defendant, Riaz Karamali.

17. RELATED PARTY TRANSACTIONS
The Company purchased 3,948,199 shares of Series A Preferred Stock of DirectWeb, Inc. for $2.5 million, and 4,615,385
shares of Series B Preferred Stock for $6.0 million in 1999. In connection with the formation of DirectWeb, the Company

received a warrant to acquire 3,175,000 shares of DirectWeb common stock for total consideration of $317.50. Prior to
the transactions described below, on an as converted basis and excluding shares that-may be acquired upon exercise of
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its warrant, the Company’s total DirectWeb investment represented approximately 12.3% of DirectWeb’s outstanding cap-
ital stock. With respect to this balance, approximately 35.2% was owned by William L. Larson, a DirectWeb founder and
the Company’s former Chief Executive Officer; 35.4% was owned by Dennis Cline, a DirectWeb founder and the Company’s
former Vice President of Worldwide Sales; and 17.1% was owned by unrelated third party investors who, along with the
Company, invested in DirectWeb's Series A and Series B Preferred Stock.

In November 1999, the Company sold its 12.3% ownership to Dennis Cline, resulting in a net loss of $2.5 million to the
Company. At the time, the Company also agreed to exchange its warrant to acquire 3,175,000 shares of DirectWeb com-
mon stock for a warrant to acquire $2 million worth of DirectWeb Series C preferred stock at the same price per share
as paid by the Series C preferred stock investors. William L. Larson sold approximately 83.0% of his stake in DirectWeb
to Dennis Cline in November 1999. He retained an approximately 5.9% ownership interest in DirectWeb.

18. STOCK-BASED COMPENSATION

The Company has recorded stock based compensation charges of $24.7 million, $8.7 million and $15.6 million in 2001,
2000 and 1999 respectively. Stock-based compensation charges relate to the repricing of employee stock options and
the issuance of McAfee.com stock options to the Company’s executives and employees, as well as non-recurring stock

compensation charges primarily related to executive compensation.

Stock based compensation charges are made up of the following for the years presented (in thousands):

Years Ended December 31 2001 2000 1999
Repriced options $17,396 $8,714 $8,834
McAfee.com options and shares issued to Network Associates personnel — — 6,736
Warrants to outside consultants 1,049 — —
Former executives 2,668 — —
New executives 3,080 — —
PGP restructuring 519 — —

Total stock-based compensation $24,712 $8,714 $15,570

Repriced Options ~ On April 22, 1999, the Company offered to substantially all of its employees, excluding executive offi-
cers, the right to cancel certain outstanding stock options and receive new options with an exercise price of $11.063,
the then current fair market value of the stock. Options to purchase a total of 10.3 million shares were cancelled and
the same number of new options were granted. These new options vest at the same rate that they would have vested
under previous option plans and are subject to variable accounting. Accordingly, the Company has and will continue to
remeasure compensation cost for the repriced options until these options are exercised, canceled, or forfeited without
replacement. The first valuation period began July 1, 2000.

Subsequent to April 22,1999, some employees, who received repriced options became employees of McAfee.com. In
connection with this transfer their repriced options were canceled and replaced with options for McAfee.com stock. Variable
plan accounting as described above, also applies to these replacement options and variable charges will be recorded based
on the movements in the fair value of McAfee.com common stock from July 1, 2000.

The amount of stock compensation recorded has and will be based on any excess of the closing stock price at the end

of the reporting period or date of exercise, forfeiture or canceliation without replacement, if earlier, over the fair value of
the Company’s or McAfee.com’s common stock on July 1, 2000, which was $20.375 and $26.063, respectively. The result-
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ing compensation charge to earnings will be recorded over the remaining vesting period, using the accelerated method of
amortization discussed in FASB Interpretation No. 28, “Accounting for Stock Appreciation Rights and Other Variable Stock
Option or Award Plans” When options are fully vested, the charge wiil be recorded to earnings immediately. At December
31, 2001 these options are substantially fully vested. Depending upon movements in the market value of the Company's
common stock, this accounting treatment may result in significant additional stock-based compensation charges in future
periods.

During 2004 and 2000, the Company incurred charges to earnings of approximately $15.6 million and $2.0 million related
to options subject to variable plan accounting. For 2001 and 2000, the Company’s stock compensation charges
related to options subject to variable plan accounting were based on a year end per share price of the Company’s stock
of $25.85 and $4.19, respectively and a per share price of McAfee.com stock of $33.91 and $5.00, respectively. As of
December 31, 2001 the Company and McAfee.com had options to purchase 2.2 million shares and 0.2 million shares
respectively, which were outstanding and subject to variable plan accounting.

The Company also incurred a stock-based compensation charge in connection with the initial issuance of the repriced
options. This charge was caiculated based on the difference between the exercise price of the new options and their mar-
ket value on the date of acceptance by employees. Approximately $1.8 million, $6.7 million and $8.8 million was expensed
during 2001, 2000 and 1999, respectively.

McAfee.com Options and Shares Issued to Network Associates Personnel — During 1999, McAfee.com granted 1.7 mik
lion options to purchase shares of its Class A common stock and 379,000 shares of its Class A common stock to exec-
utives and employees of Network Associates. In connection with these grants, McAfee.com recorded a stock based
compensation charge of $6.7 million.

Warrants to Outside Consultants — In January 2001, upon completion of the search for the Company's chief executive
officer, the Company issued warrants to a retained executive search firm for services performed. The warrants, if exer-
cised, can be exchanged for 166,667 shares of the Company's common stock. The weighted-average exercise price of the
underlying shares is $2.97 per share. The warrants are immediately exercisable and expire in January 2004. The com-
bined fair value of the warrants was determined to be approximately $530,000 and was estimated using the Black-
Scholes model with the following assumptions: risk free interest rate of 4.82%; contractual life of 3 years; dividend yield
of 0%; and expected volatility of 91%. The fair market value of the warrants was included as stock compensation during
2001 and included in general and administrative expenses in the accompanying statement of operations.

In April 2001, upon completion of the search for the Company’s chief financial officer, the Company issued warrants to a
retained executive search firm for services performed. The warrants, if exercised, can be exchanged for 66,667 shares
of the Company's common stock. The weighted-average exercise price of the underlying shares is $4.50 per share. The
warrants are immediately exercisable and expire in April 2004. The combined fair value of the warrants was determined
to be approximately $280,000 and was estimated using the Black-Scholes mode! with the following assumptions: risk
free interest rate of 4.27%; contractual life of 3 years; dividend yield of 0%; and expected volatility of 91%. The fair
market value of the warrants was included as a stock compensation charge during 2001 and included in genera! and admin-
istrative expenses in the accompanying statement of operations.

In November 2001, upon completion of the search for two executives for international operations, the Company issued
warrants to a retained executive search firm for services performed. The warrants, if exercised, can be exchanged for
20,833 shares of the Company’s common stock. The weighted-average exercise price of the underlying shares is
$19.64 per share. The warrants are immediately exercisable and expire in 2004. The combined fair value of the warrants
was determined to be approximately $239,000 and was estimated using the Black-Scholes model with the following
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assumptions: risk free interest rate of 4.36%; contractual life of 3 years; dividend yield of 0%; and expected volatility of
84%. The fair market value of the warrants was included as a stock compensation charge during 2001 and included

in general and administrative expenses in the accompanying statement of operations.
Al the above warrants have been included in Stockholders’ Equity.

Former Executives - in January 2001, the Company’s board of directors appointed the Company's new chief executive offi-
cer and president. Effective January 2001, the Company’s former chief executive officer, former chief financia! officer, and
former president and chief operating officer, became special advisors. Options held by these individuals continue to vest
during 2001 while they each served during their one-year terms as special advisors. As a result, the Company recorded
a one-time stock compensation charge of approximately $603,000 during 2001.

In December 2001, the Company terminated the employment of three sales executives. Upon termination, the options
held by these executives were modified. As a result, the Company recorded a one-time stock compensation charge of $2.1
miltion during 2001.

- New Executives — On January 3, 2001, the Company entered into an employment agreement with George Samenuk to
" become the Company's chief executive officer. In accordance with the terms of the agreement, the Company issued
‘400,000 shares of restricted stock to Mr. Samenuk. The price of the underlying shares is $0.01 per share. The shares

‘ ~  iwill vest and the Company’s right to repurchase such shares will lapse as follows: 12.5% on the first four quarterly anniver-

saries of Mr. Samenuk's employment with the Company with the remaining 50% on the second year anniversary of
* Mr, Samenuk’s employment with the Company. The fair value of the restricted stock was determined to be approximately
$1.7 million and was estimated based on the difference between the exercise price of the restricted stock and the fair
~ Mmarket value of the Company’s common stock on Mr. Sameniuk’s employment commencement date. During 2001, the
Company recorded approximately $836,000 related to stock compensation associated with Mr. Samenuk'’s restricted stock.

On April 3, 2001 the Company entered into an employment agreement with Stephen C. Richards to become executive vice
president and chief financial officer. In accordance with the terms of the agreement, the Company issued 50,000 shares
of common stock to Mr. Richards for $0.01 per share. During 2001, the Company recorded approximately $350,000 related
to stock compensation associated with Mr. Richards’ stock.

On October 30, 2001 the Company entered into an employment agreement with Arthur R. Matin to become executive the
president of the Company’s McAfee product group. In accordance with the terms of the agreement, the Company issued
100,000 shares of common stock to Mr. Matin for $0.01 per share. During 2001, the Company recorded approximately
$1.9 million related to stock compensation associated with Mr. Matin’s stock

PGP Restructuring — In connection with the integration of the PGP product group the Company accelerated the vesting of
45,600 options to purchase the Company's common stock heid by the 100 employees terminated during 2001. As a result
of this modification, the Company recorded a stock based compensation charge of $519,000 within restructur-
ing expense in the statement of operations. The charge was calculated based on the intrinsic vaiue of the modified
options on the date the acceleration was approved by the Board of Directors. (See Note 7 to these Notes to Consolidated
Financial Statements).
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19. FIXED ASSETS SALE-LEASEBACK

On September 20, 1999, the Company sold approximately $6.5 million of fixed assets, consisting mostly of computer
equipment, to a third party and ieased them back under an operating lease. The initial term of the lease is 12 months,
with an option to renew the lease for an additional 12 months. in October 2000, the Company repurchased the fixed assets
for approximately $5.2 million.

20. SUBSEQUENT EVENTS

On January 15, 2002, the Company’s board of directors approved a grant of 50,000 shares of restricted stock to George
Samenuk, the Company's chief executive officer. The price of the underlying shares is $0.01 per share. The Company's
right to repurchase such shares will lapse on January 15, 2005. The fair value of the restricted stock was determined to
be approximately $1.4 million and was estimated based on the difference between tﬁe exercise price of the restricted
stock and the fair market value of the Company's common stock on January 15, 2002. This amount will be recorded as
compensation expense over the period the Company's right to repurchase fapses.
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MULTI-LAYER
VIRUS
PROTECTION
WITH MCAFEE
ACTIVE VIRUS
DEFENSE

Vocational Training Council

The Vocational Training Council is the largest voca
tional education organization in Hong Kong, and pro-
vides jobrelated training and education to over
120,000 people every year. Its information technology
infrastructure runs applications from multiple ven-
dors, as well as a wide range of operating systems.
Keeping such a complex environment secure and
virusfree is a constant challenge for William W. L. Li,
senior systems manager. “Network Associates’
McAfee Active Virus Defense solution provides com-
plete, centralized anti-virus protection for our network
infrastructure,” says Li. “Iit not only saves us time,
resources and ultimately money in terms of adminis-
trative costs, it also effectively safeguards the net-
work from the threat of virus attack by monitoring
every potential entry point in our environment.”

At Network Associates, it's our job to make our
customers’ jobs easier. Centralized policy manage-
ment through the ePolicy Orchestrator lets our cus-
tomers see what's happening in their environments,
and quickly respond. So that they can get back to
the business of satisfying their customers.

24X7
AVAILABILITY
WITH
SNIFFER
DISTRIBUTED
SYSTEMS

Bear Stearns

At its new worldwide headquarters in New York City,
Bear Stearns has implemented more than 150
Sniffer Distributed systems to develop a mission-crit-
ical network that will revolutionize how financial serv
ices companies manage their network infrastructures
today and tomorrow. Sniffer helps Bear Steamns
ensure faultless network performance for Bear
Steams’ customers around the globe, any time of
day. “Sniffer Technologies has enabled Bear Stearns
to develop a state-ofthe-art network management
system that meets the globalwide demands of busk
ness and technology, today and tomorrow,” said Don
Henderson, managing director of communications for
the new building at Bear Steams. "With Sniffer
Technologies’ solutions, our clients and investors.
have access to businessritical data when they need
it, where they need it — all in real-time.”

At Network Associates we know that in large net-
works detecting and isolating problems can be as dif-
ficult as finding a “needle in the haystack.” With
Sniffer Technologies our customers detect potential
issues before they become serious problems.

AUTOMATED
AND REAL-TIME
UPDATING
USING MCAFEE
ePOLICY
ORCHESTRATOR

Telus Corporation is one of Canada's leading tele-
communications companies, providing a full range of
products and services connecting Canadians to the
world. With customers relying on Telus to keep them
connected, Telus cannot afford to lose business
continuity due to a virus or other malicious code.
“As Telus has grown and expanded geographically so
have our challenges in distribution and management
of our anti-virus software throughout the Telus enter-
prise” says Ron Henderson, IT Manager. “The logis-
tics of keeping our antivirus current is a daunting
task. By moving to McAfee ePolicy Orchestrator, we
have significantly improved the cycle time in deploying
virus protection company-wide.” ‘

At Network Associates, we continue to develop
and deploy new technologies to simplify the lives
of our customers. ePolicy Orchestrator helps our
customers to get vital updates and code out to the
users in their networks, quickly and seamiessly,
no matter how distributed and complex a cus-
tomer's environment, Network Associates keeps
them connected.
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e assaos com The best is yet to coms




